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The Appeal of Seriously Top
Heavy Retirement Plans

© The “cash balance” planiis a
pension plan that business
owners can use to reward both
themselves and their key em-
ployees with outsized retire-
ment plan contributions.

By J. Leland “Lee” Davis

oday’s business owners and profes-

sionals are plagued by any number of

challenges. Yet many still manage to
create and run highly profitable businesses.

Emerging Strategies

An emerging strategy called the “cash bal-
ance” plan is a pension plan that business
owners can use to reward both themselves
and their key employees with outsized
retirement plan contributions. Business
owners also can generate large tax deduc-
tions in the process.

Comparatively, today’s 401(k) plans
have many nuances — from “safe harbor”
provisions to the “new comparability” or
cross-tested method. These nuances actu-
ally can help business owners tailor plans
that are unique to their needs. One method
allows owners and other highly compensat-
ed workers to participate fully in the plan,
while the other allows larger contributions
to be handed out to a specific class of em-
ployee, often highly compensated execu-
tives and key people.

Cutting-Edge Concepts

However, many advisors aren’t aware of
the symphony that can be created with the
combination of the 401(k) and a specialized
pension plan. Among the cutting-edge con-
cepts in this regard is the combination of the
new comparability (cross-tested) 401(k) plan
with the cash balance pension plan.

To illustrate the advantage of combining
these two plans, consider the example of a
hypothetical medical practice with six pro-
ducing physician owners. Structured as an
S corporation for tax purposes, this could
also be any business with big earners. The
following illustration shows the impressive
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result of integrating a cash balance plan
with a new comparability 401(k) plan, and
the remarkable efficiency of the resulting
scenario for the owners.

First, the new comparability profit shar-
ing plan formula generates a $277,047 em-
ployer contribution, with $178,000 going to
the physician owners themselves — about 64
percent of the total. Taken by itself, this is
somewhat better than if those owners took
out the same amount of money as income
and paid taxes on it. The other advantage
to implementing this type of plan is that the
owners save income taxes in the range of
$110,000 annually.

Then comes the magic of adding the cash
balance pension plan to the equation. The
large pension contribution of $705,728 gen-
erates more than $280,000 of tax savings
annually in a combined 40 percent income
tax bracket. Most important, more than
$670,000 goes directly to the retirement ac-
count of the principals — that's more than
90 percent!

Combination Advantages

» Using both plans in concert, each
high-earning owner is able to put away an
annual total ranging from alow of $157,000
to a high of $282,000. Keep in mind that
future pension contributions may decrease
with age, of course. That is far more than
the $51,000 limit for 401(k) profit sharing
plans alone.

» This combination is also a wonderful

way to generate a huge retirement bankroll
for the owners. Placing large amounts into
tax-deferred plans like these allows owners
essentially to control when the income taxes
are paid by controlling when they take their
distributions in retirement.

Key Points to Remember

Of course, the medical practice must put
away at least some amount for the’other
employees too under this arrangement —
$1,000 and under for each in the cash bal-
ance plan, and the 401(k) plan also needs a
bit more for each employee. Here are some
key factors to be aware of: Administrative
guidelines must be followed; ongoing report-
ing is necessary; these expenses are consider-
ations; and pension plans require continuing
contributions and generally aren't as flexible
as profit-sharing plans.

Executed properly, a combination plan
strategy reduces the tax bite and boosts
tax-deferred savings immensely. Savvy ad-
visors and their clients owe it to themselves
to investigate these strategies. Implement-
ing them properly can create a virtual gold
mine for retirement.
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Author’s notes: The plans illustrated comply with all ERISA and IRS regulations as we understand them.

The plans are complicated, and proper tax and legal advice is strongly recommended.



