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An Individual Perspective  
on Risk in a DC  
(Usually 401(k)) Environment
Traditional benefit packages once typically included defined benefit (DB) pension plans and focused on identify

ing the key financial risks facing employees, deciding which were more serious and developing strategies to 

protect employees from those risks. Today, defined contribution (DC) plans often are the primary retirement 

security vehicle, and much of the risk protection has been taken out of the benefits package. This article focuses 

on some of the risks facing employees, identifies which are covered by the typical 401(k) plan and which are not 

and provides ideas for managing risks not covered directly by the typical plan. There is substantial focus on 

longterm disability and longevity. The discussion spans savings and payout periods and suggests some ideas 

for the future, including greater integration of 401(k) plans with risk protection approaches. The article does not 

focus on investment risk and options.

by Anna M. Rappaport | Anna Rappaport Consulting

Introduction and Context

Traditional benefit packages once focused on identify-
ing the key financial risks facing employees, deciding 
which were more serious and developing strategies to 

protect employees from those risks. The packages typically 
included defined benefit (DB) pension plans that protected 
employees from investment, longevity and preretirement in-
flation risks and often included a disability provision to pro-
tect retirement security in the event of long-term disability. 

Today, the benefit package has changed dramatically so 
that defined contribution (DC) plans often are the primary 

retirement security vehicle and much of the risk protection 
has been taken out of the benefit package. While employ-
ees have more choice in their benefits, employers often have 
reduced spending for benefits. Employees need to focus on 
how to protect themselves from risk and, unfortunately, 
many are poorly prepared to do that.

Employers can help employees through the structure of 
their benefit plans and accompanying education. Some em-
ployers are committed to helping employees manage risk, 
but others offer some education and then leave it to employ-
ees to figure it out on their own.
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When a 401(k) plan is the primary 
retirement vehicle, the plan usually 
does not make any provision for han-
dling the impact of long-term disability 
risk on retirement savings or for han-
dling longevity risk. These risks are in 
addition to the inherent investment 
risks borne by the participant, limited 
protection for inflation risk and lack of 
integration with long-term care ben-
efits. This article will focus on some 
of the risks facing employees, identify 
which are covered by the typical 401(k) 
plan and which are not and provide 
ideas for managing those risks not cov-
ered directly by the typical plan. There 
will be substantial focus on long-term 
disability and longevity. The discussion 

will span savings and payout periods. 
Some ideas for the future, including 
greater integration of 401(k) plans with 
risk protection approaches, will be sug-
gested. The article will not focus on in-
vestment risk and options. 

Retirement Risks
The risks facing participants are the 

same whether they have a DC or DB 
plan, but the way the plan works and 
the protection it offers are quite differ-
ent. Traditional DB plans place most 
of the risk on the employer, and tradi-
tional DC plans place most of the risk 
on the employee. Newer benefit designs 
offer hybrid structures, sharing risk 
differently. Under the DC approach, 

the individual is responsible for risk 
protection and therefore needs more 
awareness of the range of risks.

Table I outlines some of the risks, 
how they are treated by various types of 
plans and the role of the participant in 
a DC environment. Table II describes 
other retirement risks.

Risk and When We Retire
One of the big issues is whether we 

will have enough money for retirement. 
This is closely linked to the question of 
when we will retire and how long we 
will live in retirement. If we retire later, 
we have more time to accumulate funds 
for retirement and will need to use the 
funds for less time during retirement. 

T A B L E  I

Risk Assumed in Different Types of Retirement Plans

Risk Traditional DB DC Comments

Longevity risk Plan sponsor if benefits paid as Participant Social Security offers coverage 
 lifetime income, participant if   for employee and spouse; 
 benefits paid as lump sum.   this risk is not wellrecognized 
 When benefits paid as income,   or appreciated. 
 survivor protection often included  
 for spouse.

Inflation risk Plan sponsor (through payrelated  Participant Social Security offers significant 
 benefit formula if pay tracks inflation)   coverage; biggest risk for longest lived. 
 preretirement, participant   Medical costs go up more rapidly 
 postretirement in private sector plans  than most other prices.

Preretirement  Plan sponsor preretirement if continued Participant This risk is largely unrecognized 
disability risk crediting of service and coordinated   and can derail retirement security. 
 with active employee longterm   Social Security offers some coverage, 
 disability insured benefits  but qualifying is strict.

Investment risk Plan sponsor in most cases Participant Structure of investment options in  
   DC reduces risk somewhat.

Note: A traditional DB plan is one that defines benefits as a monthly income.
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T A B L E  I I

Other Retirement Risks

Risk Managing the Risk  Comments

Public policy risk including tax  Municipal bonds, Roth IRAs and Personal retirement planning 
increases, changes in Social Security  Roth 401(k) plans reduce the impact might include a contingency 
and Medicare and other changes  of increases in future tax rates. for higher taxes and Medicare premiums.  
in public policy

 The plan sponsor can help by offering  
 a Roth option.

Major illness leading to unexpected  Consider health care needs in figuring out The employer can help with employee 
health care needs and costs the amount needed for an adequately funded  benefits or help to pay for health care.  
 retirement.  

 Use the exchanges to secure coverage after  The biggest postretirement risk is 
 retirement if the employer does not offer  preMedicare. Fewer employers offer 
 coverage until Medicare eligibility.  postretirement health care.  
 Choice of plan is important. With the exchanges, people without  
  employer coverage have access  
  to coverage.

Longterm care risk Consider longterm care needs in figuring  Longterm care has a big impact on both 
 out the amount needed for an adequately  the individual cared for and the family. 
 funded retirement. Consider longterm care  Caregivers often give up considerable 
 insurance. Greater assets are needed if  earnings and retirement security.  
 insurance is not available. 

 Continuing care retirement communities  Some employers offer insurance on a 
 combine housing, care and some financing  group basis. 
 of care for a considerable price. 

Death of a spouse Life insurance, assets available within  Social Security includes survivor benefits. 
 DC plan and payment options in DB plan  Employers can provide benefits and 
 can provide protection for the surviving spouse.  include information to help in planning. 

Unforeseen needs of family members  Be very careful about how much money The employer may offer support through 
and also family change including is given to family members. Consider an employee assistance program or 
divorce retirement assets and housing  a financial wellness program. Make sure 
 equity in the event of divorce. beneficiary designations are up to date.

Bad advice, fraud and theft Get knowledgeable on investments and  Employer can offer advice programs and 
 fraudulent practices. Interview and hire good  should be careful about choosing them. 
 advisors. Review investments periodically   
 for odd transactions. Employer also can include information 
  about safeguarding information, etc.,  
  in educational programs.
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Life spans have increased significantly over the last 100 years 
but without corresponding adjustments in retirement ages. 
This has resulted in longer periods of retirement and a need 
for larger amounts of savings to support retirement. The cur-
rent low interest rates and prospects for weaker-than-histor-
ical returns on stocks worsen the situation. Many people are 
not accumulating amounts sufficient for longer retirement 
periods and lower prospective returns.

Social Security has a major role in setting expectations 
(or signals) about retirement. Social Security has defined a 
retirement age range of 62 to 70, and the full benefit age for 
current retirees is 66. DC plans have no defined retirement 
age. This is in contrast to DB plans, which include retirement 
incentives and, in earlier years, often included mandates 
about when people should retire. When first introduced, DB 
plans often started with retirement ages around 65, and they 
later introduced earlier retirement. Over a long period, re-
tirement ages gradually dropped so that many people retired 
in their late 50s or early 60s. 

But in recent years, labor force participation at higher 
ages has increased, and work is becoming accepted as part 
of retirement. In the United States, mandatory retirement 
generally has been forbidden, but many people are still 
faced with retiring earlier than they expected and often 
not by choice. The Society of Actuaries Risks and Process 
of Retirement research tells us that retirees have retired 
at a much earlier age than preretirees expect to retire. In 
2013, retirees had retired from their primary occupation 
at a median age of 58, while preretirees expected to retire 
at 65. The research also tells us that the majority of retir-
ees, including voluntary retirees, were “pushed” rather 
than “pulled” into retirement. The push came from loss of 
a job, unpleasant circumstances at work, illness or family 
members needing care. In addition, there is a significant 
gap between expectations about working in retirement and 
what actually happens. Work at later ages will depend on 
adequate opportunities being available for older workers at 
appropriate skill sets. 

DC plans don’t define retirement ages, but a part of in-
creasing retirement security in a DC environment is improv-
ing the environment for working at older ages and making it 
feasible for people to retire at later ages.

Managing the Risks
We can think about risks in different ways—Some can 

be managed inside of the plan, and some are outside of the 
plan but can be managed with consideration of the plan. 
Also, some risks can be pooled while others cannot. The plan 
sponsor may consider the risks that can be managed outside 
of the plan that can be pooled as well as those that can be 
managed inside of the plan. The plan sponsor, particularly if 
interested in financial wellness, may offer support on some of 
the risks outside of the plan that cannot be pooled but affect 
employees. 

Longevity risk can be managed either inside or outside 
of the DC plan. The primary method of managing longevity 
risk inside of the plan is including a life annuity option, pref-
erably incorporating a joint and survivor option. However, 
few plans offer this option and, when they are included, they 
generally are voluntary and not often used. An alternative is 
to give employees access to favorable annuity purchase rates 
through an individual retirement account (IRA) rollover us-
ing a platform that offers access to a favorable purchasing 
arrangement. A variation on this option is to offer the oppor-
tunity to buy deferred annuity units as an investment option 
inside the DC plan.

Another method of managing longevity risk is to include 
an installment payment option with payments targeted to 
last over the participant’s expected lifetime. However, this 
method offers only partial protection against longevity risk. 
A Society of Actuaries research report, The Next Evolution in 
Defined Contribution Plan Design, lays out a variety of op-
tions for plan sponsors in managing longevity risk. The re-
port recommends the use of a menu of payout options, pro-
moting lifetime income and other systematic payout options 
and giving the participant choice. Combining the options is 
often a good strategy. 

Out-of-the-plan options include rolling DC account 
balances over into an IRA and adopting a withdrawal 
strategy that will preserve assets. Federal tax law requires 
that funds in a 401(k) plan or IRA be partially withdrawn 
starting after the age of 70½ in accordance with the re-
quired minimum distribution (RMD) rules. Many people 
want to preserve their assets in their tax-deferred ac-
counts for as long as possible. Thus, they try to limit their 
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withdrawals to the RMD amounts 
only.

Disability risk is a major risk that 
often is not recognized or provided for 
in DC plans. Preretirement long-term 
disability can easily derail retirement 
security as well as present a very major 
immediate challenge to the family. But 

disability risk is not understood and 
is underestimated. Sixty-four percent 
of wage earners believe that they have 
a 2% or less chance of being disabled 
for three months or more during their 
working career, but the actual odds for 
a worker entering the workforce today 
are about 30% (Council for Disability 
Awareness, 2013). 

The incidence of disability during 
working lifetimes is surprisingly high. 
One in four of today’s 20-year-olds will 
be disabled before he or she retires. 
More than 36 million Americans are 
classified as disabled; more than 50% 
of them are aged 18-64 (Council for 

Disability Awareness, 2013). Notwith-
standing these risks, Americans gross-
ly underestimate their chances of be-
coming disabled, and protecting their 
income if they do become disabled 
generally is not a focus. The tendency 
to underestimate the risk of disability 
may explain in part why less than one-

third of the civilian labor force has any 
employer-sponsored long-term dis-
ability coverage in addition to Social 
Security (ERISA Advisory Council, 
2013).

The financial consequences of dis-
ability can be severe. They include loss 
of earnings, discontinuance of retire-
ment savings, possibly higher health 
care costs and possibly the need for 
family members to provide care. In 
some cases, paid caregivers are need-
ed. Both the disabled person and the 
family are affected. In addition, some 
people withdraw retirement savings 
to help them through periods of dis-

ability. This can be particularly dev-
astating when it drains retirement 
resources, which affects both the fam-
ily and the disabled person. If the dis-
abled person dies and the family was 
counting on the resources for retire-
ment, it can be a major problem for 
the survivors. 

Poverty rates more than double 
when adults become disabled between 
the ages of 51 and 64. The percentage 
below the federal poverty line increases 
from 7.4% before disability onset to 
15.5% afterward. It reaches 20.6% for 
the 40% who are most severely disabled 
(Johnson, Favreault and Mommaerts, 
2010). Disability insurance provided 
by Social Security can mitigate the risk 
of poverty, but the standards for pay-
ment of disability benefits under Social 
Security generally are stricter than un-
der private long-term disability insur-
ance. The number of people claiming 
Social Security disability benefits has 

The financial consequences of disability can be severe. They include loss of earnings, 

discontinuance of retirement savings, possibly higher health care costs and possibly 

the need for family members to provide care. In some cases, paid caregivers are 

needed.
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escalated, causing problems for the system at the same time 
that claimants face uncertainty about possible changes in the 
program. 

Some benefit plans include provisions to coordinate the 
plan with disability. For example, DB plans typically include 
continued crediting of service and then benefits start at nor-
mal retirement age. These plans are designed to coordinate 
with employer-sponsored long-term disability insurance. 
Some DB plans offer disability pensions, but this is less 
common. Life insurance can include a waiver-of-premium 
provision so that the premiums are waived during long-
term disability. The equivalent of a waiver-of-premium 
provision may be used in a DC plan, but few plans have it. 
This is an area badly needing attention by plan sponsors. In 
addition, only about a third of the civilian workforce has 
employer-sponsored long-term disability coverage. Social 
Security benefits alone are not enough to protect employees 
adequately. Failure to offer this coverage also impairs retire-
ment security. 

Improving the Environment: Ideas for the Future
There are a variety of ideas for improving retirement se-

curity. Some apply before retirement and some to the period 
after retirement. Some apply inside the plan and some apply 
outside of the plan. These ideas can be viewed as goals for 
the future. 

Inside the Plan
•	 Idea 1: Every employee should recognize the need for 

and adopt a lifelong practice of saving for retirement. 
Employers should encourage this by a combination of 
using a match, autoenrollment, autoescalation (in-
creasing contribution rates at the time of salary in-
creases) and education.

•	 Idea 2: Disability coverage should be added to DC 
plans so that these plans have the equivalent of a 
waiver-of-premium provision and employer contribu-
tions to retirement programs are continued through 
periods of long-term disability. 

•	 Idea 3: All primary DC plans should include a menu 
of payout options so that participant accounts can be 
used to provide lifetime income, provide survivor ben-

efits, help pay for unexpected medical expenses during 
retirement and help finance long-term care. 

•	 Idea 4: DC plans should be thought of more like a life-
time financial security account.

Supporting the Plan
•	 Idea 5: Individuals should be able to choose automated 

and easy-to-use advice systems that will respond to the 
issues and concerns of the middle-income class includ-
ing risk management and protection. Ideally, such sys-
tems will gain widespread acceptance, and they will be 
designed to integrate with in-person support and offer 
advice easily accessible to the middle-income class.

Outside the Plan
•	 Idea 6: Plan sponsors should become more active in 

helping employees identify, understand and manage 
risks that affect their financial security. Employees do 
not understand the issues surrounding risk and op-
tions for providing risk protection, and plan sponsors 
can help, even if they cannot solve the problem.

•	 Idea 7: Many people end up retiring before they want 
to, and many older persons wanting to work find it dif-
ficult to do so. We need to think about better job op-
tions for older persons. We should also change the way 
we think about periods of retirement and focus on the 
difference between end of life and time of retirement. 

•	 Idea 8: Financial products should be simplified and 
terminology standardized. Products should be de-
signed so they can readily be compared and purchased 
in a competitive marketplace. That will make it easier 
for employers to offer access to financial security prod-
ucts and easier for consumers to know what they are 
buying.

Redefining Plan Types 
•	 Idea 9: This article focuses on traditional DC plans. 

(Traditional DC plans have individual accounts with 
all investment, inflation and mortality risk borne by 
the individual.) Variations on DC design enable more 
risk sharing and protection without shifting too much 
risk to plan sponsors. The retirement system regula-
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tions should be modified to permit more hybrid plan 
designs so that individuals can benefit from risk shar-
ing but retain some of the risk. Many such designs re-
quire policy changes. Such designs would allow for 
pension coverage that meets employee needs better 
than pure DC plans.

Improving the Policy Environment
•	 Idea 10: Employee benefit legislation often is linked 

to taxation and federal revenue. The benefits provi-
sions may be secondary to the impact on taxes. It 
would be much better if retirement saving were 

viewed realistically as a deferral of taxation to provide 
for the future security of our citizens. Currently, re-
tirement savings too often are viewed as today’s tax 
expenditures.

Conclusions
As DC plans become ever more important in the private 

sector retirement landscape, it is very important to think 
of retirement risks holistically and consider the operation 
of plans and the environment around them. A number of 
changes are desirable to improve the risk awareness of indi-
viduals and risk protection available to employees.   
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