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              Re:  Dividing Cash Balance Plan Benefits With QDRO’s

 

Dear Family Law Attorney:

 

This is my first newsletter jointly addressed to Georgia and Florida Family Law attorney. The last newsletter written for the Florida audience dealt with determining the non-marital portion of retirement plans.  It was a continuation of a basic theme published in my most recent Florida Bar Journal article published in February of this year.  That newsletter is my first one this year and it is my ninth year of publishing these newsletters.  Last month I wrote and published my second newsletter for the Georgia audience.  That newsletter dealt with the more basic topic of distinguishing passive improvements of non-marital property from active improvements of that same property.  This newsletter steps back a bit and deals with a very complicated subject:  Cash Balance Plans.  As this is a very complicated subject I will approach the matter very simplistically.

 

Since publication of my first article dealing with Family Law: Drafting QDRO’s: A Malpractice Waiting to Happen!, which appeared in the February and March, 1995 issues of the Florida Bar Journal, many practitioners moved their QDRO drafting business away from the attorneys they were using to draft them to unskilled non attorneys to handle these services.  By the mid 90s many Florida practitioners moved their QDRO business to me, that is, before I decided to stop drafting them for anyone who requested the services without retaining me to do the valuation work first.   My charge to draft them was $1,000 back in 1995 and I all but stopped drafting them then because I spent much more than twice as many hours as I was paid to draft these orders. My intent in writing the bar journal article had never been to encourage attorneys into moving their work away from the ERISA attorneys that they were using.  My only intent was to teach them that if they wanted to continue these relationships with outside counsel that they had better retain actuaries qualified to value these benefits while the parties were married and have the actuaries provide explicit language for their division for the marital settlement agreement or final judgment for divorce.  

 

Malpractice exposure begins with the family law attorneys who divide these benefits without valuations and who divide them with faulty language.  When outside counsel takes over drafting the QDRO, the damage has already been done and I predict that the public will someday become educated about the mistakes their divorce lawyers made with the division and begin to hold them accountable. The purpose of this particular newsletter is to show the reader just how severe the professional exposure is for the family law attorney who thinks that he or she can divide a retirement benefit with outside services for less than $1,000, and this minimum price applies to attorneys who draft these orders as outside legal services, as well.  

 

What is a Cash Balance Plan?  Why does that matter?  The reason for the second question is if you do not understand the role that the plan benefit to be divided plays in the process, then you have no earthly idea just how much malpractice exposure you are accumulating.  The plan matters because it goes directly to the issue whether the benefit itself is marital property and was earned during the marriage, and it begs the question exactly what was earned during the marriage.  

 

For example: if the opening balance when the parties married is $25,000 and the closing balance when the parties divorce is $75,000, the marital portion is $50,000, but only if the parties divorce in Pennsylvania or Texas, where all increases are marital property by state law.  In all other states, how much of the $50,000 is marital property depends on the terms of the plan in question, meaning that that is impossible to determine without reading plan itself.  Reading the plan is very time consuming.  You cannot look to get that information from the plan sponsor because the law that governs plan accruals is very different from the law that governs how and under what circumstances the property is earned as marital under state law.  The retirement plans may define something as earned under federal law but may have grand fathered benefits establishing minimums that are always at work and the operation of these grand fathered minimums at retirement can undermine whether something was earned during the marriage. A benefit certificate might and often do disclose that it is an active accrual during the marriage; but it was actually earned in the prior plan establishing the grand fathered minimum for the current plan.  This misinformation is often by design because employers can always be expected to put the best possible light on the benefits they provide their employees.  These grand fathered minimums are almost always at work in Cash Balance plans because the prior plan under which benefits were earned provided benefits as a monthly amount and the new plan benefit under the Cash Balance Plan is a lump sum amount.  The two are related to one another in the grand fathered minimum.  This is because what is earned under ERISA is more than just the basic benefit, but is every optional form under which the benefit is paid, including the actuarial basis used to make these conversions at the time of the accrual.   Very few “experts” who do this work understand this fully. Attorneys who work with retirement plans do not understand the full significance of an accrued benefit and how it works.  This is why ERISA attorneys who are paid thousands of dollars to draft these Orders can have trouble with qualifying them. We will revisit this concept later on in this newsletter.

 

To answer the first question: Cash Balance Plans are defined benefit plans because they define the amount accrued at the end of the cash balance period.  But they are obviously very different from the traditional defined benefit plan only paying monthly benefits.  While there are a great many differences between the two, the only things the family law attorney need concern him or herself with is why they were developed in the first place, and how they were sold to employer-sponsors differed from why they were created.  That distinction is what ignited a controversy creating headline news throughout much of the very late 1990s and the early years of this century.  While the issues have been dealt with by the courts and IRS regulations within the past few years thereby removing the topic from the headlines, it still is very much  an issue in family law and I am not aware of anyone discussing it.

 

The traditional defined benefit plan represented a great headache for employers during economic recessions of the 1970s and 1980s because the employer-sponsor had less profit during bad times yet it still had an obligation to fund these benefits.  The problem was exacerbated because bad times accompanied a fall in stock prices causing temporary increased pension costs when companies were having trouble meeting their basic commitments.  While the actuary had tools in his arsenal that enabled him to deal with these temporary problems, the employer resented the commitment these plans represented especially because only the older employees near retirement expressed appreciation for these plans.  Yet employee morale was especially bad during recessions because not only did employees get laid off during hard times, but their savings were greatly depressed when the stock market always reflected hard times with lower stock prices.  Thus employers who offered their employees defined contribution plans as the basic plan saw lower employee morale than employers who offered defined benefit plans.

 

The Cash Balance plan seemed to offer the employer and employees a new plan that preserved the best features of the traditional plan while it overcame the most important objections that the younger employee had to these plans and many employers had in maintaining the traditional defined benefit plan.  First, it lessened the overall accrual period so that employees could terminate employment before retirement and suffer less penalty than they experienced under the traditional plan.  That smaller accrual period also meant that the plan was less expensive to maintain for the employer-sponsor.  It also made these benefits portable.  That means that the employee could leave the job and go with a new employer, and if that employer also offered a Cash Balance Plan that employee could pick up where he left off with the old employer by transferring in the cash balance benefit.  The emphasis of the Cash Balance Plan shifted away from a guarantee of a monthly benefit; however, these plans do pay monthly benefits and, while the amount to convert from lump sum to monthly benefits often floats in amount as short-term interest floats (as defined contribution plans do), the amount defined as lump sum does not float with market conditions, but is fully defined by the terms of the plan.  This overcame the morale problems for employees who lost their jobs or retired during recessions. 

 

The Cash Balance Plan was too late to solve industry's problems.  By the time that the industry offered the Cash Balance Plan alternative the employer no longer wanted to be strapped with any real commitment whatsoever.  The availability of these plans as alternatives followed the Bush recession, and by that time employers began concentrating solely on their bottom line.  They began scrapping the traditional plan in favor of the 401(k) plan.  Instead of ride out the storm and allow bad times to prove the inferiority of the 401(k) plan to the traditional plan, a group of actuaries who promoted Cash Balance plans shifted the emphasis away from installing cash balance plans as a better alternative to saving existing business it had on the books.  
 

They accomplished this by encouraging their clients with traditional plans to convert these plans to cash balance defined benefit plans.  They did this by converting the traditional pension plan accruals to opening cash balance amounts.  But the traditional plan offered a monthly pension amount at retirement and the new plan had to guarantee this amount as a grand fathered minimum.  This established significant opening balances for the older, long-service employees, who represented most of the current liability.  They then scaled back the level of future accrual in the new plan beyond just shortening the accrual period.  This created significant over-funding with the new plan when it was established and it meant most of the ongoing liability ended when the new plan was installed.   Employers enjoyed little or no cost from these plans for a half-dozen years or more.  The over-funding needed to pay for the higher accruals of the older long-service employees in the traditional plans, which were never earned, was instead used to meet ongoing liability of the younger employees with shorter service.  This created a new concept known as the wear-away accrual for the older employees; but the new plan design presented problems for family law attorneys even with the younger employees who accrued benefits in the new plan.  This structure created the appearance of ongoing benefits for every employee; yet that appearance was very misleading.   

 

With this background information surrounding Cash Balance Plans in place, we can now address how much of the $50,000 increase in the opening example is marital property.  We now read the new plan in order to understand each component of the current accrual.  Increases that are based on opening balances are under all circumstances passive increases of non-marital property.  The portion of the opening balance that is marital to begin with causes an increase when passively earned.  Thus the first step is a year-by-year process for determining the pure interest component applied to the non-marital benefit.  That interest component may manifest itself in each of the other accrued components in a number of different ways depending on precisely how the plan defines them.  But this is the major hitch:  Once the amount of non-marital benefit has been identified, it must be compared against the non-marital benefit created by subtracting out the cash balance equivalent needed to produce the monthly amount of accrual benefit defined as non-marital property.   If the new plan could reduce what was accrued when the plan first began, then the market conversion which drives this difference would in fact share the market fluctuation for marital and non-marital components equally, just as market decreases of defined contribution benefits apply equally to marital and non-marital accruals.  But ERISA guarantees that which was accrued can never be reduced, which is why what is actually accrued in cash balance plans is intentionally deceptive.  Subtracting out the cash balance equivalent often produces much lower marital benefits than is obtained by trying to separate out the active from passive component of marital accruals.

 

The above problem is found to apply but somewhat differently even when all of the benefit is marital property in the first place.  This is because the participant may elect to receive this benefit as a monthly benefit when he or she retires.  The portion that is marital is determined at retirement by making the same exhaustive analysis used above and then converting it at retirement to a monthly equivalent amount.  While the actual cash balance amount is what is accrued in cash balance plans because what it buys at retirement is often determined with short-term interest rates, this amount likely includes passive components defined as active accruals under the Plan.  The best way to deal with dividing a Cash Balance benefit, which is 100% marital at the time of division is a buyout, because it avoids these awful problems.  Because of the multi-structure of benefits accrued under the traditional plan, a buyout based on Cash Balance equivalents short changes the other spouse and often significantly.  

 

Future newsletters will address the significant, but overlooked problems for dividing other plan benefits with QDRO’S.  Attorney who recommend dividing these benefits with unskilled outside services are accumulating more professional exposure than they could possibly imagine.  While many attorneys have entered the marketplace offering these services, one yardstick that may be used to measure your exposure is the amount of money being spent in dividing these benefits.  Skilled people always charge significant money for their services.  

 

There are a very few skilled people nationwide who decided to enter this market and are offering to divide these benefits at very low fees.  They avoid telling you that any malpractice that results is yours alone because you were the one who divided this benefit with faulty language, and you are the one who will be entering the QDRO conforming to the faulty language afterwards.  They also cut many corners, like failing to read the plan producing the benefit, by making a quick cursory review of the marital settlement agreement or by transferring even more of that liability to you.  They do this when they offer you forms to fill out where you, the attorney, are deciding what, and how to divide the benefit when you didn’t understand this issue in the first place.  The typical language that attorneys use to divide these benefits in final judgments or marital settlement agreements is the other spouse is to receive half the benefit accrued during the marriage.   This defective language fails to address exactly what is to be divided.  The needed language addressing all issues of division usually involves several paragraphs and can only be written after a competent valuation looks at all the benefits and features  that have value.   Many of my newsletters have shown benefits that often cannot be divided with a QDRO and other benefits that can only be partially divided with a QDRO.  By bifurcating the issue with the above language you have eliminated the buyout as an alternative when this issue is present.  This means that the other spouse receives far too little benefit.  This language also fails to address many other issues that cannot be addressed once the parties divorce, such as survivor rights and who pays for them and how is that to be determined.

 

This language also divides far too much benefit for the other spouse when survivor benefits are locked in and were not dealt with as valuation issues during the divorce.  Even when 100% of the benefit to be divided is marital property, when benefit are locked in with automatic survivor benefits and not dealt with as valuation issues during the marriage, the wife receives all of that survivor benefit even though half its value belongs to the participant-spouse.  This problem is greatly exacerbated when much of the benefit is non-marital property because the spouse receives 100% of the non-marital portion of survivor benefit even though the participant spouse owns all of its value.  

 

The malpractice problems of dividing employee benefits is so underrated as is demonstrated by the fact that many judges award the proceeds of life insurance policies with out requiring the participant to change the beneficiary designation.  ERISA will not permit a state contract to override a beneficiary designation and very few family law attorneys know or understand this.  That beneficiary designation applies equally well to all retirement plans, which is why the husband’s attorney committed a $400,000 mistake in the recent case involving a 401(k) plan benefit decided by the US Supreme Court.  That case is Kennedy v. Dupont, decided last month.

Jerry Reiss
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