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Paths to Balancing Flexibility and
Guaranteed Income for Retired Public

Employees

Policymakers should carefully consider the role distribution options play in retirement security

Overview

Most state and local public workers are members of defined benefit (DB) pension plans, but many also have
access to defined contribution (DC) plans, similar to private sector 401(k) accounts. These defined contribution
accounts can be components of hybrid retirement plans that provide workers both a defined benefit and a
defined contribution plan; supplemental plans offered in addition to defined benefit pensions; or alternatives

to traditional defined benefit plans for university employees and other public workers.! When millions of public
employees retire, they rely, in part, on savings from these individual defined contribution savings accounts, rather
than solely on Social Security and lifetime payments from defined benefit employer-based pensions.

Workers with individual savings accounts must decide how to invest their money and then, once they retire,
how to draw down their savings. Policymakers and government plan sponsors can help employees by offering
investment options that maximize savings during the working years and by providing distribution options that
support secure retirements. The distribution options that sponsors can consider are the focus of this brief.

Annuitization and systematic withdrawal plans (SWPs), also referred to as “safe withdrawal rate plans,” provide
two methods to balance the need for flexibility and guaranteed income after retirement. Plan sponsors, such as
states, can simplify the task of converting an employee's savings into retirement income by offering these options
and giving workers resources to help them understand the costs and benefits of each approach.



Key Terms and Definitions

Annuity: A contract between an individual (an annuitant) and a financial institution (such as

an insurance company or pension fund), under which the individual pays a lump sum or makes
a series of payments in return for a stream of income to begin immediately or at some future
date. The regular payments are guaranteed for life (single life)—or, in exchange for a slightly
lower income stream, the life of the annuitant and a spouse or another designated beneficiary
(joint life).? The payout may be a fixed, specified amount or may include an annual cost-of-living
adjustment (COLA).

Annuity conversion factor: A factor used to convert a lump sum balance into a fixed stream
of income (annuity payment or payout). The annuity conversion factor depends on a range of
elements, including assumptions on mortality rates, and is sensitive to expected interest rates
on funds prior to distribution.

Defined benefit (DB) plan: A plan in which the employer promises a specific amount of monthly
retirement income based on a formula that typically takes into account the employee’s salary,
years of service, and age.

Defined contribution (DC) plan: A plan in which retirement savings are based on accumulated
employer and employee contributions and the investment returns on those contributions.
Annual investment returns are generally based on actual asset returns.® DC plans can provide
workers with access to annuities upon retirement.

Longevity risk: The risk of an individual outliving accumulated retirement savings.

Partial annuitization: A retirement income strategy in which a portion of savings is used to
purchase an annuity and the remaining assets are invested.

Rider: One of several optional features that are sometimes added to an annuity contract for
additional fees. Common riders include COLAs, death benefits, or guaranteed minimum income
benefits.

Systematic withdrawal plan: A retirement income strategy, sometimes referred to as a

“safe withdrawal rate plan,” that can help determine the amount of retirement savings to be
withdrawn annually to minimize the risk of outliving assets. The withdrawal rate is typically
expressed as a percentage of initial portfolio value and will vary depending on portfolio asset
allocation, the retirement savings balance, and life expectancy. Designed to ensure a predictable
stream of income in retirement, systematic withdrawal rate strategies provide greater flexibility
than annuities in allowing access to additional funds if needed, but they do not guarantee
lifetime income. Distribution levels can vary over time, depending on the market performance of
the invested balance.



Why employers offer annuities and systematic withdrawal
rate plans

Annuitization and systematic withdrawal rate distribution plans provide alternatives to workers besides lump
sum withdrawals at retirement. Workers who opt for these lump sum payments may find managing these
sometimes significant assets difficult. Each option has its advantages for workers, and the best distribution
strategy typically depends on the type of retirement plan and individual circumstances.? By offering employees
education and support, plan sponsors can help workers make informed choices about how much should be
allocated to either option.

Annuities provide workers with guaranteed lifetime income throughout retirement. By offering annuities as
part of a state or local retirement system, employers can help workers attain a higher annuity payout or price
quote—the stream of payments an annuity provider promises to deliver in exchange for a lump sum payment—
than employees could receive in the individual annuity market. That helps to ensure they have enough income
after their working years.> Furthermore, by providing annuities through the plan, employers can reduce the
chance for errors or mistakes by retirees and help protect employee assets from fraud.® When the primary
retirement plan is a defined contribution account instead of a defined benefit pension, sponsors can consider
making an annuity or partial annuity the default option at retirement. That can give workers access to lifetime
benefits and help ensure guaranteed income for basic living expenses.

Systematic withdrawal rate plans can provide guidelines to workers unsure of how much to withdraw each
year, but with greater access to savings than annuities. For retirement plans that already provide a substantial
amount of guaranteed income, such as a hybrid plan paired with a Social Security benefit, plan sponsors

may consider establishing the safe withdrawal rate option as the default distribution strategy because it
provides workers with a payment stream to cover discretionary expenses and access to their money in case
of emergency.” In fact, recent research on behavioral economics indicates that for workers with two sources
of annuity income—such as Social Security and a defined benefit plan—maintaining some flexibility for
discretionary spending from defined contribution savings can be advantageous.®

How do annuities work?

Annuities are designed to provide an individual, and sometimes also a selected beneficiary, with a guaranteed
lifetime stream of secure income. An annuity conversion factor—the rate used to convert a lump sum into
annuity payments—determines how large those payments will be based on interest rates, the type of annuity,
and life expectancy.® So, for example, retirees receive a smaller benefit if they purchase an annuity that starts
paying out earlier in life; if providers expect the interest rate earned on the funds to be low; or if the annuitant
selects a beneficiary, such as a spouse, to continue to receive benefits after death. The following figure
illustrates how the assumed interest rate used in the annuity conversion factor affects annuity payments for
single and joint/survivor annuities for a 65-year-old retiree with a lump sum retirement savings of $250,000.



Figure 1

Annual Payments for Single and Joint Annuities Under Various
Interest Rates

Payouts increase with higher rates but are smaller with additional beneficiaries
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Notes: Calculations assume a retirement age of 65 and an annuity purchased for $250,000 with no cost-of-living adjustment and 3 percent
inflation. In addition to the interest rate, the annuity conversion factor takes into account other elements, including mortality assumptions.
The model uses the Unisex RP-2000 mortality tables with scale AA to year 2031.
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Annuities come in multiple variations but are usually structured around two factors: payment start date and
number of beneficiaries.

Under an immediate annuity, monthly payments begin right away. With a deferred annuity, monthly payments
start at a specified future time, often because the employee is still working when the annuity is purchased. In
other instances, payments begin when the beneficiary reaches a specified age, such as 75 or 85. In nearly all
cases, delaying the start of payments yields a higher annuity payout for a given lump sum payment.

The annual payment size also depends on whether benefits last for one lifetime (single life) or two (joint life).

Retirees can get a guaranteed lifetime income stream with an annuity, but research shows that many remain
hesitant because of concerns about limited access to their retirement savings, even in cases where annuities
would suit their retirement needs.”® In general, individuals cannot access money invested in an annuity for
emergencies or major expenses without paying significant fees. Annuities can also limit options for bequeathing
assets.” For these reasons, people are often more open to partial annuitization, or combining an annuity with



another distribution option instead of choosing a single approach.”? Effective education by plan sponsors can help
workers select the mix that best suits their needs.

State universities, Washington, and Rhode Island provide
various examples of annuity programs

Plan sponsors can offer annuities administered either directly by a state retirement system or through an external
insurance or financial services company. Most state university defined contribution plans, as well as hybrid plans
for state workers in Rhode Island and Washington, illustrate several possible arrangements.

Almost all states have a DC plan option for state university employees that includes access to annuities. Teachers
Insurance and Annuity Association of America (TIAA) is the market leader in administering these plans and
typically offers members two ways to get an annuity: They can contribute to one while working, or they can
convert other assets into an annuity at retirement. The option to contribute to an annuity while working may
appeal to some workers because the annuity won't decline in value, while it also provides diversification and
stability to an investment portfolio of stocks and bonds.

In 2011, Rhode Island adopted a hybrid plan for state workers and teachers that included a defined contribution
component, which the state selected TIAA to administer. As with the TIAA-administered plans for universities,
employees can use their defined contribution account at retirement to purchase an annuity at a group rate.”® As of
2015, interest rates were between 3 and 4 percent."

The Washington State Department of Retirement Systems allows workers to purchase annuities administered
either through the plan or through a third-party insurance company. By offering annuities directly from the
retirement system, the state can provide employees above-market annuity conversion factors.” Workers can
choose single life or joint life annuity contracts; both come with an automatic annual cost-of-living adjustment of
3 percent for payments.

How do systematic withdrawal plans work?

A systematic withdrawal plan helps workers determine how much they can spend each year after retirement to
reduce the risk that they will outlive their savings.” In contrast to an annuity, a safe withdrawal rate plan does not
guarantee a lifetime income stream; it provides a plan for drawing down assets during the expected lifespan of
the retiree and any beneficiary. If workers already have significant lifetime income—through Social Security and

a defined benefit pension or the DB component of a hybrid plan, for example—a safe withdrawal rate plan for the
additional defined contribution account can help balance longevity risk with spending flexibility.

Systematic withdrawal rate plans vary to accommodate differing time horizons with employee risk tolerances and
spending needs. One common approach, known as the “4 percent rule,” allows retirees to withdraw 4 percent

of the initial value of their retirement savings the first year and then continue withdrawing the original amount

in subsequent years plus a compounded inflation adjustment.” Other methods include starting withdrawals

at a certain percentage and increasing or decreasing that rate based on market performance, following the IRS
required minimum distribution rules for tax-deferred retirement accounts, or investing savings in a mutual fund
designed to manage the payout of retirement assets.

These plans offer employees a disciplined way to spend down retirement savings while providing flexibility
and the ability to adjust as their preferences or circumstances change. Individuals can access these savings for



emergency costs or larger expenditures. Furthermore, to help protect against inflation, many plans often invest

a portion of the retirement portfolio in stocks.” Still, unlike an annuity, the income stream is not guaranteed, and
individuals may need to reduce their spending if markets perform poorly over long periods. In addition, individuals
may have difficulty adhering to their plans if the value of assets declines in downward economic cycles.?°

Conclusion

There is no one-size-fits-all approach when considering combinations of annuities and safe withdrawal plans.
Plan sponsors can select the strategies that best suit their participants’ needs. The value of any pension system
depends on its ability to offer workers retirement security. Well-designed distribution options provide retirees
with the tools needed to responsibly draw down their assets.

By providing simple, constructive guidance and education, plan sponsors can help workers make sound decisions
for managing income after retirement. As more workers enroll in hybrid and defined contribution plans, annuities
and safe withdrawal rate plans can help them spend down their savings in a reasonable and prudent manner.
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