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What Does “Cash Balance Plan Rescue” Mean? 
 

We work with many small businesses and their cash balance plans.  In talking with new 
prospective clients over many years, we hear the same complaints repeatedly and wanted to 
share with you how we were able to rescue their plans and make them work even better!   
 
The main complaints include: 
 

Dissatisfied because of poor or no servicing – Having to constantly remind the advisor 

or TPA to calculate the new funding amount and to send updated account statements are not 
what business owners want or need to add to their long to-do lists.   How to fix it:  We 
specialize in cash balance plans and will keep you on top of key enhancements as a result. 
 

Stressed due to guaranteeing the benefit payment amount – Very concerned 

when the economy slows and negatively impacts your business, wondering if you’ll have 
enough to fund the required contribution.  How to fix it: We let the market determine the 
amount of assets in the plan with the flexibility to target higher returns than just a fixed 
amount. 
 

Worried because it is difficult to budget annual contributions when they 
change each year – The annual contribution calculation is always a big unknown and tends 

to be communicated just days before your tax filing.  How to fix it:  We use the market return 
interest credit method, and your annual contribution will be the same every year.  
 

Frustrated because you want your cash balance account to grow as much as 
possible – With every annual statement you receive, the account balance only increases by 

the fixed rate interest credit.  How to fix it:  We are an investment manager that oversees the 
investments in the cash balance plan and make sure it is aligned with your risk tolerance and 
retirement objectives. 
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What Is a Cash Balance Plan? 
 

A cash balance plan is a type of defined benefit plan that is recognized by the Internal Revenue 
Service (IRS) as a qualified retirement plan.  This means that it offers all the legal protections of 
the Employee Retirement Income Security Act (ERISA), which is a federal law that protects the 
retirement assets of participating employees.     
 
The number of cash balance plans nationwide has more than tripled since the Pension Protection 
Act (PPA) came into effect in 2006.  It is interesting to note that the first cash balance plan was 
established by Bank of America in 1985.  However, the awareness and adoption by small 
businesses did not start until the PPA made them easier to manage and more cost effective as 
third-party administrators developed solutions that were more affordable1. 
 
For those new to cash balance plans, in 2014, the IRS issued finalized regulations supporting the 
cash balance plan concept as a retirement plan solution.   Because of these changes, small 
businesses started to see the economic value of these plans and adoption soared.  
 
Cash balance plans are referred to as “hybrid” plans because they combine features of traditional 
defined benefit plans and defined contribution plans.  They are like a defined benefit plan 
whereby they pay out a defined benefit at retirement.  However, the amount of the benefit is 
spread out over the course of the individual’s employment history as opposed to their final years.   
 
Like a 401(k) plan, a cash balance plan also allows employees to view their account balances over 
its lifetime, however, the assets in the plan are pooled (in one account) and each employee in 
the plan gets a “hypothetical individual account,” which is a percentage of the plan’s total 
assets.  The plan assets are typically held in a retirement trust brokerage account at a large 
financial institution such as Schwab, TD Ameritrade, Fidelity, etc. 
 
Cash balance plans are popular with small business owners and self-employed individuals 
because they have higher contribution limits.  In addition to providing tax benefits, such amounts 
can help reduce the overall tax liability of high net-worth individuals.   
 
Cash balance plans have comparatively high contribution limits, and the contributions offer some 
big tax savings to the employer.  Unlike a profit-sharing plan, the employer contributions into the 
plan must be made every year according to the plan document. There are no employee 
contributions in a cash balance plan. 
 
Since the employer bears the risk of the investments, the IRS needs to ensure that the employer 
is funding the accounts with enough money to cover the current liabilities.  These funds can also 
be rolled over into an Individual Retirement Account (IRA) or other types of retirement accounts. 
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Enclosed below are the main components of a cash balance plan: 
 

Account Balance 
Employer 

Contribution 
Interest Credit Payment of Benefit 

Employee benefits are 
defined as an account 

balance.  
 

The balance grows with 
employer contributions 

and interest credits. 
 

Account balances are 
hypothetical only - as 
all assets are held in a 

pooled retirement trust 
account (not in 

separate individual 
accounts). 

Designated employees 
earn contributions for 
each year of service 
with the company. 

 
The contribution is 
designated by the 

employer and written 
into the plan 
document. 

 
These contributions 

stop when the 
participant leaves the 

company. 

An interest credit is 
applied to the account 

balance each year.  
Interest credits do not 

stop when an 
employee leaves the 

company. 
They are earned 

until the balance is 
taken out of the plan 

at termination or 
retirement.   

 
There are two methods 

that can be used for 
the interest credit: 

 
    1. Fixed Rate 

or 
     2. Market Return 

 

Typically, the benefit is 
paid out as a lump 

sum.   
 
 

 
 
The employer makes contributions into the plan each year.  This is often done near the end of 
the employer’s fiscal year.  Contributions must be made before taxes are filed for the year, 
including extensions, but never after September 15th (assuming a calendar year). 
 
A cash balance plan is ideal for a small business, and they are often set up to benefit the owners.  
Cash balance plans are very advantageous for small business owners because these plans have 
extremely high contribution limits.  In fact, older owners can typically put away a sizeable amount 
into a cash balance plan.  The contribution limits are based on age. For example, an owner who 
is 40 years old can contribute up to $98,000 in 2022 while the 60-year-old business owner has a 
$271,000 contribution limit in 20222.   
 
Cash balance plans typically have vesting requirements.  Vesting is the term used to describe a 
process in which a person gains possession of an asset and it is a common feature in corporate 
employee retirement plans.  A cash balance plan must fully vest after three years.  If a participant 
leaves the company before they are 100% vested, they are entitled to their vested balance and 
the portion that is not vested is forfeited back to the company.  
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Maximum Annual Funding Amounts 
The employer contribution is determined by a formula specified in the plan document.  It can be 
a percentage of pay or a flat dollar amount.  The table below (highlighted in light blue) shows the 
maximum annual contribution limits based on the age of the owner for 20222. 
 

    Source: October Three, 2022. 

 

The maximum amount a participant can receive from a cash balance plan is approximately $3.1 

million at age 622. 

Cash balance plans are unique in that they allow business owners to contribute to their cash 
balance plan, profit-sharing plan, and 401(k) plan.  Thus, they can take advantage of the tax 
deduction benefits of three retirement vehicles.  When combined with a 401(k) and profit-
sharing plan, these plans can lead to significant tax deferral strategies and quick retirement 
savings.  Additionally, with a cash balance plan, the tax deferred contribution limits grow as the 
age of the owner increases.  In most cases, the business owners acquire around 95% - 98% of the 
total amount contributed to the plan (see the red circle in the chart below). 

       Source: October Three, 2022. 
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A cash balance plan is portable and allows the participant to take the money with them if they 
leave the company.  Further, they can roll over the funds into an IRA to avoid tax penalties.  Cash 
balance plan contributions are fully tax-deductible to the company and the owners can reduce 
their income earned during the year (to reduce their personal tax liability). 
 
These plans can also be tailored to fit the specific retirement strategies of the various owners 
within a company, taking factors such as age and income into consideration.  The calculations 
and estimations are made with the assistance of an actuary.   
 
For example, consider the case of a physician group made up of doctors of various ages.  Doctor 
A is 60 years old and wants to put as much money as possible into the cash balance plan so they 
can retire within the next five years.  Doctor B, who is in the same group practice, is 35 years old 
and plans to retire at age 65.  The actuary can design the plan so that Doctor A can aggressively 
fund their retirement benefits.  Doctor B has needs for short-term cash and may not want to fund 
their retirement plan as aggressively until later in their career. The cash balance plan design can 
be flexible enough to accommodate the individual needs of each practice owner. 
    
 

Is a Cash Balance Plan Right for You? 
 

Many small business owners find that a cash balance plan is an excellent way to increase 
contributions to their retirement accounts.  After working with many small businesses, we have 
found that suitable business owner candidates have some or all of the following characteristics: 
 

1. Owners want to contribute more than $50,000 a year to their retirement. 
Many small business owners neglect their personal retirement savings while they are 
building their company.  They often have a need to catch up on years of retirement 
savings and adding a cash balance plan allows them to rapidly accelerate savings with 
sizeable pre-tax contributions. 

 
2. Companies are already contributing 3-4% to employees. 

While cash balance plans are often established for the business owner, other employees 
benefit as well.  The plan normally provides a minimum contribution between 5% and 
7.5% of pay for designated employees that are allowed to participate in the cash balance 
plan or a separate profit sharing 401(k) plan. 
 

3. Companies have consistent profitability. 
Because a cash balance plan is a defined benefit plan with required annual contributions, 
consistent cash flow and profit is especially important. 
 

4. Owners over 40 years of age who desire to catch up or accelerate retirement savings. 
Maximum amounts allowed in a cash balance plan are based on age.  The older the 
participant, the faster they can accelerate their savings. 
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Cash balance plans are primarily adopted by physician groups, dental groups, accounting firms, 
and law firms and make up about 40% of the market.  However, cash balance plans are becoming 
increasingly popular for the technology, retail, and manufacturing sectors (see the chart below).  
 

Cash Balance Plans by Business Segment 
 

                     Source: Kravitz, an Ascensus Company, 2017. 

 
 
The popularity of cash balance plans has soared since 2001, with double-digit annual growth 
almost every year, and a fifteen-fold increase over 15 years (see the chart below).   

 
Number of Cash Balance Plans 

        Source: Kravitz, an Ascensus Company, 2017. 
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So, what is behind the remarkable growth in cash balance plans5?  
 

1. Rising taxes:  Rising federal, state, and local tax rates have motivated many small business 
owners to maximize tax-deferred retirement savings and take advantage of tax 
deductions for contributions to employee retirement accounts.  

 
2. Combined appeal:  The cash balance plan combines the high contribution limits of a 

traditional defined benefit plan with the flexibility and portability of a 401(k) plan.  They 
also avoid the common risk factors and excessive costs associated with traditional defined 
benefit plans.  
 

3. Legislative changes and broader options for plan sponsors:  The 2006 PPA affirmed the 
legality of cash balance plans and made the plans easier to administer.  New IRS cash 
balance regulations in 2010 and 2014 expanded investment options that minimized many 
funding issues.  
 

4. Retirement savings crisis:  Many small business owners have not saved for retirement 
which has prompted older business owners to accelerate savings and maximize qualified 
plan contributions. 
 

 
 
Small businesses continue to drive the growth of 
cash balance plans and the highest adoption rate 
over the past five years has been in companies 
with fewer than twenty-five employees.   
 
Today, 92% of plans are in place at firms with 
fewer than one hundred employees.  Firms with 1 
to 9 employees now account for 57% of all cash 
balance plans (see the chart to the right)5. 
 

 
 
 
 

        Source: Kravitz, an Ascensus Company, 2017. 
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What are the Tax Advantages of a Cash Balance Plan? 
 

Cash balance plans have become increasingly popular, especially among small business owners 
and high-income earners.  One of the biggest strategies for saving money as a small business 
owner is through tax deductions.  The higher contribution limits allowed by a cash balance plan 
give small business owners the ability to deduct more from their income, thus savings in taxes. 
 
Cash balance plan contributions offer significant tax advantages for small business owners 
because they reduce both taxable income and adjusted gross income (AGI) as the chart below 
illustrates3. 
 

Cash Balance Plans Contribution Limits and Tax Savings for 2022 
 

 
              Source: Ascensus.                                      *Assuming 45% tax bracket. Taxes are deferred. 

https://www.emparion.com/defined-benefit-pension-plan-tax-deduction/
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The tax law offers a significant tax break for pass-through business owners, but exclusions and 
limitations may prevent some professional services firms from benefitting.  Fortunately, cash 
balance plans offer a greater advantage than ever, allowing some owners to reduce Adjusted 
Gross Income (AGI) enough to qualify for the full deduction, 20% of Qualified Business Income 
(QBI).  QBI is typically referred to as a tax saving provision for small business owners. 
 
One of the major provisions of the Tax Cuts and Jobs Act (TCJA) that was enacted in 2017 was the 
addition of Internal Revenue Code (IRC) section 199A.  It provides up to a 20% deduction for 
qualified business income (QBI) received by taxpayers from a pass-through entity.  Pass-through 
entities include sole proprietorships, S corporations, partnerships, or limited liability companies 
taxed as a partnership4.   

 
In summary, contributing to a cash balance plan can provide tremendous tax benefits.  These 
benefits apply to both the amount contributed and the subsequent earnings on those 
contributions. Furthermore, the investment earnings on the contribution will compound, 
enabling it to grow to a significant amount at retirement. 
 
 
 
 

What are the Differences Between a Cash Balance Plan and a 
401(k) Plan? 
 

While there are some similarities between these plans, there are a few major differences as well.  
In a 401(k) plan, employee and employer contributions are discretionary.  Additionally, a 401(k) 
plan is self-directed and typically has both employee and employer contributions.  When a 
participant in the 401(k) plan begins to fund their account, they must also decide how their 
account will be allocated among the funds available in the plan.   
 
The investments in a 401(k) plan are typically index funds and the account is subject to market 
risk.  The contributions to a 401(k) plan are tax deductible in the current year, and participants 
will pay regular income taxes on those funds when they make withdrawals at retirement.  So, the 
employee bears the risk in a 401(k) plan. 
 
In a cash balance plan, the employer makes all the contributions, and they are mandatory.  In 
addition, the employer bears all the investment risk for the employee’s benefit.  This means that 
the employer promises a certain benefit amount (defined benefit) to the participants.  Cash 
balance plans usually provide a lump sum based on the account balance.  So, the employer bears 
the risk in a cash balance plan. 
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What are the Cash Balance Plan Funding Requirements? 
 

As discussed earlier, an interest credit is applied to the account balance each year.  Interest 
credits do not stop when an employee leaves the company.  They are earned until the balance is 
taken out of the plan at termination or retirement.  There are two methods that can be used for 
the interest credit: 

• Fixed Rate 

• Market Return 
 
 
Fixed Rate Interest Credit 
A cash balance plan can be credited with a fixed rate of interest specified by the plan document.   
The fixed rate is usually based on a particular index, such as the Consumer Price Index (CPI) or a 
U.S. Treasury rate and is normally 4% - 6%.  Employers select the fixed rate to be credited under 
the plan within the guidelines issued by the IRS.  The fixed rate interest credit is guaranteed by 
the employer and must be met each year, regardless of the investments used.   
 

Let us go over an example of how this works based on the following assumptions: 

• Cash Balance Plan Assets as of 12/31/2020: $1,000,000 

• Annual Cash Balance Contribution: $250,000 

• Fixed Rate Interest Credit: 5% 

• Investment: iShares Core US Aggregate Bond ETF (symbol: AGG) 

• AGG return for 2021: -4.38% 

• Fixed Rate Interest Credit Amount: $1,000,000 times 5% = $50,000 

• Guaranteed Cash Balance Plan Ending Balance as of 12/31/2021: $1,050,000 

• Employer’s Funding Requirement for 2021: $343,800 (under the fixed rate interest credit 
the employer is liable for the guaranteed amount) 

 
Because the plan assets were invested in a fund (AGG) that lost money for the year, the assets 
ended the year with a balance of $956,200.  Remember that the fixed rate interest credit is 
guaranteed by the employer.  Since the plan had a 5% fixed rate interest credit amount, the 
ending balance for 2021 should be $1,050,000.  So, the employer must contribute $43,800 to 
make up for the underperformance of the AGG plus the $50,000 guaranteed fixed rate interest 
credit plus the annual contribution of $250,000 (which amounts to the funding requirement of 
$343,800).   
 
Market Return Interest Credit 
The Pension Protection Act of 2006 allowed for the interest credit to be based on market returns 
of the investments used.  This option does not limit the plan assets to grow based on a small, 
fixed rate, but the assets can earn real returns based on the investments.  This method can 
maximize the plan assets for when the business owners retire, and it also eliminates the 
employer’s obligation to provide a guaranteed benefit to the participants in the plan. 
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Let us go over an example of how this works based on the following assumptions: 

• Cash Balance Plan Assets as of 12/31/2020: $1,000,000 

• Annual Cash Balance Contribution: $250,000 

• Investment: SPDR S&P 500 ETF Trust (symbol: SPY) 

• SPY Return for 2021: 27.04% 

• Market Return Interest Credit Amount: $1,000,000 times 27.04% = $270,400 

• Cash Balance Plan Ending Balance as of 12/31/2021: $1,270,400 

• Employer’s Funding Requirement for 2021: $250,000 (under the market return interest 

credit method, the employer is not liable for a guaranteed benefit) 

 
As you can see, the market return interest credit method has significant advantages for the 
employer.   

1. The employer does not have the liability of meeting a guaranteed amount each year. 
2. The cash balance plan can earn investment returns based on the markets and 

significantly increase the account balances for retirement. 
3. The employer’s annual funding requirement stays the same every year. 

 
Annual Funding Amount 
It is important to note that the annual funding amount is contingent on the interest credit 
method used.   
 
If the fixed rate interest credit method is used, then the cash balance plan contributions are offset 
by the investment performance.  If the investment performance exceeded the fixed rate of 
interest, the excess would be applied to reduce the employer’s contribution to fund the plan.  
Conversely, if the investments underperform the fixed rate interest credit, the employer’s 
contribution would be increased to make up for the loss.  Because the annual employer 
contribution is offset by the investment performance, contribution amounts can vary largely 
from year to year, depending on the underlying investment returns. This often creates extra 
contribution surprises or unwelcome tax consequences (see the chart below – the column 
highlighted in red). 
 
If an employer chooses the market return interest credit method for the plan, employer 
contributions are not offset by the investment performance.  This allows for an annual 
contribution that is the same amount every year.  The funding amount is the same and does not 
vary each year and most importantly does not increase when markets are volatile and negative.  
The stress of unexpected contribution amounts is replaced with consistent yearly contributions 
and easily budgeted annual expenses (see the chart below – the column highlighted in yellow). 
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 Source: October Three, 2022. 
 

As you can see in the chart above, under the fixed rate interest credit method, the annual 

contributions vary each year because the employer is guaranteeing an account balance based on 

a fixed rate of 4%.  When the investments outperform the 4% rate, the contribution is reduced 

(Years 2, 5, and 8) to offset the gain.  Conversely, if the investments underperform the 4% rate, 

the contribution must be increased to make up for the loss (Years 4 and 7).  

However, as stated above, under the market return interest credit method, the annual 

contribution is the same every year ($100,000 in this example), no matter how the investments 

performed! 

 

How can an Investment Manager Mitigate Market Risks for a 
Cash Balance Plan? 
 

Wouldn’t you want your cash balance plan to participate in a bull market, when prices are rising 
or are expected to rise?   Wouldn’t you want your cash balance plan to go defensive and preserve 
capital in a bear market, when a market experiences prolonged price declines?  To answer these 
questions, let us look at our Risk-GuardTM tactical asset allocation strategy. 

 
Risk-Guard Phases 
Risk-Guard has three levels of algorithms that are used when managing risk for cash balance 
plans.  These three phases tell us whether we are on the offense and fully invested in the market 
or are in a defensive position. 
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Risk On – when the market is relatively calm.  The cash balance plan is 
fully invested in the equity markets.    
 
 
 
Risk Watch – when the market is experiencing volatility and 
uncertainty.  The “risk watch” signal has tripped, but not enough to go 
into full risk off mode.  The algorithms will gradually go defensive 
when going from risk on to risk off.  Conversely, the algorithms will 
gradually go back into the equity markets when going from risk off to 
risk on. 

 
 
Risk Off – when the market is experiencing heightened volatility.  The 
algorithms fully kick in and change the allocations in the cash balance 
plan to defensive mode and invests in those asset classes that are 
doing well in a down market or a stable value fund. The algorithms 
only move to “risk off” mode when the signals indicate the potential 
for a significant and prolonged market downturn. 
 

 
When the algorithms are “risk on,” the tactical asset allocation strategy is an active management 
style that looks for investment opportunities in the market.  For example, it might be that within 
equities, it may be beneficial to own more small-cap companies than large-cap companies 
because small-caps are a better investment opportunity during a particular trend.  The Risk-
Guard algorithms provide an opportunity to invest the cash balance plan in the top performing 
funds available in the market.  
 
Under this active type of strategy, the cash balance plan’s assets are in growth mode when the 
market is doing well and go to defensive mode when the market is not doing well.  This strategy 
creates extra value by leveraging certain situations in the marketplace and employ a quantitative 
investment model to expose the imbalances among different asset classes.  Let us take a closer 
look at the main objectives of the Risk-Guard principals. 
 
Risk-Guard Objectives 
As mentioned above, Risk-Guard is a tactical asset allocation strategy that is an effective means 
to limit the drawdown risk in a cash balance plan.  The Risk-Guard philosophy prioritizes 
managing drawdown risk as a key component for success and has been designed to have two 
distinct advantages:  
 

1. Managing Drawdowns:  By going to “risk off” mode during severe bear markets.  This 
defensive posture is intended to mitigate downside risk when markets are volatile.   
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2. Range of Expected Returns:  It is important to understand that the performance of the 

cash balance plan is designed to have expected returns based on the risk number of each 
portfolio.  The objectives of the portfolios are not designed to consistently target or beat 
the returns of the S&P 500 or other major indexes; it is to pursue returns that are in the 
range of expected returns based on the risk of the portfolio.   
 

You can find out more about the Risk-Guard process in the “Cash Balance Plan Risk-Guard” red 
paper.  
 
 
 

What Could Your Cash Balance Plan Look Like? 
 

In this red paper, we have talked about several key items that can be done now to rescue your 

cash balance plan.  Just by restating your plan to allow for the market return interest credit 

method and utilizing our Risk-Guard process, your account balance could grow as shown in the 

chart below (see column circled in green compared to the column circled in blue).  

 

Putting it all together…an extra $251,629 in retirement in just eight years (see column circled in 
brown)!  
 
 

 

 
Source: October Three and Redhawk Wealth Advisors, Inc., 2022.  The Risk-Guard annual returns are actual returns of Redhawk’s S&P 500 
Aggressive portfolio (RSPA) from 2015 to 2021. 
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Find Out if Your Plan Needs to be Rescued! 
 

You have nothing to lose by letting us review your cash balance plan and determine if it can be 
rescued.  We have made it easy for you to get started.  When you think about it, we are really 
acting as co-fiduciaries with you.  For our part, you can count on us to deliver the following: 

 
• A free cash balance rescue assessment. 
 
• A complimentary investment analysis, potential future income projection, and a risk 

number you can keep (even if you do not use our service). 
 
• If you do use our service, we do it all for you. 

 
 
 

Have Questions?  Please call 
Redhawk Wealth Advisors, Inc. at (833) 693-3388. 
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