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IRS Proposes Regulations
on § 415 Limits
The following is reprinted
from the May/June 2005 issue
of Pension & Benefits
Update, the Government
Finance Officers Associ-
ation’s newsletter on
retirement issues. It was
written by Paul Zorn,
director of governmental
research for GRS.

In late May, IRS issued
proposed regulations (REG-
130241-04) relating to limits on
defined benefit (DB) and
defined contribution (DC)
retirement plans under
Internal Revenue Code (IRC)
§ 415.  Many of these limits
apply to governmental plans.

The proposed regulations
consolidate statutory
changes and IRS guidance
issued since the regulations
were last updated in 1981.  In
some cases, the proposal
substantially modifies prior
regulations.  If made final, the
regulations would become
effective for plan years
beginning on or after January
1, 2007.

Section 415(c) limits the
“annual additions” that can
be made to a DC plan
participant’s account to
$40,000 –  indexed to inflation

($42,000 in 2005), or 100
percent of the participant’s
annual compensation, which-
ever is less.  Annual additions
include employer and
employee contributions and
forfeitures but not rollovers
from qualified plans.

Also limited by § 415(b) is the
benefit that can be provided
by a DB plan.  The DB benefit
is limited to $160,000 – indexed
to inflation ($170,000 in 2005),
or 100 percent of the
participant’s average com-
pensation for the highest
three consecutive years,
whichever is less.  Although
private sector plans are
subject to both limits,
governmental plans are
exempt from the limit related
to average compensation for
the highest three consecutive
years.

Generally, the $170,000 dollar
limit for DB plans applies to
the employer-provided
portion of the benefit,
expressed as a straight-life
annuity.  For benefits
beginning before age 62, the
limit is reduced so that the
age-adjusted dollar limit is
actuarially equivalent to the
unreduced dollar limit at age
62.

For participants in state and
local government defined
benefit plans who are
employees of police and fire
departments (or former
members of the U.S. Armed
Forces) with at least 15 years
of service, no actuarial
reduction to the dollar limit is
made for retirement before age
62.

The following clarifications
and modifications are just a
few of the many made by the
proposed regulations:

Adjusting the Form of
Benefit for Automatic
Fixed COLAs

The proposed regulations
clarify that, in determining the
value of the DB plan benefit
tested against the § 415(b)
dollar limit, the actuarial value
of a plan’s fixed automatic
cost-of-living adjustment
(COLA) is included in the
benefit.

Adjusting the Dollar Limit
for Inflation

The IRS increases the § 415
limits periodically based on
changes in the Consumer
Price Index (CPI).  In
conjunction with this
adjustment, a plan may
increase benefits paid to
retirees whose benefits were
otherwise limited by § 415.
The proposed regulations
establish a “safe harbor”



Adjusting the 415 Dollar Limit for Inflation.  The IRS adjusts the § 415 DB
dollar limit for changes in the CPI, rounding the limit to the next lowest mul-
tiple of $5,000.  In 2005, the limit is $170,000.

In conjunction with
the increase in the
dollar limit, a DB plan
may increase benefits
that were otherwise
restricted by the limit,
provided the plan ex-
plicitly permits the in-
crease and does so in
conformance with the
§ 415 regulations.

The proposed § 415
regulations  clarify
that a DB plan may
apply the increased
DB dollar limit to par-
ticipants who have be-
gun receiving plan
benefits.  To do so, the
plan must apply either
the “safe harbor”
rules or the rules re-
lated to “multiple an-
nuity starting dates.”

Under the safe harbor
rules, the benefit may
be increased by the
ratio of the new § 415
dollar limit (adjusted
for age at benefit com-
mencement) to the
prior § 415 dollar limit
(similarly adjusted),
provided the increase
does not exceed the
amount that would
otherwise be payable
under the plan.

Use of the safe harbor
is contingent upon the
participant having re-
ceived at least one dis-
tribution that satisfies
the requirements of §
415(b) before the date
that the § 415 limit in-
crease becomes effec-
tive.

under which the benefit may
be increased by the ratio of
the new § 415 dollar limit (as
adjusted for age at benefit
commencement) to the prior §
415 limit (similarly adjusted).
However, this increase may
not exceed the amount that
would otherwise be payable
under the plan.

Testing Benefits Having
Multiple Annuity Starting
Dates

The proposed regulations
also establish an extremely

complicated set of
calculations for annuities with
“multiple annuity starting
dates.” Among other
circumstances, these rules
would apply when a benefit
being paid to a retiree
increases due to additional
benefit accruals resulting from
a return to work or, possibly,
as a result of benefit increases
due to COLAs.

Public Coalition Comments on
Proposed § 415 Regulations

A broad coalition of 11 na-
tional associations offered
comments to the IRS regard-
ing the proposed § 415 regu-
lations.  The coalition in-
cludes associations repre-
senting state and local retire-
ment systems,  government fi-
nance officials, teachers, po-
lice officers, firefighters, and
other government employees.
The coalition expressed sig-
nificant concerns regarding a
variety of issues including, but
not limited to:

Comment Period

The IRS issued the proposed
regulations May 25 and re-
quired comments by July 25.
Noting that this review period
was “extremely cramped”
given the complexity of the
proposed rules, the coalition
requested the IRS to extend
the comment deadline until
November or December.

Effective Date for Govern-
mental Plans

Amending governmental
plans often requires legisla-

tive action, and in some states
the legislature only meets ev-
ery two years.  Given that the
proposed regulations repre-
sent substantially new rules,
the coalition requested an ex-
tension of the final regula-
tions’ effective date for gov-
ernmental plans in order to al-
low the time needed for legis-
lative action.

Treatment of Defined
Benefit COLAs

Noting that cost-of-living ad-
justments (COLAs) play an
important role in protecting
retirees against inflation, the
coalition urged the IRS to re-
consider its treatment of
COLAs in testing benefits.
Under the proposed regula-
tions, the actuarial value of
fixed COLAs are included in
the value of the benefit that is
tested against the § 415 limits
for defined benefit plans.  As
a result, inclusion of the
COLA could cause benefits
that would otherwise be be-
low the limits to exceed them.
The coalition argued that
Congress did not intend to

penalize a participant whose
benefit was otherwise below
the § 415 limits, “merely be-
cause the participant is or may
be entitled later on to receive
COLA increases … [when]
the applicable dollar limits will
undoubtedly have risen…”
Instead, the coalition sug-
gested that the benefit, as in-
creased, be retested against
the applicable §  415 limit at
the time of increase.

Multiple Annuity Starting
Dates

The coalition expressed “sub-
stantial concerns” regarding
the rules related to multiple
annuity starting dates.  It
noted that the rules could limit
benefits previously paid, even
though those benefits had
previously passed the appli-
cable § 415 limits. The coali-
tion recommended that the
benefits simply be retested
against the applicable §  415
limits at the time of increase.
The coalition also commented
on other issues, including
benefits beginning after age
65 and the factors used to
value the benefits.

The full text is available at:
http://www.gfoa.org/flc/docu-
ments/415comments-PPN.pdf

Overall, the proposed
regulations present a
complicated framework for DB
plans’ tested benefits and DC
plans’ annual additions.

A more detailed analysis of the
proposed regulations’ key
elements is available in the
Library section of the GRS
web site, under Research
Memos.
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Achieving Good Pension
Governance
Effective governance is an
essential component for the
long-term success of public
employee retirement systems.
With the recent downturn in
the investment markets and
resulting increases in
contributions, it is even more
important for retirement
system governance to take
place within an established
framework that leads to
objective decisions.

The following interview is
with John Por and Tom
Iannucci, President and
Managing Director, respec-
tively, of Cortex Applied
Research in Toronto,
Canada.  Since 1991, they
have consulted on pension
governance issues with three
dozen U.S. state and local
retirement plans.

What does “good gover-
nance” mean and why is
it important?

Pension trustees govern well
when they focus on creating
and documenting structures,
policies, and practices that
lead to systematic, objective
decisions.  These decisions
should recognize the primacy
of the fiduciary risk manage-
ment function, and incorpo-
rate the best knowledge avail-
able. Without conscious de-
sign, good governance will
not occur on its own.  As an
aside, it is conscious design
that makes the U.S. Constitu-
tion such a remarkable docu-
ment.

What benefits result  from
good governance?  What
costs are likely to be
avoided or advantages
gained?

Experience suggests that the
costs of ineffective gover-
nance are around 100 basis
points, and can be attributed
to a variety of factors, includ-
ing: excessive and often un-
recognized risk taking, a ten-
dency to concentrate on low-
impact decisions, insufficient
attention to managing costs,
and a failure to adequately
consider the organizational
consequences of investment
decisions.

The good news is that these
costs can be minimized with
effective trustee education
and by committing to a gov-
ernance improvement pro-
gram.  By applying good gov-
ernance principles, most com-
mon mistakes can be avoided.
Boards will not only achieve
better long-term investment
results but will also be able to
demonstrate a higher degree
of rigor in the exercise of their
fiduciary duties.  Enhancing
one’s board governance prac-
tices is one of the most criti-
cal factors in achieving long-
term success.

What changes are likely
to occur in the direction
and operation of the re-
tirement plan as a result?

The key to effective gover-
nance is the trustees’ ability

to shift from a “hands-on” op-
erational perspective to a
“policy and oversight” per-
spective.  This is difficult, as
most trustees are “doers” in
their non-trustee life and are
unaccustomed to playing
strictly an oversight role.

By shifting perspectives,
however, pension boards will
enhance their effectiveness
by:

• Clearly setting  the direc-
tion of the organization
through better priority
setting processes;

• Focussing on managing
the retirement system as
a whole, rather than con-
centrating only on cer-
tain, narrow decisions
(such as manager selec-
tion);

• Devoting more effort to
identifying, understand-
ing and managing risk;

• Developing a set of poli-
cies to manage their key
risks. (As an aside, some
may think that copying
policies developed by
others will do the job. It
will not.  Much of the
value of policies arises
out of the process of dis-
cussing and debating
policy options.)

• Committing to and engag-
ing in ongoing, relevant
education, free from con-
flicts of interest; and,

• Seeking ongoing im-
provements through
structured, objective
evaluation of the perfor-
mance of the Executive
Director and the Board
itself.

Cortex’s Self-Assessment Questions for Effective Board Gover-
nance.  Based on 15 years of working with a large number of retirement
systems, Cortex has developed the following questions to assist the Board:

1) Does the Board
concentrate on
policy and over-
sight or does it
have a tendency
to get into details?
What can be done
to keep the Board
focused on gover-
nance issues?

2) Does the retire-
ment system have
a board orienta-
tion and education
program that en-
ables the Board to
be effective?  Are
there ways it could
be improved?

3) Is the Executive
Director’s evalua-
tion process fair
and objective?
Can it be im-
proved?

4) Is a strategic plan-
ning process in
place that ensures
the Board sets the
right priorities?

5) Is an effective se-
lection and evalu-
ation process in
place for the in-
vestment consult-
ant, actuary, audi-
tor, outside attor-
ney, and other
vendors?

6) What can be done
to ensure the sys-
tem comforms to
“best practice”
with regard to
structure, staffing,
compensat ion,
etc?
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The essence of good gover-
nance is the design and imple-
mentation of the various tools
that help to accomplish the
above shift in perspective.
These tools include: ongoing
trustee education, monitoring
requisite trustee knowledge,
delineation and documenta-
tion of roles and responsibili-
ties, setting of governance
principles and policies, setting
priorities annually (as they
may shift in light of events),
and rigorous reporting and
monitoring.

What will happen if good
governance is ignored?

Experience suggests that if the
plan sponsor begins to per-
ceive that its financial respon-
sibilities to its pension plans
are untenable, two things
usually happen: somebody
will be blamed, and some high
profile (although not neces-
sarily effective) remedy will be
imposed, such as fiduciary
audits, pension reform legis-
lative, a shift toward DC plans,
etc.  Moreover, the Board’s
reputation will suffer and con-
fidence in the system will be
undermined.

What are the obstacles to
achieving good gover-
nance?

The human condition is such
that questioning or examining
current practice provokes
considerable discomfort.  At
the same time, all major im-
provements in life usually
come about as a result of rig-
orous examination of our prac-
tices; usually instigated by
the pressures of the market-
place or some acute personal
or organizational setback.

Since public pension plans are
not really subject to market

pressures, trustees need to
create their own conditions
for change (e.g. board self-
assessment, executive direc-
tor performance evaluation,
enhanced investment perfor-
mance measurement, etc.).

However, there also seems to
be a dearth of well-designed,
pragmatic tools that can help
trustees achieve the above.
After years of experience in
this area, Cortex has devel-
oped specific services and
workshops to help meet these
needs.  An initial set of board
self-assessment questions is
shown in the sidebar on page
3.

Will fiduciary audits
likely result in improve-
ments in this area?

“Fiduciary audit” is a term that
can mean different things to
different people. Usually it is
an operational audit for the
investment program.  Even
when a fiduciary audit is initi-
ated, the investment opera-
tional aspects are usually
given a 75% weight and gov-
ernance only 25%.

Furthermore, the skill set re-
quired to look into investment
operations is fundamentally
different from the skill set nec-
essary for dealing with board
issues.  Thus, even if an audit
is performed, these issues get
a shorter than required shrift.

If a fiduciary audit is initiated,
it is crucial that trustees un-
derstand and agree on what
they are looking for.  Thus it
is important that trustees dis-

cuss what outcomes they are
aiming to achieve, and that
the RFP for the audit is clear.

We are sorry to say that this
is usually not the case, and
thus the improvements of hav-
ing a fiduciary audit may not
be commensurate with the
pain and costs they incur.

It would be more effective if
the issues of investment op-
erations and those of board
governance were not subject
to the same RFP.  Equally im-
portant, the Board should
agree in advance as to what
they would specifically like to
achieve with such an audit, so
the RPF can be written ac-
cordingly.

How should systems go
about ensuring that good
governance is in place?

We believe that establishing
a gradual program along the
lines described earlier would
not only address board gov-
ernance in a more effective
way, but also build Board sup-
port for this process and en-
sure continuous improvement
and maintenance. This is nec-
essary, as boards can often
experience periods of high
trustee turnover.

The general process for
achieving effective board
governance practices is sum-
marized in the sidebar on the
right.

Steps to Achieving Effective Board Governance.  The general pro-
cess for achieving effective board governance practices is not different from
other processes for achieving administrative improvements:

1) Start with educa-
tion (usually in the
form of a work-
shop).

2) Establish the gov-
ernance prin-
ciples that trustees
wish to live by.

3) Identify the risks
they want to man-
age and establish
governance poli-
cies for managing
the risks.

4) Design and imple-
ment a process
that will enable
trustees to see if
they are moving
toward their goal
(monitoring re-
sults and compli-
ance).

5) Modify the pro-
cess in light of ac-
tual results.

This is a continuous
process.  Achieving
effective governance
takes time but can be
accomplished.  It is a
matter of will, pa-
tience, and commit-
ment.

Cortex dedicates its
efforts to making the
necessary tools avail-
able for Boards and
Executive Directors
who want to start this
journey.  More infor-
mation is available on
its web site at:

http://www.cortex-
consulting.com
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OPEB Case Study. The following case study illustrates the impact of ap-
plying different investment return assumptions in the actuarial valuation of a
retiree health care plan.  As shown, lowering the investment return assump-
tion from 8 percent to 4 percent nearly doubles the required contributions.

A large city has 3,000
active members (in-
cluding general and
public safety employ-
ees) and 1,200 retir-
ees.

The employer pro-
vides retiree health
care and pays 100 per-
cent of the premium
for retired members.
While allowing access
to health care for the
retirees’ spouses, the
employer does not
pay their premiums.

Assuming an 8 percent
investment return,  the
employer’s annual re-
quired contribution
(ARC) for this plan is 7
percent of covered
payroll for general
employees and 10 per-
cent for police and
firefighters.

Assuming a 4 percent
investment return, the
ARC would be 13 per-
cent for general em-
ployees and 17 per-
cent for police and
firefighters.

This example is based
on the circumstances
of an actual plan.
However, given the
complexity and wide
variation in retiree
health plan designs,
the contribution rates
above  should be
viewed as illustrative,
rather than as typical.

Last summer, the Governmen-
tal Accounting Standards
Board (GASB) approved its
new accounting standards for
Other Postemployment Ben-
efits (OPEBs), including retiree
health care.  The standards are
presented in two statements:

• Statement No. 43, Finan-
cial Reporting for
Postemployment Benefit
Plans Other Than Pen-
sion Plans, which applies
to the financial reports of
OPEB trusts or equivalent
arrangements estab-
lished to fund the ben-
efits, and

• Statement No. 45, Ac-
counting and Financial
Reporting by Employers
for Postemployment
Benefits Other Than Pen-
sions, which applies to
the financial reports of
governmental employers
that sponsor OPEBs.

In  June, the GASB published
its Guide to Implementation
of GASB Statements 43 and
45, offering additional OPEB
guidance through answers to
over 250 questions about the
standards.

Overview of the GASB
OPEB Standards

OPEBs include retiree health
care benefits, whether or not
provided separately from a
defined benefit pension plan.

OPEBs also include life
insurance, disability, and long-
term care, but only if provided
separately from a defined
benefit pension plan.

The GASB’s standards require
that the long-term cost of re-
tiree health care and other
OPEBs be determined using
actuarial methods and as-
sumptions applied in essen-
tially the same manner as ap-
plied to state and local gov-
ernment pension plans.

Generally, under the stan-
dards, an actuarial valuation
is done to determine the “an-
nual required contribution”
(ARC) that would be neces-
sary to fund the promised ben-
efit, as well as the accrued li-
ability, value of assets, and
other related information.  The
ARC then becomes the basis
for reporting financial informa-
tion about the OPEB benefits
in the financial statements of
the plan and sponsoring
employer(s).

A more detailed explanation
of the GASB requirements is
provided in a GRS briefing
paper on the OPEB standards,
available on the GRS web
site.

OPEB Trusts and Invest-
ment Return Assumptions

The GASB OPEB standards
apply specifically to measur-
ing and reporting OPEBs in the

financial reports of sponsor-
ing governmental employers
and OPEB plans.  The stan-
dards do not require the ben-
efits to be prefunded or the
funds to be held in trust.  Nev-
ertheless, the standards offer
significant advantages for do-
ing so.

The first advantage is that if
the employer consistently
contributes the full ARC and
holds the funds in a trust or
“equivalent arrangement,” the
investment return assumption
can be higher than could other
wise be used.  To qualify as a
trust or equivalent arrange-
ment, the  employer contribu-
tions must be irrevocable,
dedicated to providing plan
benefits, and legally pro-
tected from creditors.

Under the standards, if the
assets are held in a trust or
equivalent arrangement, and
the employer consistently
contributes amounts at least
equal to the ARC, the assumed
investment return may  reflect
a diversified mix of equity and
fixed-income securities.  This
could be similar to the mix of
assets held by governmental
pension plans, for which as-
sumed investment returns av-
erage about 8 percent.

If the assets are not held in a
trust or equivalent arrange-
ment, then the assumed in-
vestment return may only re-
flect the yield on investments
available to the employer,
such as short-term U.S. Trea-
sury securities. This would
occur if the assets were held
in the employer’s general fund
or another fund without the
protections described above.
At the time of this writing, the
annual yield on two-year Trea-
sury securities was about 4
percent.

Advantages of Trusts for
Funding Retiree Health Care
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Use of the higher investment
assumption would result in
significantly lower annual re-
quired contributions, as illus-
trated in the sidebar on the left
of page 5.

Trusts and the Net OPEB
Obligation

Another key advantage of
holding OPEB assets in a trust
or equivalent arrangement is
that they can then be counted
against the employer’s net
OPEB obligation.

For governmental employers
participating in single and
agent OPEB plans, two key
OPEB measures are calculated
and included in the
employer’s financial state-
ments:

• The “OPEB cost” is
based upon the annual re-
quired contribution
(ARC) determined by an
actuarial valuation con-
forming to the GASB’s re-
quirements. The OPEB
cost determines the
employer’s annual OPEB
expense/expenditure
shown in the employer’s
financial statements.

• The “net OPEB obliga-
tion” is the difference be-
tween the OPEB cost and
the  annual employer con-
tributions actually con-
tributed to the OPEB plan,
accumulated from the ef-
fective date of the OPEB
standards.  The net OPEB
obligation is the basis for
determining the OPEB li-
ability (or asset) shown in
the employer’s financial
statements.

Under the standards, in order
for an employer’s con-
tributions to count against the
net OPEB obligation, the funds
must either be used to pay
benefits or be contributed to a
trust or equivalent
arrangement.

Employer contributions that
are held in the general fund to
pre-fund OPEB benefits (or in
another fund that does not
provide the protections of a
trust), will not count against
the net OPEB obligation and,

therefore, will not reduce the
employer’s OPEB accounting
liability shown in the financial
statements.

Conclusion

Prefunding OPEB benefits
and holding the assets in
trust will have a significant ef-
fect on the measurement of
an employer’s OPEB liability.
Doing so allows a higher in-
terest rate assumption to be
applied during the valuation,
effectively reducing the long-
term liability.  Moreover, it al-
lows employer contributions
used to pre-fund the benefits
to count against the net OPEB
obligation.

More detailed information
about the GASB OPEB stan-
dards and about trusts and
other vehicles for pre-funding
retiree health benefits can be
found on the GRS web site at:
www.gabrielroeder.com/
opeb.
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