CASH BAL ANCE PL AN INTRODUCTION
FOR TA X PROFESSIONALS

T

ax professionals working with smallto-mid sized businesses are confronted

with a multitude of challenges. Interpreting
the evolving tax code, keeping clients
focused, hitting deadlines, and maintaining
a competitive advantage are all headwinds
to maintaining and growing a successful
practice.
Your clients rely on your knowledge, wisdom, and
guidance, especially when it comes to tax planning.
Business owners, especially, place significant value on
new ideas and creative ways to reduce their tax liability
to support and grow their business.
The Tax Cuts and Jobs Act phased out many deductions
for business owners, especially specified service
businesses. One often overlooked and misunderstood
solution is a Cash Balance Pension Plan. This solution
solves three specific pain points: (1) paying “too much”
in taxes, (2) exit strategy and retirement, (3) retaining
key employees.
A Cash Balance Plan is integrated with a company’s
401(k) profit sharing plan. An integrated retirement
plan will reduce your clients’ tax burden and help them
build substantial tax-deferred wealth. Solutions like this
reinforce your client relationships by demonstrating
thought leadership and pro-active planning.
We’ve helped many business owners successfully
establish and manage Cash Balance Plans by
collaborating with planning-oriented partners like you.
As an independent registered investment advisor, Karp
Capital Management is held to a fiduciary standard and
required to place our clients’ interests before our own.

This white paper seeks to inform you about Cash
Balance Plans by providing an overview, identifying
ideal candidates, explaining flexibility, structure,
implementation,
contribution
limits,
investment
management, and ends with a brief case study.
Having the resources at your disposal to effectively
recommend an integrated retirement plan raises the
standard of your practice and reinforces your value as a
tax professional. The retirement plan specialists at Karp
Capital can help you navigate the complexities of Cash
Balance Plans.

We’re eager to partner with you!
Please email or call us to start the conversation.

415.345.8185 | bob@karpcapital.com
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CASH BAL ANCE PENSION PL ANS
A Cash Balance Plan is a unique retirement plan that
has qualities of both 401(k) and Defined Benefit Plans.
These IRS-approved, qualified employer-sponsored
retirement plans are covered under ERISA and provide
great tax and financial planning benefits to both the
sponsors and participants.
Cash Balance Plans are ideal for profitable, privatelyowned businesses with high and consistent cash
flow. The Plans are integrated and cross-tested with
a company’s 401(k) profit sharing plan and allow for
annual tax-deductible contributions well above the
limits of 401(k) profit sharing plans or SEP-IRAs.
The contributions are made by the company on behalf
of the owners and employees, reducing year-end tax
liabilities for both the business and its owner(s). Large
tax-deferred contributions combined with tax-deferred
investment returns can generate substantial wealth
over time. The assets within the plan have the added
benefit of being protected in the event of a lawsuit or
bankruptcy.
Rank-and-file employees also receive a retirement
benefit that if paid out as a bonus would be taxed by

the IRS and state. Companies with unique retirement
benefits could more easily recruit and retain talented
managers and staff. Especially in a tight, competitive
labor market. Employees receive annual benefits
statements that outline their total balance and benefit in
the Plan as of year-end.
The older the individual and the higher their income, the
more he/she can benefit from the Plan. Closely-held and
family-owned companies can use a Plan as an integral
component of a comprehensive succession and exit
strategy by specifically maximizing contributions for the
older generation and limiting contributions for the upand-coming owners.

IDE AL CANDIDATES
PRI VATELY-HELD COMPANIES:
C-Corps

S-Corps

LLCs

Partnerships

High recurring revenues

Sole Props

Large Cash Infusions

Able to Contribute 3-5 years (min)

BUSINESS OWNERS:
Middle Aged
Earning over $500k

Earning $250k w/other income sources
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FORMATION + IMPLEMENTATION

K

arp Capital Management coordinates the client communication, data aggregation,
portfolio construction, and risk management using a collaborative and integrated

approach; combining both business planning and personal retirement planning.
We work with the third-party administrator (TPA)
and actuary to design and administer the Plan. The
TPA requires employee census data outlining the
demographics of the company including employees’:
ages, salaries, date of hire, and hours worked. A
good actuary will draft several scenarios illustrating
maximum, middle, and minimum contribution levels.
The business must demonstrate a history of strong cash
flows and future profitability for the actuary to sign off
on implementing the Plan.
When a client decides to implement a Plan, the TPA
drafts the legal plan documents specifying the Plan’s
details including employee eligibility requirements,

annual contribution amounts, and the annual Interest
Crediting Rate. The Plan will have a unique EIN, applied
for by the TPA. The documents must then be signed by
the end of the fiscal year for which the company wants
to take the deduction.
It’s crucial for the success of the Plan that the client, CPA,
investment manager, TPA, and actuary stay engaged
and maintain continuous dialogue about the health and
headcount of the business. The future success of the
Plan is reliant upon the CPA’s counsel and projections;
therefore, the Plan itself is an important reason to stay
engaged with your client.

PLAN
SPONSOR

KARP CAPITAL
MANAGEMENT

THIRD PARTY
ADMINISTRATOR

ACTUARY

Employer

Investment manager

Write and maintain
plan documents

Calculation of minimum
and maximum deductible
contributions

Fiduciary

Co-Fiduciary

Determine eligibility,
calculate vesting

Calculation of each
participant’s benefit

Ensure plan operated
solely for the benefit of
participants

Educate, advise, and
guide principals and
participants

Conduct annual
compliance tests,
prepare the form 5500,
plan design consulting

Calculate lump sum
benefits and/or annuity
upon retirement or plan
termination
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STRUC TURE
Contributions to the Plan are funded by the company,
not the individual participants. When structured
properly the company directs the investments, pays the
fees, and bears the investment risk.
The Plan’s assets should be deposited in one pooled
trust account and managed by an experienced pension
manager to control the investment risk in the portfolio.
Each investment should be highly liquid and priced
daily (marked-to-market). Eligible participants receive
an annual contribution credit, expressed as a flat dollar
amount (example: $1,000), or a percentage of annual
pay (often 5%-7.5%).

Different amounts may be contributed for each
participant based on factors such as current age,
compensation, employee classification, hours worked,
retirement age, and years employed. The participants’
balances are credited a specified annual rate defined
as the Interest Crediting Rate (ICR). The ICR is typically
4%-5%, but could also be the 30-year US Treasury rate,
or even the actual return on plan assets. Employees
receive annual benefit statements that display their total
balance in the Plan as of year-end.
Table One illustrates the hypothetical growth of a Cash
Balance plan with $200,000 in annual credits and an
Interest Credit Rate of 5%:

CASH BAL ANCE PL AN
GROW TH OVER 10 Y E ARS
Annual Contribution Credit: $200,000

Interest Credit: 5%

YEAR

CONTRIBUTION CREDIT

INTEREST CREDIT

ENDING BALANCE

1

-

-

$200,000

2

$200,000

$10,000

$410,000

3

$200,000

$20,500

$630,500

4

$200,000

$31,525

$862,025

5

$200,000

$43,101

$1,105,126

6

$200,000

$55,256

$1,360,383

7

$200,000

$68,019

$1,628,402

8

$200,000

$81,420

$1,909,822

9

$200,000

$95,491

$2,205,313

10

$200,000

$110,266

$2,515,579
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FUNDING REQUIREMENTS
A Cash Balance Plan must be written by the end of a business’s fiscal year. While it’s optimal to fund throughout the
year and dollar-cost average into the market, actual contributions are not required until the tax filing deadline plus
extensions, but no later than eight-and-a-half months after the end of the fiscal year. The funding deadline with extension
is September 15th for companies with a 12/31 Fiscal Year End.

JANUARY

YEAR 1

YEAR 2

PL AN YEAR

FUNDING DEADLINE
DECEMBER

APRIL 15th

SEPTEMBER 16th
[with extension]

SURPLUS OR DEFICIT
If a Plan’s investment earnings exceed the annual interest
crediting rate, the incremental amount will be used
to reduce future employer contributions. The amount
credited to the participants’ accounts will be unaffected,
as this is governed by the interest crediting rate.

opportunity to fund the difference and take higher tax
deductions than previously planned.

However, if the Plan’s investment earnings are less than
the interest crediting rate, future employer contributions
will be increased. This shortfall is typically scheduled to
be made-up over a period of seven years. Underfunded
status is not ideal, but the business owner is given the

FLE XIBILIT Y
Plans can be amended, frozen, or terminated as needs
dictate. For example, if a company is going to have a
financially difficult year the owners may elect to freeze
benefits during the year, substantially reducing their
required contributions. Alternatively, if a company is set
to have banner year or a windfall of cash (think litigation
attorneys receiving a big settlement) the contributions can
be increased for that year and subsequently decreased in
following years.

While it is acceptable to make changes from time to
time, frequent amendments could draw the attention of
the IRS. This is why decisions should be made with the
guidance of an actuary, CPA, financial advisor, and thirdparty administrator. The team of advisors should work
collectively to assess the risk each decision could have on
the business, the status of the Plan, and the outcome of
the investment strategy.
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MANAGING ASSE TS TO MEE T
FUTURE LIABILITIES
A skilled pension manager understands that assets are being managed to meet future liabilities; therefore, managing
portfolio risk is paramount. Investment portfolios are highly customized to meet the annual performance target of the
Plan. The asset allocation model is typically a balanced mixture of stocks, bonds, and cash equivalents that is neither too
aggressive, nor too conservative.
The objective of the investment manager is to manage the portfolio such that the market value of the portfolio keeps
pace with the accruing benefits. The best outcomes are typically achieved by an active manager who is held to a fiduciary
standard. Investments must be liquid and be priced (marked-to-market) daily. Illiquid alternative investments such as
private equity, venture capital, crypto, and direct real estate should not be owned in a Cash Balance Plan.

SHUT TING IT DOWN + ROLLING OUT
Plans may be shut down for a myriad of reasons,
including: company merger or acquisition, retirement
of the key beneficiaries, company hardship, rapid
growth of the business, or the Plan has outgrown
its utility and key beneficiaries have maximized their
lifetime benefits.
The process for winding down a Cash Balance Plan
is longer and more complicated than closing a 401(k)
Plan. This is another reason why proactive planning
and communication is so important. When the Plan is

terminated, assets can be rolled into another qualified
account such as a 401(k) or IRA where the assets
continue to grow tax-deferred until withdrawn.
If a participant leaves the company prior to three years of
service, all, or a portion of that person’s account may be
forfeited. The forfeited monies go back to the Plan and
can be used to reduce future contributions, re-allocated
to other participants, or pay for administrative fees. Any
vested funds can be rolled out of the plan into the exemployee’s other qualified retirement account.

REGUL ATORY OVERSIGHT
Cash Balance Plans are highly regulated and require
the right knowledge and expertise to navigate the rules
and regulations set forth by the entities that oversee the
various components. Plans are subject to the scrutiny
of the IRS and must comply with the US tax code.
Department of Labor ERISA guidelines apply because
the Plans are employer benefits.
The Pension Benefit Guaranty Corporation (PBGC) is a
U.S. Government agency that protects participants in

the event of a significant shortfall. Premiums are paid
annually to the PBGC depending on the Plan’s size. The
PBGC must approve a Plan’s termination and distribution
to ensure all participants receive their stated benefit.
The SEC and FINRA oversee the activities of the
investment manager and financial advisor. Best practice
suggests that a Plan’s investment manager and financial
advisor be held to a fiduciary standard, not a suitability
standard.
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CASE STUDY

A

hypothetical law firm consisting of four partners of various ages and fifteen other employees is interested in: (1)
reducing the partners’ income taxes, (2) helping the senior partners exit the company and retire by 68, and (3)
offer a unique benefit to attract and reward younger attorneys.
The following is a sample illustration. The total contributions are a tax-deductible expense for the business. Each partner
reduces their take home pay by their individual contribution; therefore, reducing their taxable income. The opportunity
cost of not implementing the Plan is the amount they save in taxes. For illustration purposes it’s estimated that each
partner pays 40% in total combined federal, state, and local taxes and employees pay 25%.
PA R T N E R S
AGE

ANNUAL CONTRIBUTION

Estimated tax savings (40%)

Partner 1

61

$268,000

$107,200

Partner 2

57

$216,000

$86,400

Partner 3

50

$148,000

$59,200

Partner 4

40

$87,000

$34,800

$719,000

$287,600

Partner Subtotal

E M P L OY E E S

15 Employees

AGE

CONTRIBUTION

Estimated tax savings

Various

$45,000

$11,250

$764,000

$298,850

Total

100%

Note: 94% of the total contributions are for the Partners.
Following seven years of contributions and a 5% interest crediting rate, the accumulated amounts would be:
CONTRIBUTION

INTEREST

TOTAL VALUE

Partner 1

$1,876,000

$415,161

$2,291,161

Partner 2

$1,512,000

$334,608

$1,846,608

Partner 3

$1,036,000

$229,268

$1,265,268

Partner 4

$609,000

$134,772

$743,772

MORE INFORMATION

To see how Cash Balance Plans could benefit your clients please call or email us. We look forward to partnering with you!

Bob Driscoll, AIF®

|

Karp Capital Management

|

415.345.8185

|

Bob@karpcapital.com

The posted information is for informational purposes only. Karp Capital Management does not offer tax advice, please consult with your CPA or tax professional. Although information in this document has
been obtained from sources believed to be reliable, we do not guarantee its accuracy, completeness or fairness, and it should not be relied upon as such. All opinions and estimates herein, including forecast
returns, reflect our judgment on the date of this report and are subject to change without notice. Such options and estimates, including forecast returns, involve a number of assumptions that may not prove
valid. Further, investments in international markets can be affected by a host of factors, including political or social conditions, diplomatic relations, limitations or removal of funds or assets, or imposition
of (or change in) exchange control or tax regulation in such markets. The past performance of securities or other investments does not necessarily indicate or predict future performance, and the value of
investments. This document may not be reproduced without our written consent.
Securities offered through Infinity Financial Services, member FINRA/SIPC. Karp Capital Management is not an affiliate of Infinity Financial Services.
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