
A cash balance plan looks like an investment account when viewed on an employee’s 
statement, but federal law treats it as a pension. That double identity is the key to 
understanding it. The statement may show a balance of $40,000, $100,000, or $300,000, 
giving the impression that money has been deposited into a personal account. Behind 
that number, however, the employer is operating a defined benefit pension fund in which 
the assets of all participants are pooled and professionally invested. The employee does 
not normally select stocks, bonds, or mutual funds, and the displayed balance does not 
rise and fall with a personally chosen portfolio. It grows according to credits promised in 
the plan’s written formula. 

This type of pension is called a cash balance plan because the employee’s earned benefit 
is expressed as a current dollar amount. It is also called a hybrid pension because it 
combines features that people associate with two different retirement systems. From a 
traditional pension, it inherits employer funding, actuarial calculations, pension 
protections, and the possibility of lifetime income. From an account-style plan, it borrows 
the familiar appearance of a balance that grows from year to year. The resemblance to a 
401(k) is visual rather than legal. The employee sees an account-like number, but the 
employer remains responsible for funding the pension benefit represented by that 
number. 

The growth usually comes from two entries: a pay credit and an interest credit. A pay 
credit is an amount added for the employee’s work during the year, often calculated as a 
percentage of eligible compensation. An interest credit is additional growth applied to 
the existing hypothetical balance. The word “hypothetical” is important because the 
displayed account is a pension record rather than a separate container holding 
investments purchased in the employee’s name. Each credit increases the benefit the 
plan owes that employee. The formula, not the performance of an individually owned 
portfolio, controls the amount appearing on the statement. 

Consider an employee whose cash balance statement begins the year at $40,000. The 
plan provides an annual pay credit equal to 5% of eligible compensation, and the 
employee earns $80,000. That year’s pay credit is $4,000. If the plan also applies a 4% 
interest credit to the opening balance, another $1,600 is added, producing a year-end 
balance of $45,600 under this simplified example. The actual timing of credits can differ 
among plans, but the purpose of the illustration remains the same. Part of the growth 
comes from current employment, while another part comes from the plan’s promised 
interest formula. 

The interest credit does not have to be a fixed percentage. A plan might promise 4% 
every year, connect the credit to the yield on certain Treasury securities, use another 
legally permitted index, or base it on the actual return of specified plan assets. A variable 
rate can change from year to year, so the word “interest” should not automatically be 
interpreted as a guaranteed 4%, 5%, or 6%. Federal rules generally prevent a cash 
balance plan from promising an interest credit greater than a permitted market rate of 



return. Whatever method is used must be written into the plan rather than improvised 
after investment results become known. The rate shown in an employee’s benefit 
documents therefore deserves as much attention as the pay-credit percentage. 

Two sets of numbers exist at the same time. The first is the employee’s hypothetical 
balance, which follows the crediting formula. The second is the actual value of the 
pension trust’s investments. Suppose the trust earns 12% during a strong market year 
while employees receive 4% interest credits; participants do not automatically receive 
the extra 8% in their displayed balances. If the trust loses money during a difficult year, 
the employees do not necessarily suffer the same loss because their benefits still follow 
the plan formula. Strong investment returns can reduce the amount the employer must 
contribute in the future, while poor returns can force the employer to contribute more. 
The employer, rather than the participant, carries the plan’s direct investment risk. 

That arrangement produces a different emotional experience from owning a 401(k). A 
401(k) participant may open an account during a market decline and watch the balance 
fall by thousands of dollars. A cash balance participant might see the promised interest 
credit added even while the pension trust’s investments are struggling. This does not 
make the pension completely free of risk, because severe underfunding, employer 
failure, plan freezes, and legal limits still matter. It does mean that daily market movement 
is not directly passed through to the participant’s displayed benefit. The worker can 
concentrate on understanding the formula rather than choosing investments or reacting 
to every market headline. 

Pay credits can be designed in several ways. One plan might credit every participant with 
5% of eligible compensation, while another might increase the percentage according to 
age, years of service, job classification, or a combination of those factors. An employee 
could receive 4% during early years, 6% after a service milestone, and 8% later in the 
career. These percentages are pension benefits, not deductions the employee chooses 
during payroll enrollment. The plan must also satisfy federal participation, 
nondiscrimination, and benefit rules so that the arrangement does not improperly favor 
selected highly compensated workers. Employees working under the same employer 
should still read their individual benefit terms because the credit schedule may 
legitimately differ among covered groups. 

The employer normally determines the pay-credit formula and contributes the amount 
needed to keep the pension properly funded. This does not mean the employer deposits 
exactly one employee’s annual credit into a separate account labeled with that person’s 
name. An actuary studies the entire plan and calculates required funding using the 
promised benefits, participant ages, compensation, expected retirements, interest rates, 
mortality assumptions, and existing plan assets. The employer then contributes to the 
pooled trust according to the applicable funding rules. Actual contributions may be 
larger or smaller than the total credits displayed on participant statements during a 
particular year. The trust’s purpose is to finance all benefits owed by the plan, not to 
mirror every hypothetical balance dollar for dollar at every moment. 



Employees usually do not make elective salary deferrals into the cash balance plan as 
they would with a 401(k). There is normally no screen asking whether they want to 
contribute 3%, 5%, or 10%, and there is no traditional-versus-Roth election attached to 
the pension credit. Some plans, especially certain public arrangements, may involve 
required employee contributions, but the governing document controls that issue. An 
employee can often participate in a cash balance plan and a 401(k) at the same time 
because the two plans perform different jobs. The cash balance plan establishes an 
employer-funded pension benefit, while the 401(k) allows the employee to save and 
invest personal paycheck money. Having one does not automatically cancel eligibility for 
the other. 

Vesting determines when the participant gains the permanent right to the pension 
benefit. Cash balance plan benefits generally must become fully vested after no more 
than three years of service. A worker who leaves after satisfying the vesting requirement 
can keep the earned benefit even though employment has ended. Someone who leaves 
before becoming vested may forfeit the employer-provided benefit, depending on the 
plan and the applicable service rules. The account statement should identify the vested 
amount rather than leaving the employee to assume the entire displayed balance is 
already protected. The Department of Labor explains the three-year vesting rule and 
other cash balance protections. 

Leaving the employer does not necessarily stop the account from receiving interest 
credits. A vested former employee who leaves the benefit inside the plan generally 
continues receiving the interest treatment required by the plan until payments begin or 
the balance is distributed. New pay credits ordinarily stop because those credits are tied 
to continued employment and compensation. The difference can be seen in a worker who 
departs with a vested $70,000 balance: the person may no longer receive a percentage of 
salary, but the existing pension benefit can continue growing under the interest-crediting 
formula. This feature makes the benefit easier to follow after a job change than a pension 
based entirely on a future final-salary calculation. The former employee should keep 
contact information current so the plan can locate the participant years later. 

Portability is one reason employers have adopted cash balance formulas. A traditional 
final-salary pension often rewards an employee most heavily for remaining until the later 
and usually higher-paid years of a career. A cash balance benefit is expressed as an 
accumulated amount along the way, making its value easier to recognize when 
employment ends earlier. Many plans allow a vested participant to take that amount as a 
lump sum and transfer it to an eligible retirement account. Portability does not mean the 
pension follows the employee automatically or that another employer will continue 
adding credits to the same plan. It means the earned value can often be preserved 
without waiting at the former employer until retirement age. 

A lump sum is available only when the plan’s terms permit it, although cash balance 
plans offer this option more frequently than traditional pensions. When selected, the 
participant receives the vested account value instead of leaving it in the plan for future 
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pension payments. A direct rollover can usually move the taxable amount into a 
traditional IRA or another eligible employer plan without creating immediate income tax. 
If the participant requests payment personally, tax withholding may apply, and spending 
the money can create current taxes, possible penalties, and the permanent removal of 
retirement assets. The word “cash” in the plan’s name should never be interpreted as 
encouragement to cash out the benefit. 

The lump sum can feel more valuable because it is visible and controllable. A person 
may prefer having $250,000 available for investment, inheritance planning, emergencies, 
or flexible withdrawals rather than receiving a fixed monthly amount. That control brings 
responsibility the pension previously carried. The retiree must decide how the money will 
be invested, how much can be withdrawn, and how to prevent it from running out during 
a long life. A market decline shortly after the rollover can damage the account if 
withdrawals continue while investments are down. What was once the employer’s 
responsibility to support a promised benefit becomes the retiree’s responsibility to 
manage a limited pool of money. 

The lifetime-income option moves in the opposite direction. Instead of taking the full 
value at once, the participant converts the earned benefit into an annuity—a stream of 
regular payments that may continue for life. A single-life annuity generally pays the 
largest monthly amount but stops when the participant dies. A joint-and-survivor form 
pays less during the participant’s lifetime so that an eligible spouse can continue 
receiving a percentage after the participant’s death. Married participants in covered 
private plans receive important spousal protections, and spousal consent may be 
required before certain alternative payment forms are selected. The smaller monthly 
amount is not money being lost without purpose; it is the cost of extending income 
protection across another life. 

No payout decision should be made by dividing the lump sum by one year of pension 
checks. A $300,000 lump sum compared with a $24,000 annual pension might appear to 
require twelve and a half years to “break even,” but that calculation ignores investment 
returns, taxes, survivor payments, inflation, and the possibility of living thirty years. It 
also ignores the value of transferring longevity risk back to the pension plan. Someone 
with poor health and substantial family assets may view the choices differently from 
someone in excellent health whose spouse depends entirely on the retirement income. 
Neither option wins merely because one number is larger on the election form. The right 
measure is how reliably each choice supports the household the money was earned to 
protect. 

Inflation remains a concern under either form. Interest credits help grow the hypothetical 
account before distribution, but they do not necessarily guarantee that a lifetime annuity 
will increase after payments begin. A retiree may receive the same monthly check at age 
sixty-five and age eighty-five unless the plan specifically provides a cost-of-living 
adjustment. A level payment can gradually lose purchasing power as food, housing, 
insurance, and medical expenses become more expensive. Taking a lump sum creates an 



opportunity to pursue investment growth that may outpace inflation, but it also exposes 
the retiree to losses and poor withdrawal decisions. Inflation protection must therefore 
be examined rather than assumed. 

Cash balance plans gained attention when employers began converting traditional 
final-salary pensions into account-style formulas. During a conversion, the employer 
must translate the benefit workers have already earned into an opening cash balance 
value and then apply the new formula to future service. Older and longer-serving 
employees sometimes objected because the previous formula may have been 
approaching its most valuable years, while the new formula spread benefit growth more 
evenly across a career. Earlier conversion designs could also create “wear-away,” a 
period during which the new balance had to catch up with the value of the protected old 
benefit before the employee saw meaningful additional growth. Federal law later 
strengthened protections for conversions, requiring post-2005 arrangements to preserve 
the old accrued benefit while adding benefits earned under the new formula rather than 
allowing the old value to be silently absorbed. 

The controversy surrounding conversions does not mean every cash balance plan is 
unfair. For a younger worker who changes employers several times, regular pay credits, 
interest credits, faster vesting, and a portable lump sum may be easier to use than a 
pension whose largest rewards arrive only after decades with one employer. For an older 
employee who expected a final-salary pension to grow rapidly during the last portion of a 
career, conversion can feel like the finish line was moved after years of service. The 
same design can therefore affect generations of workers differently. Fair evaluation 
requires comparing the old and new formulas at specific ages, salaries, and service 
levels instead of relying on the plan’s account-like appearance. 

Federal law prohibits reducing pension benefits that have already been earned merely 
because an employer prefers a cheaper plan. The employer can generally amend the 
formula for future service, freeze future accruals, or terminate the plan under applicable 
rules, but the participant’s protected accrued benefit cannot simply be erased. Future 
expectations and earned benefits are not the same thing. An employee may have 
expected to earn another $150,000 of pension value over the next fifteen years, but that 
future amount has not necessarily accrued yet. The benefit statement should separate 
what has already been earned from projections that depend on continued employment 
and an unchanged plan. 

A private cash balance plan may be insured by the Pension Benefit Guaranty Corporation 
when it falls within PBGC coverage. If a covered employer’s pension plan ends without 
enough assets, PBGC may pay protected benefits up to federal limits. Coverage is not 
unlimited, and certain benefits may exceed what the agency guarantees. Governmental 
plans and some other arrangements are outside PBGC’s insurance system, so the 
employer’s identity alone does not prove that federal pension insurance applies. The 
plan’s official materials should state whether PBGC coverage exists. Pension insurance 



acts as a safety net rather than a promise that every feature of every failed plan will be 
paid in full. 

Cash balance plans are also used by some small businesses and professional practices. 
Because a defined benefit plan funds a promised retirement benefit rather than relying on 
the ordinary employee-deferral limit of a 401(k), it may allow substantial employer 
contributions for older owners or highly compensated employees nearing retirement. The 
exact contribution is not freely chosen at the end of the year; an actuary calculates it 
under the plan formula and federal funding rules. The employer must also provide 
required benefits for eligible employees and satisfy nondiscrimination standards. 
Generous tax deductions can attract business owners, but the plan creates a real 
long-term funding obligation. It should not be established merely to obtain one year of 
tax savings without understanding future payroll, investment, administrative, and 
contribution responsibilities. 

Running this type of pension requires more work than opening a basic retirement 
account. The employer needs a formal plan document, ongoing actuarial services, trust 
administration, investment management, government reporting, participant statements, 
and compliance testing. Annual contributions may change because of workforce 
movement, investment results, interest rates, compensation, and actuarial assumptions. 
A profitable business may handle those obligations comfortably, while an unstable 
business can find them burdensome during weak years. Terminating the plan also 
requires formal calculations and distribution procedures rather than simply closing an 
ordinary bank account. The same structure that gives employees a protected pension 
benefit places continuing duties on the employer. 

Taxes generally remain postponed while the benefit stays within the qualified plan. 
Employer contributions and pension investment earnings are not normally included in 
the employee’s current taxable income when credited. Monthly pension payments are 
generally taxable when received, except for any portion representing previously taxed 
employee money. A direct rollover of an eligible lump sum into a traditional retirement 
account usually preserves the tax deferral. Moving pretax pension money to a Roth IRA 
can be possible, but the converted amount generally becomes taxable income for that 
year. Distribution paperwork should be read for both the retirement choice and the tax 
consequences because those are connected decisions. 

The most revealing document is the individual benefit statement. It should be read slowly 
enough to identify the opening balance, current pay credit, eligible compensation, 
interest-crediting rate, vested percentage, beneficiary information, and projected 
retirement benefit. The employee should also learn whether the interest rate is fixed or 
variable, whether credits continue after separation, and whether the plan offers a lump 
sum, an annuity, or both. A projection based on continued employment is not the same 
as the vested amount available today. Errors involving salary, service dates, marital 
status, or missing credits should be questioned while employment records are still 



accessible. Waiting until retirement can turn a simple correction into a search through 
decades of old payroll information. 

The cash balance plan is built around an unusual but purposeful separation. The 
employee’s benefit grows through a clear account-style formula, while the employer 
manages the actual investments and carries the funding responsibility. That gives 
workers a number they can follow without forcing them to become portfolio managers. It 
can travel more easily than many traditional pensions, yet it can still become lifetime 
income. Its apparent simplicity rests on actuarial work, legal protections, pooled assets, 
and employer commitments that the statement does not display. Once those hidden parts 
are understood, the “balance” stops looking like ordinary cash and begins to reveal what 
it truly represents: a pension promise translated into dollars. 

 


