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Annuity and Lump-Sum Decisions in Defined Benefit Plans: The Role of Plan Rules By Sudipto Banerjee, Ph.D., Employee Benefit Research Institute A T
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 Amidst growing concerns about workers outliving their retirement savings, a key question―both as a matter of national retirement policy and understanding the potential role of plan design and education in influencing individual decision-making―is how many retiring workers actually choose to annuitize (to take a stream of lifetime income) vs. opting for a lump-sum payment.  The key finding of this study is that differences in defined benefit (DB) plan rules or features result in very different annuitization rates in DB plans. In fact, the results show that the rate of annuitization varies directly with the degree to which plan rules restrict the ability to choose a partial or lump-sum distribution.  This study shows that annuitization rates vary significantly across these different plan types, which makes any attempt to combine the annuitization rates across these different plan types uninformative.  Combining all the plans across the years 2005‒2010, workers who made their payout decision between ages 50 and 75 had a minimum job tenure of five years, a minimum account balance of $5,000, and had an annuitization rate of 65.8 percent. But within this group of workers, those who had no plan restrictions on a lump-sum distribution had an annuitization rate of only 27.3 percent.  In all the years studied, plans with no lump-sum distribution (LSD) options have the highest annuitization rates, very close to 100 percent. Traditional defined benefit and cash balance plans with no restrictions on LSDs had the lowest annuitization rates.  In 2010, the annuitization rate for all plans combined was 65.5 percent, while for plans with no LSD option it was 98.8 percent, but the annuitization rate for defined benefit plans with no restrictions on LSDs was 44.3 percent, while for cash balance plans with no restrictions on LSDs it was 22.3 percent.  For older workers across most plan types, annuitization rates increase steadily with account balance, but this is not the case for younger workers.  Annuitization rates also increase with tenure, but for younger workers (20‒50) with low tenure (less than 10 years), annuitization rates are very low. For older workers (50‒75), annuitization rates are higher even in cases of low tenure.  Annuitization rates are very low for those below age 40, but from that point onwards, annuitization rates increase for all types of plans. Annuitization rates appear to peak between 65 and 69, but then fall sharply.
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Annuity and Lump-Sum Decisions in Defined Benefit Plans: The Role of Plan Rules By Sudipto Banerjee, Ph.D., Employee Benefit Research Institute Introduction Defined benefit (DB) retirement plans came into existence in the 1800s and through the 1960s paid out benefits in only one form: a fixed-payment annuity.1 Beginning in the 1970s, some defined benefit plans began to offer the option of full or partial single-sum distributions, and as “hybrid” pension plans expanded in the 1980s, so did distribution options, with the result that today most defined benefit plans offer some type of single/lump-sum option, in addition to the traditional annuity choice. All private-sector DB plans (including both traditional final-average pay (FAP) plans and hybrid/cash balance2—or CB— plans) are required to offer a lifetime annuity option. As noted, many of these plans also offer the alternate option of a lump-sum distribution (LSD). As a result, participant distribution choices in these plans have been frequently studied to analyze annuitization decisions. Amidst growing concerns about workers outliving their retirement savings, a key question―both as a matter of national retirement policy and understanding the potential role of plan design and education in influencing individual decisionmaking―is how many retiring workers actually choose to annuitize (to take a stream of lifetime income) vs. opting for a lump-sum payment. A better understanding of these decisions stands to shed light not only on the outcomes for defined benefit plan designs, but also for defined contribution plans, where LSDs are the rule rather than the exception. For instance:  Based on Hurd and Panis’ (2006) study using data from the Health and Retirement Study, Benartzi et al., (2011) calculate an annuitization rate of 61 percent, meaning that 61 percent of employees chose an annuity as their distribution medium.  Mottola and Utkus (2007) study two Fortune 500 DB plans (one FAP and one CB plan): They report an annuitization rate of 27 percent in the traditional FAP plan and 17 percent in the CB plan.  Benartzi et al., (2011) analyze 112 different DB plans provided by a large plan administrator, and they report (for those who retired between 50 and 75, with at least five years of job tenure and a minimum account balance of $5,000) an annuitization rate of 49 percent. In the same study they also report an annuitization rate of 88 percent for 18,761 IBM employees who retired between 2000 and 2008. From the above findings it is clear that annuitization rates vary significantly. However, it is not clear why the annuitization rates are so different across these various studies (or plans). Many of these past studies have lacked the benefit of detailed plan design information across a large number of plans, to examine these variances in greater detail. Despite this, their results have frequently been over-generalized as indicative of annuitization preferences. This study considers the impact that plan design might have on annuitization rates across different plans. The key finding of this study is that differences in DB plan rules or features result in very different annuitization rates in DB plans. In fact, the results show that the rate of annuitization varies directly with the degree to which plan rules restrict the ability to choose a partial or lump-sum distribution. Plans that allow lump-sum distributions have much lower annuitization rates, while those that prohibit or restrict them have much higher annuitization rates. In view of these findings, any study of annuitization that fails to take into account the impact of plan design on participant choice will likely lead to misinterpretations.
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Data and Plan Characterization Distribution option selection data, along with plan-specific information on 84 ERISA3-qualified plans were provided by Aon Hewitt. The data include a total of 118,730 payout decisions between the years 2005 and 2010, including both traditional defined benefit and cash balance plans. The largest plan accounts for only 9.28 percent of the entire sample, such that the results are not distorted by the impact of a few large plans. Based on the restrictions on choosing an LSD, all 84 plans were classified into five categories: I.



Traditional DB plans with no option for an LSD.



II.



Traditional DB plans with strong restrictions on the ability to choose an LSD option. For example: 



A lump-sum available only for those with account balance of less than $10,000 or in some cases $25,000.







A lump-sum available only for employee contribution







An explicit restriction on the LSD (e.g., an LSD is available if the monthly benefit is less than $100). Traditional DB or CB plans with weak restrictions on the LSD option.



III. 



IV. V.



A DB or CB plan in which the lump-sum option is not available to all participants (e.g., a plan might have both FAP and CB options: An LSD is not available for the FAP option but is available for the CB option).



Traditional DB plans with no restrictions on the LSD option. CB plans with no restriction on the LSD option.



Generally, participants can take a distribution either when they terminate employment or defer the distribution until a later date. However, this analysis is focused on the payout decision, rather than employment termination. As a result, the variable “age” is the time when the participant made the payout decision, not the age at retirement or when he or she left the employer. Using the information in the data, payout decisions were classified as either annuitization or non-annuitization. Since it was not possible to distinguish forced cash-outs from other LSDs, a number of filters (including job tenure and account balance) were used to separate possible cash-outs from LSDs. Partial annuitization cases are treated in two ways. First, payouts that include both an annuity choice and the option to take less than $10,000 in a lump sum are considered full annuitization, as these small lump-sum payments could be a special benefit for retirees. Second, payouts that include both annuity and lump-sum payments of more than $10,000 were dropped from the sample because it is not clear whether they are most accurately categorized as annuity or lumpsum payouts. However, only eight payouts are dropped because of this restriction.



Annuitization Decision of Older Workers Before moving on to the analysis of how annuitization rates vary across the design categories mentioned above, it is important to understand why the distinction between categories is important from an analytical point of view. As the above classification shows, only two categories of pension plans (IV and V) had unrestricted access to LSDs. Ideally, the focus should be on these two categories, as only participants in these two categories had an unrestricted choice. The first two categories had no or very limited access to LSDs. If all these categories are combined, then it is likely that the annuitization decisions of the participants in Categories I and II, which are more likely driven by plan rules rather than individual decision, would bias the overall annuitization rate upwards. To illustrate this upward bias in annuitization rates for those who made their payout decisions between ages 50 and 75, Figure 1 plots the annuitization rate for all categories combined and the annuitization rates for only Categories IV and V combined. To minimize the possibility of forced cash-outs, additional filters are imposed for a minimum of five years of job tenure and a minimum account balance of $5,000. ebri.org Issue Brief • January 2013 • No. 381
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Figure 1 Annuitization Rates for 2005‒2010: For All Plans and Plans With No Restrictions on Lump-Sum Distributions (LSDs), Ages 50‒75, With at Least Five Years of Tenure and Acount Balances of at Least $5,000 80%
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Source: Employee Benefit Research Institute estimates from data provided by Aon Hewitt.



In all the years studied (2005‒2010), the annuitization rate for all categories combined is much higher than the annuitization rate of only Categories IV and V combined. For example, in 2005, the overall annuitization rate was 69 percent, while the annuitization rate for Categories IV and V combined was only 33.3 percent. In 2010 (the latest data available), the respective annuitization rates were 70.2 percent and 36.1 percent. Combining the data across the years 2005–2010, the annuitization rate for all plans combined is 65.8 percent, but for Categories IV and V combined it is only 27.3 percent. This provides early evidence that combining actions across all types of plans (and not considering LSD restrictions) largely overstates the ”true” annuitization rate. Figure 2 shows the annuitization rates in different plan categories by year (from 2005‒2010) for those who made their payout decisions between ages 50 and 75. The solid black line shows the rates for all plans combined in any given year. There are some very important observations that can be drawn from Figure 2:  First, the combined annuitization rate masks a stark variation in annuitization rates across different types of plans. Consider that, in 2010, the annuitization rate for all plans combined was 65.5 percent, while for plans with no LSD option it was 98.8 percent, and for plans with strong restrictions on LSDs it was 94.5 percent. But the annuitization rate for DB plans with no restrictions on LSDs was 44.3 percent, and for CB plans with no restrictions on LSDs it was 22.3 percent. Finally, for DB or CB plans with weak restrictions on LSDs, the annuitization rate was 58.6 percent. From this, it seems clear that plan-specific features are driving the annuitization decisions to a large extent, so looking to the overall rate as an indicator of participants’ annuitization behavior may not be very informative.  Second, the degree of annuitization varies directly with the degree of restriction imposed on LSD. In all years studied, plans with no LSD option have the highest annuitization rates, very close to 100 percent. (It might be
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expected to find 100 percent annuitization rates in such plans, but as already mentioned, participants with a low account balance or low job tenure might have been cashed out, rather than given a choice.) Since a cash-out is characterized as a non-annuitization choice in the data, this can lower the calculated annuitization rate. Additionally, plans with strong restrictions on LSDs were also seen to have very high annuitization rates. In 2005, the annuitization rate for such plans was 92 percent, which increased to 94.5 percent in 2010. DB or CB plans with weak restrictions had the next-highest annuitization rates: From 79 percent in 2005, it went down to 58.6 percent in 2010. DB and CB plans with no restrictions on LSDs had the lowest annuitization rates. These results also dispel the notion that all participants covered by DB plans receive a steady stream of annuity payments for life. As the combined annuitization rate suggests, on an annual basis, somewhere between 53 percent and 70 percent of participants chose to have annuity payments. More importantly, the results suggest that in many cases these annuitization decisions may not be active choices but rather a direct result of the plan characteristics. Figure 3 shows the annuitization rates of the same group of participants as in Figure 2, but with the additional filter of a minimum five years of job tenure. The only visible change from the trends seen in Figure 2 is that the DB plans with strong restrictions on LSDs now show a slightly higher annuitization rate. For example, for 2005, Figure 2 (without the job tenure filter) shows an annuitization rate of 92.1 percent, which increased to 94.4 percent in Figure 3 (with the job tenure filter). For 2010, the annuitization rate increased from 94.5 percent in Figure 2 to 96.4 percent in Figure 3. Figure 4 adds an additional filter, a minimum account balance of $5,000. This additional filter makes one important difference in the annuitization trends shown in Figure 3 and Figure 4. In both Figure 2 and Figure 3 (except for the year 2010), cash balance plans with no restriction on LSDs have higher annuitization rates than traditional defined benefit plans with no restriction on LSDs, in contrast with some previous studies (Mottola and Utkus, 2007; Benartzi, Previtero and Thaler, 2011) that found CB plans have a lower annuitization rate than traditional DB plans. However, applying the additional filter of a minimum account balance of $5,000 reverses the trend in annuitization rates between DB and CB plans with no restriction on LSDs. Figure 4 shows that except for 2005 and 2009, the annuitization rate in CB plans with no restrictions on LSDs was lower than DB plans with no restrictions on LSDs (the difference in 2009 is very small). The trends in the rest of the plan types remain more or less the same as illustrated in Figure 3.



Annuitization Trends by Account Balance for Older Workers This study also analyzes how annuitization rates vary with account balance, age and job tenure for each of the plan types described earlier. Anecdotal evidence suggests that when people change their jobs, they tend to take an LSD if their account balances are small, and in many cases, plans impose forced cash-outs (federal law permits the employer to force a cash out for account balances less than $5,000). Figure 5 shows how annuitization trends vary across these different types of plans and account balance. To determine the account balance of those who receive monthly annuity payments, the monthly payments are converted to lump-sum amount using the following Group Annuity Reserving (GAR) mortality tables and the average 30‒year Treasury rate in each year:  Year 2005: GAR-94 (GATT 2003) and 4.5742 percent.  Year 2006: GAR-94 (GATT 2003) and 4.8767 percent.  Year 2007: GAR-94 (GATT 2003) and 4.8342 percent.  Year 2008: Applicable 2008 mortality table and 4.2792 percent.  Year 2009: Applicable 2009 mortality table and 4.0692 percent.  Year 2010: Applicable 2010 mortality table and 4.2517 percent.
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Figure 2 Annuitization Rates for 2005‒2010, by Restrictions on Lump-Sum Distributions, Ages 50‒75 100% 90% 80% 70%
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Source: Employee Benefit Research Institute estimates from data provided by Aon Hewitt.



Figure 3 Annuitization Rates for 2005‒2010, by Restrictions on Lump-Sum Distributions, Ages 50‒75, and at Least Five Years of Tenure 100% 90% 80% 70%
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Source: Employee Benefit Research Institute estimates from data provided by Aon Hewitt.
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Figure 4 Annuitization Rates for 2005‒2010, by Restrictions on Lump-Sum Distributions, Ages 50‒75, With at Least Five Years of Tenure and Account Balances of at Least $5,000 100% 90% 80%
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Source: Employee Benefit Research Institute estimates from data provided by Aon Hewitt.



Figure 5 Annuitization Rates for 2005‒2010, by Restrictions on Lump-Sum Distributions, Ages 50‒75, by Account Balance 100% 90% 80%



Annuitization Rate



70% 60% 50% 40% 30% 20% 10% 0% 


>=$5K & 


Type I



>=$10K & 


Type II DB With No Option for LSD DB/CB With Weak Restrictions on LSDs CB With No Restrictions on LSDs



Type III



>=$25K Type IV



DB With Strong Restrictions on LSDs DB With No Restrictions on LSDs All Plans Combined



Source: Employee Benefit Research Institute estimates from data provided by Aon Hewitt.
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Also, accounts are divided into four types according to account balance: Accounts with balances of less than $5,000 (Type I); accounts with balances of at least $5,000 and less than $10,000 (Type II); accounts with balances of at least $10,000 and less than $25,000 (Type III), and accounts with a minimum balance of $25,000 (Type IV). There are a couple of observations to be made here:  First, for all plan types except for cash balance plans with no restriction on LSDs, annuitization rates rise with account balance, and are particularly sharp for DB plans with no LSD option. For these plans, Type I accounts have an annuitization rate of 30.3 percent, increasing to 97.6 percent for Type II accounts, likely due to the forced cash-outs. Also, for DB plans with strong restrictions on LSDs, the annuitization rate increases steadily with account balance. For Type I accounts, there is an annuitization rate of only 6.3 percent, but that increases to 40.8 percent for Type II accounts, 83.3 percent for Type III accounts, and 97.5 percent for Type IV accounts. DB or CB plans with weak restrictions on the LSD option also exhibit a steady increase in annuitization rate with respect to account balance, but the rate of increase is lower than the rate of increase in DB plans with strong restrictions on the LSD option. For example, DB or CB plans with weak restrictions on LSDs have an annuitization rate of 8 percent for Type I accounts, increasing to 27.8 percent for Type II accounts, 52.1 percent for Type III accounts, and 69 percent for Type IV accounts. DB plans with no LSD restrictions also exhibit a steady increase in annuitization with respect to account balance, but here the annuitization rates and their rate of increase are both lower than DB or CB plans with weak restrictions on LSDs. For example, DB plans with restrictions on LSDs have an annuitization rate of 6.6 percent for Type I accounts, which steadily increases to 29.7 percent for Type IV accounts. Only CB plans with no LSD restrictions exhibit a different trend, moving down from Type I accounts to Type III accounts, and increasing only in the case of Type IV accounts.  Second, it is clear from the data that an aggregate annuitization rate fails to capture the variation in annuitization behavior across different plan types. For example, in the case of Type I accounts, the combined annuitization rate is 38.6 percent, whereas the annuitization rates for different plan types for these accounts range from 6.3 percent to 48.8 percent. On the higher end (i.e., for Type IV accounts), the combined annuitization rate is 68.6 percent, whereas it varies from 25.9 percent to 99.5 percent across different plan types.



Annuitization Trends by Age and Tenure Groups for Older Workers Figure 6 shows the annuitization rates across different plan types for different age groups. The sample of ages 50–75 is divided into five smaller age groups; Group I (50‒54), Group II (55‒59), Group III (60‒64), Group IV (65‒69) and Group V (70‒75). There are a few points to note from Figure 6:  First, across almost all plan types, annuitization rates rise until age 70, where there is a sharp decline in annuitization rates for the final age group (Group V). Specifically, the combined annuitization rate increases from 49.5 percent for Group I to 67.3 percent for Group IV, but then declines sharply to 42.7 percent for Group V. This drop in annuitization rate in the oldest group occurs across all plan types, but the extent of the drop varies for different plan types. As might be expected, DB plans with no LSD option show the smallest drop in annuitization rate (from 98.4 percent to 93.5 percent). Similarly, CB plans with no restriction on LSDs show the largest drop, from 68.4 percent to 30.8 percent. Some of the previous studies that looked specifically at age reported different results. For example, Mottola and Utkus (2007) report a strong positive relationship between age and annuitization. In fact, they report that the annuitization rates are highest for those 70 and above. However, this current study shows that annuitization rates peak between 65 and 69, and then drop, perhaps reflecting reluctance on the part of older individuals to risk the loss of their investments in view of their remaining lifespans.
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 Second, here too, the combined rate fails to capture the variation in annuitization rates across different types of plans. Consider that for those ages 50‒54 (Group I), the combined annuitization rate is 49.5 percent, while the annuitization rates across different plan types vary from 5.7 percent (CB plans with no LSD restrictions) to 96.2 percent (DB plans with no LSD options). At the other extreme, for those ages 70–75 (Group V), the combined annuitization rate is 42.7 percent, while the rates by type of plan range from 24.5 percent (DB plans with no LSD restrictions) to 93.5 percent (DB plans with no LSD options). Figure 7 shows the annuitization trends across different plan types for different job tenure groups. Tenure, like age, also has a positive correlation with annuitization decisions. Here as well, there is a lot of variation in annuitization decisions across different plans among different tenure groups, which is obscured by the combined annuitization rate. DB plans with no LSD option show the least increase in annuitization accompanying growth in tenure, increasing from 94 percent for people with a maximum of two years of tenure to 98.7 percent for those with job tenure of more than 10 years. DB plans with strong LSD restrictions show the highest rise in annuitization rates with increases in tenure, rising from 35.6 percent for the lowest-tenure group (maximum of two years) to 96.3 percent for the highest-tenure group (more than 10 years of tenure). The combined annuitization rates for the tenure groups are 35.1 percent and 65.4 percent, respectively.



Annuitization Decisions of Younger Workers Thus far, this study has focused on the annuitization decisions of older workers (50‒75). These workers generally have higher tenure and larger account balances and thus their annuitization behavior can be quite different from that of younger workers. Younger workers who change jobs more frequently may not meet the account balance requirements for annuitization (federal law permits employers to force cash outs for account balances less than $5,000), have smaller account balances and may have higher liquidity constraints than older workers. Figure 8 shows the annuitization trends for different types of plans between 2005 and 2010 for these younger workers. Again, the solid black line shows the annuitization rate for all plans combined. The first observation from Figure 8 is that the annuitization rates are much lower across all plan types for this younger group of workers. Comparing Figure 2 and Figure 8, it can be noted that in 2005 the combined annuitization rate for these younger workers was 11.1 percent, compared with 66.3 percent for the older workers. In 2010, the combined annuitization rates for younger and older workers were 5.2 percent and 65.5 percent, respectively. Secondly, the lower annuitization rate for younger workers also means less variation across different plan types. A simple look at Figure 2 and Figure 8 will make this apparent. Apart from the DB plans with no LSD option, none of the other plan types have annuitization rates over 30 percent in any of the years studied for younger workers. For older workers (Figure 2), in any given year, the annuitization rates varied from above 90 percent to below 30 percent across different plan types. However, that does not mean that there is no variation in annuitization decisions across different plan types for younger workers. In 2010, DB plans with no LSD option had the highest annuitization rate (56.9 percent), DB plans with no LSD restrictions had the lowest rate of annuitization (0.3 percent), while the combined annuitization rate was 5.2 percent. Third, DB or CB plans with weak LSD restrictions and DB plans with no LSD restrictions show a downward trend in annuitization over time for younger workers. For example, the annuitization rate for DB/CB plans with weak LSD restrictions dropped from 26.7 percent in 2005 to 4.4 percent in 2010. The respective drop for DB plans with no LSD restrictions was 9.6 percent to 0.3 percent. Finally, plans with higher degrees of restriction on LSDs had higher annuitization rates. One observation that stands out from Figure 8 is the steep drop in the annuitization rate for DB plans with no LSD options in 2009. However, this drop can be explained as additional filters on tenure and account balance are imposed: Low-tenure workers with low account balances tend to get cashed out.
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Figure 6 Annuitization Rates for 2005‒2010, by Restrictions on Lump-Sum Distributions, Ages 50‒75, by Five-Year Age Groups 100% 90% 80%
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Source: Employee Benefit Research Institute estimates from data provided by Aon Hewitt.



Figure 7 Annuitization Rates for 2005‒2010, by Restrictions on Lump-Sum Distributions, Ages 50‒75, by Tenure 100% 90% 80%
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Figure 8 Annuitization Rates for 2005‒2010, by Restrictions on Lump-Sum Distributions, Ages 20‒50 100% 90% 80% 70%
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Source: Employee Benefit Research Institute estimates from data provided by Aon Hewitt.



Figure 9 Annuitization Rates for 2005‒2010, by Restrictions on Lump-Sum Distributions, Ages 20‒50 and With at Least Five Years of Tenure 100% 90% 80% 70%
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Source: Employee Benefit Research Institute estimates from data provided by Aon Hewitt.
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Figure 9 imposes an additional filter of a minimum five years of tenure for these younger workers. The trend in annuitization decisions is almost unchanged from Figure 8, except that for some plan types the annuitization rates are marginally higher. For example, in DB plans with strong restrictions on LSDs, the 2010 annuitization rate increases from 11.8 percent to 16.9 percent between Figure 8 and Figure 9, while for DB/CB plans with weak restrictions on LSDs, the respective increase was 4.4 percent to 7.4 percent. Figure 10 adds the additional filter of a minimum account balance of $5,000 on top of the five-year minimum tenure filter in Figure 9. One immediate change is the disappearance of the sudden drop in the annuitization rate in 2009 for DB plans with no LSD options, present in both Figure 8 and Figure 9. For these plans, between 2008 and 2009, for those with at least $5,000 in their accounts, the annuitization rate slipped from 99.7 percent to 97.5 percent. So, most of the non-annuitized payouts in 2009 (now filtered out) were smaller account balances, suggesting that most were likely forced cash-outs. Additionally, the bottoming-out of the recent recession resulted in many younger workers losing their jobs, which could have affected the low annuitization rate in 2009. Otherwise, there are no major changes in the annuitization trends from Figure 9, except for some plans where the annuitization rates are marginally higher. As expected, the application of additional filters increases the annuitization rates for most plan types and reveals a greater variability in annuitization decisions across plan types for younger workers.



Annuitization Trends by Account Balance for Younger Workers Next, the annuitization decisions of younger workers are analyzed by account balance, and as in Figure 5, accounts are again divided into four types; accounts with balances of less than $5,000 (Type I); accounts with balance of at least $5,000 and less than $10,000 (Type II); accounts with balances of at least $10,000 and less than $25,000 (Type III); and accounts with a minimum balance of $25,000 (Type IV). Figure 11 shows the annuitization trends for younger workers by account balance and across different plan types. The annuitization trends by account balance look very different for older workers (Figure 5) and younger workers (Figure 11). As already noted, for older workers across most plan types, annuitization rates increase steadily with account balance, but this is not the case for younger workers. Figure 11 shows that for the first three types of account balances (i.e., balances less than $25,000), annuitization rates across all plan types are very close to zero. This supports the anecdotal evidence that most younger workers take LSDs (or are forced to cash out) when they switch jobs. For accounts with balances above $25,000, the annuitization rates vary positively with the degree of restriction imposed on LSDs. For example, DB plans with no LSD option have an annuitization rate of 99.5 percent, while DB plans with no LSD restriction have an annuitization rate of just 5.2 percent, resulting in a combined annuitization rate for Type IV accounts of 34.1 percent.



Annuitization Trends by Age and Tenure Group for Younger Workers Figure 12 shows how annuitization rates vary by age and plan type for younger workers. Here the sample of individuals ages 20–50 is divided into three smaller age groups; Group I (20‒29), Group II (30‒39), and Group III (40‒50). Again, there are some very significant differences in annuitization behavior among the older (Figure 6) and younger (Figure 12) workers. First, annuitization rates are very low for younger age groups, especially Groups I and II. Except for DB plans with no LSD option, the annuitization rates for all plan types are very close to zero for Groups I and II. For workers ages 40‒50 (Group III), annuitization rates are significantly above zero and vary across different plan types. For example, DB plans with no LSD option have an annuitization rate of 76.2 percent, DB plans with strong restrictions on LSDs have an annuitization rate of 23 percent, and DB plans with no restrictions on LSDs have an annuitization rate of 4.1 percent. The combined annuitization rate for all plan types for age Group III is 17 percent. So, combining the results of Figure 6 and Figure 12, it can be said that annuitizations are low for younger workers, rise with age, but fall again for those ages 70 and above. This is true for all plan types.
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Figure 10 Annuitization Rates for 20052010, by Restrictions on Lump-Sum Distributions, Ages 2050, With at Least Five Years of Tenure and Account Balances of at Least $5,000 100% 90% 80%
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Source: Employee Benefit Research Institute estimates from data provided by Aon Hewitt.



Figure 11 Annuitization Rates for 20052010, by Restrictions on Lump-Sum Distributions, Ages 2050, by Account Balance 100% 90% 80%



Annuitization Rate



70% 60% 50% 40% 30% 20% 10% 0% 


>=$5K & 


Type I



>=$10K & 


>=$25K Type IV



DB With No Option for LSD



DB With Strong Restrictions on LSDs



DB/CB With Weak Restrictions on LSDs



DB With No Restrictions on LSDs



CB With No Restrictions on LSDs



All Plans Combined



Source: Employee Benefit Research Institute estimates from data provided by Aon Hewitt. Note: Sample size for DB with no option for LSD in the middle two categories is very small (less than 50 ).
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Figure 12 Annuitization Rates for 20052010, by Restrictions on Lump-Sum Distributions, Ages 2050, by 10-Year Age Groups 90% 80% 70%
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Source: Employee Benefit Research Institute estimates from data provided by Aon Hewitt.



Figure 13 Annuitization Rates for 20052010, by Restrictions on Lump-Sum Distributions, Ages 2050, and by Tenure 90% 80% 70%
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Source: Employee Benefit Research Institute estimates from data provided by Aon Hewitt.
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Finally, Figure 13 shows how annuitization behavior varies by tenure for younger workers. The results are somewhat similar to results in Figure 12. Except for DB plans with no LSD option, annuitization rates are very close to zero across plan types for younger workers with less than 10 years of tenure. For those with longer tenure (more than 10 years), annuitization rates are higher and there exists some variation in annuitization behavior across different plan types. Among this group (tenure of more than 10 years), DB plans with no LSD options have an annuitization rate of 82.1 percent, DB plans with strong restrictions on LSDs have an annuitization rate of 39.4 percent, and DB plans with no LSD restrictions have an annuitization rate of 5.1 percent. The combined annuitization rate across all plan types for the same group is 26.7 percent. Combining the results from Figure 7 and Figure 13, it can be concluded that annuitization rates mostly increase with tenure, but the annuitization rates for any given tenure are higher for older workers (50‒75) than younger workers (20‒50).



Conclusion This study attempts to analyze how annuitization decisions in work place pension plans vary across different types of plans, in order to consider the extent that plan features influence the individual payout (annuitization) decision. Specifically, the study classifies 84 plans into five categories by the degree of restriction imposed on lump-sum distributions: defined benefit (DB) plans with no option for LSDs; DB plans with strong restrictions on LSDs; DB or CB plans with weak restrictions on LSDs; DB plans with no restrictions on LSDs; and cash-balance (CB) plans with no restrictions on LSDs. This study shows that annuitization rates vary significantly across these different plan types, and illustrates the distortive impact of combining annuitization rates across these different plan types. The other important findings include:  A single annuitization rate that combines all different types of plans obscures and generally overstates the true annuitization rate. The study shows that when combining all the plans across the years 2005‒2010, workers who made their payout decision between ages 50 and 75, had a minimum job tenure of five years and a minimum account balance of $5,000, had a combined annuitization rate of 65.8 percent. But within this group of workers those who were able to choose with no plan restriction on a lump-sum distribution had an annuitization rate of only 27.3 percent.  The degree of annuitization varies directly with the degree of restrictions imposed on LSDs. DB plans with no LSD options have the highest annuitization rates, while DB or CB plans with no restrictions on LSDs have the lowest annuitization rates. For example, for workers between 50 and 75 who made their payout decisions in 2010, the annuitization rate for DB plans with no LSD options was 98.8 percent and for DB plans with strong LSD restrictions it was 94.5 percent. On the other hand, the annuitization rate for DB plans with no restrictions on LSDs was 44.3 percent and for CB plans with no restrictions on LSDs it was 22.3 percent.  The results also indicate that a single annuitization rate that combines all these different plan types misses the significant variation in annuitization behavior that exists across these different types of plans. For example, for workers ages 50–75 who made payout decisions in 2010, the combined annuitization rate was 65.5 percent, but the annuitization rates that considered plan differences ranged from 98.8 percent (for DB plans with no LSD options) to 22.3 percent (for CB plans with no restrictions on LSDs).  For older workers (ages 50‒75), annuitization rates increase with account balance for almost all plan types. The increase is particularly sharp for DB plans with no LSD option. For these plans, the annuitization rate increases from 30.3 percent for accounts with a balance of less than $5,000 to 97.6 percent for accounts with balance of $5,000–$10,000. But for younger workers (ages 20‒50), annuitization rates are significantly above zero only when account balances are more than $25,000.
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 Annuitization rates are very low for those below age 40 (close to zero except for DB plans with no LSD options). But from 40 onwards, annuitization rates increase for all types of plans. Annuitization rates appear to peak between 65 and 69, but then fall sharply.  Annuitization rates increase with tenure, but for younger workers (ages 20‒50) with low tenure (less than 10 years), annuitization rates are very low. For older workers (ages 50‒75), annuitization rates are higher even in cases of low tenure.  Younger workers (ages 20‒50) have much lower annuitization rates than older workers (ages 50‒75) across all these different plan types. Also, the variation in annuitization behavior across these different types of plans is much higher for older workers than younger workers.
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Endnotes 1



A retirement annuity is a stream of fixed payments paid periodically (often monthly) to an employee for his/her lifetime. In many instances it is coupled with a joint survivor annuity which pays a monthly sum to the spouse after the death of the employee.



2



A cash balance plan is a defined benefit plan that defines the benefit in terms that are more characteristic of a defined contribution plan. In other words, a cash balance plan defines the promised benefit in terms of a stated account balance. See U.S. Department of Labor, www.dol.gov/ebsa/faqs/faq_consumer_cashbalanceplans.html#.ULUcooc0V8E 3



The Employee Retirement Income Security Act of 1974, the main federal law governing private-sector benefit plans.
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