Using a Cash Balance Plan for Business
Succession Planning

This comprehensive guide explores how cash balance plans can be strateqically utilized as powerful tools in
business succession planning. We'll examine their structure, implementation, tax advantages, and practical
applications through real-world examples. Learn how these specialized retirement vehicles can create win-win
scenarios for both retiring business owners and their successors while potentially saving hundreds of thousands in

taxes during ownership transitions.



Overview of Cash Balance Plans

A cash balance plan represents a sophisticated hybrid These plans offer predictability through guaranteed
retirement solution that combines features of both interest credits, typically tied to a benchmark like the
defined benefit and defined contribution plans. Unlike 30-year Treasury rate. This creates stability for both
traditional pension plans that promise a specific the retiring owner and the business itself. Additionally,
monthly benefit at retirement, cash balance plans cash balance plans provide portability features similar
maintain hypothetical individual accounts for each to defined contribution plans, allowing participants to
participant that grow through annual employer roll assets into IRAs or other qualified plans upon
contributions and interest credits. retirement or separation.

The most compelling advantage for business owners
approaching succession is the significantly higher
contribution limits compared to standard 401(k) plans.
While 401(k) contributions cap at $22,500 for 2023
(plus $7,500 catch-up for those over 50), cash balance
plans allow age-based contributions that can exceed
S$300,000 annually for older participants. This
dramatic difference creates opportunities for
accelerated retirement funding during succession

planning.
S300K+ 100% S$22.5K
Maximum Annual Tax Deductible 401(k) Limit Comparison
Contribution Contributions are fully tax- Standard annual contribution limit
Potential contribution limit for older deductible business expenses for 401(k) plans (2023)

business owners (age 60+)



How Cash Balance Plans Work

Cash balance plans operate as employer-funded retirement vehicles where the business makes annual
contributions to participant accounts. These contributions are determined actuarially based on factors including
participant age, compensation, and desired retirement benefits. Each year, participants receive two distinct
additions to their hypothetical account balance:

Pay Credits Interest Credits
Annual employer contributions, Guaranteed interest applied to
typically calculated as a account balances, often tied to a
percentage of salary (5-8%) or as benchmark like the 30-year
flat dollar amounts. For owners e Treasury rate (typically 4-5%). This
and key employees approaching guaranteed growth provides
retirement, these can be predictability regardless of actual
substantially higher. investment performance.
Plan Integration Actuarial Calculations
Cash balance plans can be layered g Annual actuarial valuations
with profit-sharing and 401(k) determine required funding levels
plans to create comprehensive to ensure the plan can meet future
retirement strateqgies with benefit obligations, with
maximum tax advantages. adjustments as needed.

A key advantage is the plan's flexibility in benefit allocation. Unlike traditional defined benefit plans that must
follow uniform formulas, cash balance plans can be designed to provide significantly higher benefits to owners and
key employees while meeting minimum requirements for other staff. This feature makes them particularly valuable
in succession planning where the goal is to maximize benefits for departing owners.

These plans require annual administration, including actuarial calculations, non-discrimination testing, and IRS
filings. The employer bears investment risk since promised benefits must be paid regardless of actual investment
performance. This structure creates predictability for the retiring owner while maintaining tax advantages for the
business.



Cash Balance Plans as Succession Planning
Tools

Cash balance plans offer a strategic approach to business succession by creating a structured mechanism to
transfer wealth to retiring owners. Rather than requiring large lump-sum buyouts that strain company finances and
create significant tax burdens, these plans allow businesses to make substantial annual tax-deductible
contributions that directly benefit departing owners.

Contribution Phase

Plan Implementation Company makes substantial annual tax-deductible

Business establishes a cash balance plan 5-10 years
before anticipated ownership transition, with
benefit formulas favoring the departing owner(s).

Ownership Transition

As the owner exits the business, their accumulated
plan benefit provides retirement income, reducing

contributions that fund the retiring owner's benefit,
essentially pre-funding the buyout with pretax
dollars.

Tax-Advantaged Distribution

Retiring owner can roll plan assets to an IRA,
providing ongoing tax deferral and flexibility in
managing retirement income taxation.

or eliminating the need for successors to finance a
large buyout.

This approach effectively converts what would typically be after-tax buyout payments into tax-deductible business
expenses. For the departing owner, it transforms immediate taxable income into tax-deferred retirement assets.
For successors, it eliminates the need to use after-tax dollars or take on substantial debt to finance the ownership
transition.

Cash balance plans are particularly effective for family business transitions, professional service firms with multiple
partners, and closely-held businesses where maintaining company financial strength during transition is crucial. By
spreading the "buyout" over several years through plan contributions, the business can manage cash flow more
effectively while maximizing tax efficiency.



Integration with Buy/Sell Arrangements

Cash balance plans can be strategically integrated
with traditional buy/sell agreements to create Buy/Sell Agreement

comprehensive succession structures. This integration Establishes legal framework, business

llows businesses to 1 the t nt s of
allows businesses to leverage the tax advantages o valuation, and transfer terms

qualified retirement plans while maintaining the legal

protections of formal ownership transfer agreements.
Cash Balance Plan
A well-designed approach often includes these

components working in concert: O\ Funds significant portion of owner's exit
compensation through tax-advantaged
e Buy/sell agreement establishing valuation methods contributions

and transfer terms

e Cash balance plan funding much of the retiring Insurance Protection

owner's compensation
O Provides liquidity for unexpected

scenarios during transition period

e Lifeinsurance policies covering unexpected death
during transition

e |nstallment sale provisions for any remaining
purchase amounts

This multi-faceted strategy distributes the financial
burden across different mechanisms, reducing
pressure on any single funding source. It creates
redundancy in case one element of the plan
encounters obstacles.

Forincoming owners, this approach dramatically reduces the capital requirements for acquisition. Rather than
securing financing for a large lump-sum payment, the successor benefits from the business making tax-deductible
plan contributions over time. This preserves working capital and credit capacity for business operations and
growth initiatives.

The integration also provides flexibility in timing. The cash balance plan can be established years before the actual
ownership transfer, allowing accumulation of substantial benefits before triggering the formal buy/sell provisions.
This extended runway makes transitions more manageable for all parties and can accommodate changing
circumstances or revised timelines.



Real-World Examples and Case Studies

Family Business Transition: Medical Practice

A successful orthopedic practice with $3.2 million in
annual revenue faced the retirement of its founding

physician at age 62. His daughter, a 38-year-old

_»550,000

surgeon in the practice, was positioned to take over, BT

but traditional buyout options would have required her
to secure approximately $1.8 million in financing while ‘
:

the retiring physician faced a significant immediate tax

375,000

burden.

B Tax Savings B Taxes Paid B Deferred

By implementing a cash balance plan five years before Taxes

the planned transition, the practice was able to make
annual tax-deductible contributions of $270,000 for
the founding physician. Over the five-year period,
these contributions accumulated to approximately
$1.5 million with interest credits, funding most of the
buyout through tax-advantaged retirement
contributions.

Professional Services Firm: Accounting Partnership

A regional accounting firm with 12 partners implemented a cash balance plan as part of a systematic partner
retirement program. For each retiring partner, the firm increased plan contributions during their final five years,
effectively funding approximately 60% of their equity buyout through tax-deductible retirement plan
contributions.

The firm layered the cash balance plan with their existing 401(k) and profit-sharing arrangements, allowing total
annual retirement contributions exceeding $200,000 for partners in their transition phase. This approach reduced
the direct cash needed for partner buyouts by over $4 million across five partner retirements, while providing
significant tax advantages for both the firm and the retiring partners.

These case studies demonstrate how cash balance plans can transform potentially problematic succession
scenarios into manageable transitions with significant tax advantages and reduced financial strain on both parties.



Substantial Tax Deferral

Cash balance plan contributions are tax-
deductible business expenses, allowing
companies to deduct significant amounts that
directly benefit departing owners. For owners,
these contributions grow tax-deferred until
withdrawal, potentially saving hundreds of
thousands in immediate taxation compared to
conventional buyouts.

Funding Obligations

Unlike 401(k) plans with flexible employer
contributions, cash balance plans create
mandatory funding obligations. Once
established, the company must make the
actuarially determined contributions each year.
This creates financial commitment that may be
challenging during business downturns or cash
flow constraints.

Tax Benefits, Limitations, and Risks

IRS Limitations and Requirements

Plans must satisfy non-discrimination testing to
ensure they don't excessively favor highly
compensated employees. While creative plan
designs can legally maximize owner benefits,
these arrangements receive scrutiny and must
adhere to complex qualification requirements.
Annual contribution limits vary by age and
compensation but can exceed $300,000 for
older participants.

Creditor Protection Considerations

ERISA-qualified plans typically provide
substantial protection from creditors, which may
be advantageous compared to direct ownership
interests. However, protection varies by state and
federal requlations, requiring careful legal review
in the context of overall succession planning.

Cash balance plans involve complexity and administrative costs that may not be justified for smaller businesses or
transitions. Annual administration, actuarial calculations, and PBGC premiums (for covered plans) create ongoing
expenses. The plan must also be established primarily for retirement purposes rather than solely as a succession
vehicle, though dual objectives are permitted when properly structured.

The longer-term nature of these plans also introduces timing considerations. Ideally, plans should be established
5-10 years before anticipated ownership transitions to maximize funding. This requires foresight and commitment
to a particular succession timeline, which may be challenging in dynamic business environments.



Best Practices and Key Takeaways

Initial Assessment Plan Design
Conduct comprehensive business Create custom plan with appropriate
valuation and determine realistic benefit formulas, integration with
succession timeline (ideally 5-10 years existing retirement plans, and
out). Evaluate business cash flow, compliance with non-discrimination
profitability, and capacity to support requirements. Balance maximizing
increased retirement plan owner benefits with providing
contributions. meaningful benefits to staff.
1 2 3 &
Team Assembly Implementation & Monitoring
Engage qualified pension consultant, Establish clear governance processes,
ERISA attorney, CPA, and financial ongoing monitoring procedures, and
advisor with specific expertise in cash regular actuarial reviews. Develop
balance plans and business succession. contingency plans for potential
Avoid advisors with limited experience business downturns or other scenarios
in this specialized area. affecting contribution capabilities.

Final Considerations

Cash balance plans represent powerful but specialized tools for business succession planning. When properly
implemented, they can transform what would otherwise be after-tax buyout payments into tax-advantaged
retirement funding, creating substantial benefits for both retiring owners and their successors. The approach
works particularly well for profitable businesses with strong, consistent cash flow and the discipline to maintain a
multi-year succession strateqy.

However, these plans should be viewed as one component of a comprehensive succession strategy rather than a
complete solution. They work best when combined with traditional buy/sell agreements, life insurance funding
mechanisms, and careful estate planning. The complexity and compliance requirements demand specialized
expertise and ongoing professional guidance.

For business owners willing to embrace this complexity and plan well in advance of ownership transitions, cash
balance plans offer a rare opportunity to significantly enhance retirement security while facilitating business
continuity through financially manageable succession arrangements. The potential tax savings alone—often
reaching into hundreds of thousands of dollars—justify careful consideration of this approach for qualifying
businesses.



Oakwood Summit

www.oakwoodsummit.com
info@oakwoodsummit.com

Schedule a Consultation

The difference between a good retirement plan and a great one isn't just investment selection, it's strategic tax
management that compounds wealth exponentially over time.

The information provided on this website is for general informational and educational purposes only and is not intended to be, and should not
be construed as, legal, tax, investment, or accounting advice. You should consult your own legal, tax, and financial advisors before making any
decisions based on the information provided.Cash Balance Plan services offered through this site are provided as part of a consulting
relationship and may involve coordination with third-party actuaries, TPAs, and investment advisors. While we strive to ensure accuracy and
compliance, we do not provide legal or tax filing services. All plan designs are subject to IRS rules and Department of Labor regulations and may
vary based on individual business circumstances.Past results are not a guarantee of future outcomes. The value of tax savings and retirement
benefits will vary depending on your income, entity structure, contributions, and overall financial strategy.This website and its content are
intended for use by business owners and financial professionals who understand the risks associated with retirement planning and tax
strategies. By using this site, you acknowledge that you have read and understand this disclaimer and agree to its terms.For specific advice
tailored to your situation, please schedule a consultation with a qualified advisor.
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