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CHOOSING A LUMP-SUM DISTRIBUTION 

According to the Bureau of Labor Statistics, 18% of all employees — or 22 million workers — had 
access to defined benefit plans in 2016. Traditionally, defined benefit plans have paid benefits in 
the form of an annuity over the life of the participant and his or her spouse. While individuals have 
become increasingly savvy with respect to defined contribution plans — such as 401(k)s — and their 
distribution options, most participants remain unaware of the distribution options available to them 
in defined benefit plans. This paper focuses on the lump-sum and annuity distribution provisions in 
defined benefit plans, specifically with respect to availability, use and strategies for plan participants.

Background
Historically, one of the cornerstones of defined benefit plans has been the promise of a monthly retirement benefit once the 
individual attains retirement age under the terms of the plan. This benefit is usually provided through a single life annuity 
funded from the plan’s trust, but typically the plan would offer several other annuity-related distribution options.

The Employee Retirement Income Security Act of 1974 (ERISA) mandates that a defined benefit plan make an annuity payment 
option available to retiring participants. This annuity payment option must make periodic payments to the retiree over his 
or her lifetime and, in many cases, over the lifetime of the participant’s spouse. An annuity that continues payments to the 
survivor (usually the spouse) following the death of the retiree is called a joint and survivor annuity.

To make payments beyond the death of the retiree, the retiree’s benefit must be reduced. This reduction is based on the 
amount of the survivor’s benefit relative to the retiree’s benefit. For example, a joint and 50% survivor annuity would pay the 
surviving spouse a benefit equal to half of the benefit paid to the retiree prior to death. A joint and 100% survivor annuity 
would pay the surviving spouse a benefit equal to the full benefit paid to the retiree prior to death.

Not surprisingly, the 100% survivor benefit is more costly (in terms of reduced benefits paid to the retiree) than the 50% 
survivor benefit. The cost increases as the survivor benefit increases. Consequently, the benefit paid to the retiree is reduced 
if the participant elects a 100% survivor benefit. 

Some defined benefit plans offer term-certain benefits. The term-certain benefit will pay the beneficiary a benefit for the specified 
term (for example, 10 years). As with survivor annuities, the term-certain feature reduces the benefit paid to the retiree.

For example, assume Ray retires with a 10-year term-certain benefit, receives benefits for eight years and then dies. Ray’s 
beneficiary, Barb, will receive payments for two additional years. However, if Ray dies more than 10 years after his benefit start 
date, no additional benefit is paid to Barb. Term-certain arrangements can be found for five-, 10-, 15- and 20-year periods.

Defined benefit plans may offer lump-sum payout options to retirees. Under the lump-sum option, a retiree is paid an amount 
equal to the present value of his or her annuity benefit, using actuarial assumptions prescribed by federal tax laws. Today, the 
majority of defined benefit plans offer a lump-sum distribution option.1

Changes in the defined benefit plan lump-sum environment
The confluence of several factors has made lump-sum distributions attractive and increasingly available to retirees of all types.

The increase in the availability of a lump-sum option is largely attributable to a sharp rise in the number of cash balance 
plans that are more likely to offer lump-sums.2 For example, from 2001 to 2015, the number of cash balance plans increased 

1 Bureau of Labor Statistics National Compensation Survey, Bulletin 2781, April 2015
2 National Cash Balance Research Report, Kravitz, 2016
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more than tenfold. In 2001, cash balance plans represented 
only 3% of all defined benefit plans, while in 2015, they 
represented nearly a third of all defined benefit plans. Lump-
sum payments are included as an option for 90% of full-
time participants in cash balance plans. In contrast, 34% of 
those participating in traditional defined benefit plans have 
a lump-sum option available.3 The increase in the number of 
cash balance plans is likely to continue, since the Pension 
Protection Act of 2006 (PPA’06) formally put to rest concerns 
that the plans were inherently discriminatory. Treasury 
regulations issued in 2014 and 2015 include safe harbor 
rules for meeting nondiscrimination requirements.

A cash balance plan is a type of defined benefit plan that 
provides a participant with a benefit accrual equal to a certain 
percentage of the participant’s compensation and a specified 
rate of return on the hypothetical employer contributions. 
The interest credit is specified in the plan document by the 
sponsoring employer and is either a fixed or variable rate that 
is usually linked to a standard index, such as the Consumer 
Price Index or the rate on U.S. Treasury bills.

The benefit is expressed as a hypothetical total account 
balance. It is important to note that there is no actual 
investment account in existence for each participant.

A comparison: Traditional defined benefit plans 
and cash balance plans
A traditional defined benefit plan’s benefit formula generally 
is based on the participant’s years of service and/or 
compensation. For example, a plan may provide a flat benefit 
equal to 30% of compensation at retirement. Alternatively, a 
plan may provide a benefit equal to 1.5% of compensation for 
each year of service at retirement.

The cash balance plan uses a different approach to 
determine a participant’s benefit. Under the cash balance 
formula, the benefit is a hypothetical employer contribution 
(for example, 5% of pay), added to a hypothetical account (for 
example, $20,000 benefit from the prior year) and increased 
by a plan-determined interest rate.

From the participant’s perspective, the cash balance plan 
appears to be a defined contribution plan rather than a 
defined benefit plan. The participant sees a beginning 
balance, employer contributions and interest credited to 
his or her account. The ultimate benefit is guaranteed and 

the plan will provide an annuity option. Guaranteed annuity 
payments are subject to the claims-paying ability of the 
insurance carrier (or employer plan, if self-annuitizing). 
Because of the defined contribution-like nature of the 
cash balance plan, a lump-sum option is usually available. 
The actuarial assumptions are structured such that the 
employee’s “balance” is generally equal to the value of a 
lump-sum distribution.

Like all defined benefit plans, cash balance plans provide 
a benefit amount to covered employees on the basis of a 
known formula. Employers bear the financial risk of cash 
balance plans and are required to maintain sufficient funds 
to pay future benefits. The unique nature of this arrangement 
is that benefits are defined as a lump-sum — the “cash 
balance” of a covered employee’s account — rather than as 
a periodic payment to be received during retirement. Cash 
balance plans also provide annuity payment options that 
traditional defined benefit plans offer.

Relative values of lump-sums have changed
Traditional defined benefit plans must calculate lump-sum 
payments by converting the amount of the individual’s 
annuity payments to a present value. The present value 
calculation is based on a formula within the plan and factors 
specified in the Internal Revenue Code and regulations.

Actuarial factors include interest rate and mortality. The 
interest rate used to make the determination is a key 
component in this calculation, because it has a substantial 
impact on the amount of the benefit. The higher the interest 
rate assumption, the lower the present value/lump-sum. The 
lower the rate, the higher the present value/lump-sum.

Prior to 2008, defined benefit plans were required to use 
the 30-year U.S. Treasury rate as the interest rate in present 
value/lump-sum calculations. As the Treasury rate increases, 
the value of the present value/lump-sum decreases. 
Conversely, as the Treasury rate decreases, the value of 
the present value/lump-sum increases. With the 30-year 
Treasury rate at historic lows in recent years, present value/
lump-sum amounts have increased significantly.

With the enactment of PPA’06, since 2008 different interest 
rates, based on blended corporate bond rates using a three-
segment yield curve, are used to calculate defined benefit 
lump-sum distributions. The use of these interest rates 
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were phased in at 20% increments per year over a five-year 
period (2008 through 2012). The blended corporate bond 
rates are generally higher than the 30-year Treasury rates, 
which will result in lower valued lump-sum amounts. With the 
interest rates under PPA’06 in effect, the lump-sum values 
likely have been reduced, but they may still be an appropriate 
distribution option for plan participants.

As amended by PPA’06, the Internal Revenue Code defines 
the mortality table that plans must use for lump-sum 
calculations, which is based on recommendations by 
the Society of Actuaries (SOA). In October 2014, the SOA 
released an updated mortality table (RP-2014) and a mortality 
improvement scale (MP-2014), the latter of which will be 
updated annually and reflects increased life expectancies. 
Increased mortality equates to increased lump-sum values. 
The IRS is expected to adopt the RP-2014 mortality tables, 
as amended, for use in 2018 lump-sum calculations.

Defined benefit in-service distributions
Defined benefit plans may permit distributions for 
participants at age 62, even if they are still employed. The 
combination of declining lump-sum values and the potential 
option for in-service distributions at age 62 should prompt 
defined benefit participants to discuss with their advisors 
the feasibility of taking in-service, lump-sum distributions for 
rollover purposes.

Annuity vs. lump-sum
Often individuals are unaware of the payout options in 
their defined benefit plans. It is critical that participants 
understand their distribution choices and any associated  
tax consequences.

Most participants are concerned about their ability to control 
their money. Many worry about who will control their income 
stream in retirement. If an annuity option is selected, the 
plan is responsible for ensuring the payments are made. If 
the plan is taken over by the federal government as a result 
of underfunding, the Pension Benefit Guaranty Corporation 
(PBGC) assumes the obligations for benefit payments. 
However, many retirees see their benefits reduced following 
a PBGC takeover. For underfunded pension plans terminating 
in 2017, the maximum annual benefit the PBGC pays to a 
retiree is $64,431.844 regardless of the benefit amount the 
retiree may have received prior to the takeover.

Increased claims from terminations of significantly 
underfunded pension plans have resulted in a deficit in the 
single- and multi-employer insurance funds of the PBGC. For 
the fiscal year ending September 30, 2016, the combined 
deficit in those two funds totaled $79 billion.5 These reports 
have increased worker apprehension over the security of 
retirement benefits.

For many participants, the idea of taking a lump-sum 
distribution and rolling the amount over to another retirement 
vehicle (generally an IRA) may be attractive since it gives 
them more control over their retirement assets. Whether 
one should roll over plan benefits is a question that should 
only be answered after considering all distribution options 
(e.g., leave the assets in the plan, distribute the assets or 
roll the assets to another employer’s plan or IRA), taking 
into account several factors, including but not limited to 
the availability of investment options, fees and expenses, 
services, taxes and/or penalties, creditor protection, required 
minimum distributions (RMDs) and the tax treatment of 
employer stock.

A second area of concern for individuals is legacy planning. 
Often, it is easier to create a legacy strategy when the 
benefits are within an IRA and under the control of the retiree 
or his or her advisors versus in the defined benefit plan. 
Almost all defined benefit plans offer some type of survivor 
annuity option (joint and survivor, term-certain, etc.).

Certainly, these options can play an important role in the 
retiree’s legacy planning. However, in almost all cases, once 
an option is selected, it is irrevocable. This is a problem 
because a decision that seemed prudent to a 62-year-old 
retiree may not be optimal at age 72.

Of course, some participants may want a guaranteed income 
stream and therefore may benefit from electing an annuity 
option from the plan. Guaranteed annuity payments are 
subject to the claims-paying ability of the insurance carrier (or 
employer plan, if self-annuitizing). In that case, it may make 
sense to compare the annuity available through the plan with 
an annuity that could be purchased outside of the plan with 
a lump-sum payment. The annuity available through the plan 
may pay a higher monthly benefit due to institutional pricing. 
On the other hand, annuities purchased outside the plan 
through an IRA will usually have more features available and 
may permit the IRA owner to defer the decision to annuitize 
until a later date.
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Special considerations for lump-sum  
rollover elections
Two important considerations in the lump-sum strategy are:

■   Participant access to the assets

■   Rollover eligibility of the assets

Even if the lump-sum option is available, participants must first 
be able to access their retirement benefits. Retirement benefits 
can be distributed only after a triggering event, such as:

■   Attainment of retirement age

■   Disability

■   Death

■   Separation from service

Defined benefit plans may include an in-service distribution 
option that permits distributions to participants at age 62, 
even if they are still employed. Because distribution-triggering 
events vary by plan, the only way to determine when a plan 
participant may take a distribution is to review the terms of 
the governing plan document.

Once it is determined that the plan offers a lump-sum 
option and that the participant is eligible to receive such a 
distribution, the next step is to ensure the funds may be 
rolled into another tax-favored vehicle. Typically, to qualify as 
a lump-sum distribution and thus be eligible for rollover, the 
full value of the benefit must be distributed to the individual 
during a single calendar year, although some plans may 
permit partial lump-sum payments.

Another important factor in the lump-sum rollover scenario is 
the type of rollover. If the individual elects an indirect rollover 
(where the rollover check is payable to the participant), the 
plan is required to withhold 20% of the benefit for federal 
income tax withholding. The participant can avoid the 
mandatory 20% withholding if he or she uses a direct rollover 
strategy. A direct rollover occurs when the check is payable 
to the custodian or trustee of the receiving IRA.

The rollover process should be carefully documented and 
tracked. For example, if a check is sent to a retiree and the 
check is payable to the retiree, the individual has 60 days to 

enact the rollover. Beyond 60 days, the distribution is taxable 
and no longer eligible for rollover to an IRA.

Pension “de-risking” trend continues
As the term implies, de-risking is a strategy plan sponsors 
can use to help reduce volatility and liability with respect 
to their company’s defined benefit plan obligations 
and corporate balance sheets. Plan sponsors who 
maintain defined benefit plans must meet certain funding 
requirements to ensure that they can satisfy employee 
benefit obligations at retirement. Funding shortfalls require 
higher contributions and reflect negatively on corporate 
balance sheets. Pension de-risking has become a common 
discussion point in the last several years as plan sponsors 
look to reduce the financial liabilities of their defined benefit 
plans. There are four main reasons plan sponsors are 
considering a pension de-risking strategy now:

■   Funding improvement. Many plans are experiencing 
the highest funding levels since 2008, and plan 
sponsors may be able to secure their strongly funded 
positions by implementing de-risking strategies now.

■   Investment uncertainty. Interest rates affect a defined 
benefit plan’s funded status, required contribution 
levels and benefit settlement obligations. Although 
interest rates have been low for the past decade, the 
Federal Reserve increased interest rates in December 
2016, and other increases are likely as the economy 
continues to improve.6

■   Longevity risk. The new mortality tables issued by 
the Society of Actuaries, when adopted, will reflect 
an increase in life expectancy for participants and 
as a result increase the length of time a plan will be 
expected to pay benefits to participants. This could 
result in increased contribution requirements for plan 
sponsors in order to meet the increased liability. Even 
though the IRS does not expect to require the use of 
these updated mortality tables until 2018, some plans 
have already begun applying them.

■   Increasing PBGC premiums. The Bipartisan Budget 
Acts of 2013 and 2015 included significant increases 
in the flat-rate and variable-rate premiums charged by 
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the PBGC for single-employer defined benefit plans. 
These increases became effective for plan years 
beginning in 2015 and later. The additional PBGC 
premium costs will be highest for pension funds that 
run large deficits.

Consequently, companies are beginning to realize it may 
be beneficial to settle known pension obligations to plan 
participants and retirees now (through additional options 
for lump-sum payments and transfers of ongoing benefit 
payment obligations to outside insurance carriers) in an 
effort to reduce their exposure to their gross pension 
obligations long term.

The following de-risking strategies have become common 
over the last few years and will likely continue to grow  
in popularity.

■   Use liability-driven investment (LDI) strategies to better 
fund plan liabilities

■   Freeze the plan, preventing additional participants from 
entering the plan, freeze future benefit accruals, or both

■   Offer early retirement options or add a lump-sum 
provision for current participants

■   Offer lump-sum windows to certain participants and 
beneficiaries who have not yet commenced benefit 
payments

■   Purchase annuities within the plan to help meet  
benefit liabilities (i.e., a buyout)

■   Shift future benefit liabilities to outside insurance 
carriers (i.e., a buy-out — also called a pension  
risk transfer)

■   Terminate the plan

Ford Motor Company was one of the first major U.S. firms 
to offer approximately 90,000 eligible U.S. salaried retirees 
and U.S. salaried former employees a one-time option 
to receive a voluntary lump-sum pension payment in lieu 
of previously elected annuity payments from its salaried 
defined benefit pension plan.7 Historically, this chance for 
a distribution “do-over” has been rare. Then in June 2012, 
General Motors announced its latest step in a decade-long 
effort to reduce its exposure to pension obligations that are 
believed to be the largest in the nation for a corporation. 
The changes have affected nearly 118,000 retired salaried 
employees. GM will provide select U.S. salaried retirees a 
lump-sum payment offer and other salaried retirees with a 
continued monthly pension payment stream, administered 
and paid by an outside insurance carrier.8 Other corporations 
that have adopted similar pension de-risking strategies from 
2012 through 2016 include NCR, the New York Times, Sears 
Holdings Corporation, Verizon Communications, Fannie 
Mae and Freddie Mac, Boeing, Alcatel-Lucent, Bristol-Myers 
Squibb, Lockheed Martin, A.H. Belo, J.C. Penney, Scripps, 
Newell Rubbermaid, Hewlitt-Packard, Dupont and UPS.

A 2016 survey of CFOs with defined benefit plans indicated 
a growing willingness to take aggressive action in de-risking 
their pension obligations. According to the findings, 63% 
of CFOs with defined benefit plans have used at least one 
aggressive de-risking tactic. De-risking has been more 
common in the energy, resources and manufacturing 
industries. Lump-sum payouts to terminated employees 
is a leading tactic, with 52% of respondents using the 
offering. Annuity buyouts are on the rise as well (23%).9 
This movement by defined benefit plan sponsors toward 
implementing pension de-risking strategies has placed the 
annuity vs. lump-sum distribution decision front and center 
for hundreds of thousands of workers and retirees.

Conclusion
Participant awareness of a lump-sum provision in a defined 
benefit plan is the first step in the overall annuity vs. lump-
sum decision-making process. Step two is for the participant 
to determine which payout option is best for his or her 
particular situation, as well as his or her beneficiaries.  
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This may require the individual to address both financial and 
emotional issues. To the extent possible, defined benefit 
plan participants should begin the distribution analysis and 
decision-making process months or even years before the 
planned retirement date.

Clearly, one’s plan distribution strategy is critical and 
sometimes irrevocable. Participants should only make payout 
decisions following thorough reflection and review. Similarly, 
if a lump-sum rollover decision is made, keep in mind that 
the mechanics of the rollover can be complex and confusing. 
In a direct rollover, the check or wire is sent directly to the 
new IRA custodian or trustee, payable to the IRA. The direct 
rollover strategy avoids the limitations of the 60-day rule and 
the 20% federal income tax withholding. It can provide the 
individual with additional income planning opportunities and 
choices, as well as the all-important sense of control that so 
many individuals crave.

Consult a tax professional
From an availability and financial suitability perspective, 
the lump-sum option is relatively common and may be 
advantageous. Of course, it is always recommended that one 
consult with a tax or legal professional prior to taking any 
plan distribution.


