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R
emember the old three-legged retirement stool? It referred 
to the most common sources of retirement income—em-
ployee pensions, personal savings and Social Security.

In California, certificated educators have a two-legged 
retirement stool. Their retirement plan consists of the Cali-

fornia State Teachers’ Retirement System (CalSTRS) and personal 
savings. CalSTRS provides educators with a defined benefit plan that 
is based on the retiring member’s years of service, age at retirement 
and final compensation.

California educators do not contribute to Social Security for 
CalSTRS-covered employment. And if educators are eligible 
for Social Security while working in a nonteaching job or as a 
spouse, widow or widower, there are government pension off-
sets that can reduce or eliminate those benefits. The average 
salary replacement ratio for CalSTRS is between 45% and 
60%, depending on hire date and other factors.1 This results 
in a large income gap for an educator who wants to maintain 
his or her standard of living in retirement.

California educators, along with most public sector 
employees, may need to supplement their defined benefit 
pension plan. Fortunately, public sector and other eligible 
employees can contribute to a tax-deferred retirement 
plan through a 403(b) and/or 457 plan.

Public employees often count on a DC plan to close the retirement 
income gap left by a DB pension. A choice of model portfolios can 

help them make the most appropriate asset allocation decisions.
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403(b) and 457 plans

learn more >>
Education
Public Employee Policy Forum 
September 15-16, Washington, D.C.
Visit www.ifebp.org/publicemployee for more information.
Certificate of Achievement in Public Plan Policy (CAPPP®) 
October 11-12, Boston, Massachusetts
Visit www.ifebp.org/CAPPP for more information.
Defined Contribution Plans
Visit www.ifebp.org/elearning for more information.

From the Bookstore
PSCA’s 2013 403(b) Plan Survey
PSCA. 2013.
Visit www.ifebp.org/books.asp?8984 for more details.

So far, so good. But after deciding 
whether to contribute to a tax-deferred 
plan, participants’ next step is figuring 
out where to invest their 403(b) or 457 
contributions.

investment Options  
in a 403(b) or 457 Plan

Insurance companies and mutual 
fund companies are the most common 
403(b) and 457 vendors. Insurance 

companies historically have led 403(b) 
sales through the use of fixed and vari-
able annuities, but annuities can have 
disadvantages:

•	 Investing in a tax-deferred annu-
ity inside a tax-deferred retire-
ment account has been compared 
to “wearing a raincoat indoors.” 
These products offer no addi-
tional tax benefit.

•	 Variable annuities often include 
surrender fees and high-cost sub-
accounts and can include annual 
mortality and expense fees up to 
1.25%. The Securities and Ex-
change Commission has adviso-
ries on its website concerning the 
sale of variable annuities within a 
retirement plan.2

•	 Fixed annuities also often include 
surrender fees and tend to credit 
low interest rates that are typi-
cally most similar to returns 
available from extremely conser-
vative investments. For most 
long-term investors, fixed annui-
ties are not likely to offer invest-
ment returns high enough to 
help close the retirement income 
gap. And they often include li-
quidity restrictions.

Fortunately, public sector partici-
pants have better options. A 403(b)
(7) custodial account or a 457 plan 
can provide access to low-fee target-
date funds and a diversified lineup of 
no-load active and passive funds from 
many mutual fund companies. Sales of 
these types of plans are increasing as 
plan sponsors and participants are de-
manding more transparency and lower 
fee alternatives to the traditional 403(b) 
and 457 plan annuity options. Fees are 
an important component of invest-
ing success. While investors don’t have 
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much control over the economy or market returns, they do 
have a choice in account fees.

Public sector employees with a defined benefit pension 
plan already have an annuity or payment for life, and con-
tributing to an annuity through a tax-deferred 403(b) or 457 
retirement plan can be a disadvantage and a redundancy. 
A better alternative is for participants to take advantage of 
403(b)(7) custodial account plans and invest in target-date 
funds, core funds or managed accounts. These are similar to 
investment offerings used in private sector 401(k) plans.

Target-date funds allow participants to make one invest-
ment decision with their contributions and select the target-
date fund most appropriate for the anticipated year of retire-
ment or the age of 65.

Managed accounts offer participants a hands-off solu-
tion that delegates the responsibility of managing contribu-
tions to a vendor that uses an independent financial engine 
or software to determine an asset allocation based on the 
core menu of investment options offered by the 403(b) ven-
dors. For California educators, this option may not be well-
matched. Managed account participants—often older par-
ticipants with large account balances—pay an asset-based 
fee for the service in addition to the investment fees.

What about the participant who wants more control over 
his or her investment strategy and doesn’t have extra money 
to pay managed account fees? Developing an asset alloca-
tion that takes advantage of low-cost mutual funds and is 
appropriately structured for the participant’s circumstances 
may be a good option.

The California Teachers Association (CTA), which repre-
sents approximately 325,000 educators in California and is 
the nation’s largest public education organization, has been 
leading efforts to help educators with their supplemental 
403(b) and 457 savings plans. CTA investment education 
has been provided through an education portal—ctainvest 
.org—and consumer guides on 403(b) and 457 plans and on 
working with advisors, as well as trainings and the creation of 
an open platform 403(b)(7) custodial account plan that offers 
direct access to a menu of low-fee mutual funds. The plan and 
investment menu were developed using a rigorous fiduciary 
process. As part of its investment education initiative, CTA 
developed a series of model portfolios for its members.

The model portfolios were created to help educators take 
the next step in evaluating their current investment strat-
egy and provide guidance in creating an asset allocation 

strategy. The portfolios are designed with different “career 
points” in mind (such as early career, midcareer, near re-
tirement and retirement) to help educators easily identify 
which allocation mix most appropriately aligns with their 
current situation.

Model Portfolio Asset Allocation Study
CTA engaged RVK, Inc., an independent investment con-

sulting firm that works with institutional investment portfo-
lios and plan sponsors, to develop model portfolios for Cali-
fornia educators. A model portfolio asset allocation study 
incorporated information regarding the unique characteris-
tics of California educators, including salaries and expected 
pension income, projected long-term asset class characteris-
tics (return, risk and correlation) and simulation modeling 
of projected investor contribution and withdrawal patterns.3

While model portfolios may not meet the needs of each 
unique circumstance, they have been an extremely helpful 
guide for educators looking for help in developing an asset 
allocation approach that is appropriate for the time horizon 
remaining until retirement. The portfolios are more objec-
tive than risk tolerance surveys, which can be overly influ-
enced by emotions and fear.

A Look at Four Model Portfolios

Early Career—Long-Term Growth Model Portfolio

Objective: Long-term growth
Investor profile: Early career, very long time horizon, 

relatively small balance relative to contributions.

403(b) and 457 plans

takeaways >>
•   Fixed and variable annuities have a number of drawbacks as 

investment options.

•   Low-fee target-date funds and a diversified lineup of no-load 
active and passive funds are available from many mutual fund 
companies.

•   Managed accounts offer participants a hands-off investment solu-
tion but carry an asset-based fee for service, in addition to other 
fees.

•   Model portfolios geared toward different retirement time horizons 
can help investors create an asset allocation strategy.

•   Investing only in low-returning safe investments introduces signifi-
cant shortfall risk.
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Midcareer—Balanced Growth Model Portfolio

Objective: Long-term growth, balanced with safety
Investor profile: Midcareer, moderately long time hori-

zon, growing asset balance is now relatively large compared 
with contributions.

Nearing Retirement—Stability and Moderate Growth 
Model Portfolio

Objective: Safety balanced with growth and inflation pro-
tection

Investor profile: Relatively close to retirement; would 
have a difficult time with significant volatility, yet still has 
some need for growth and inflation protection.

In Retirement—Stability and Income Model Portfolio

Objective: Safety, liquidity, income generation, modest 
growth and inflation protection

Investor profile: In retirement and making annual with-
drawals to supplement pension income.

Model portfolios can’t guarantee participants won’t expe-
rience investment losses and are subject to the underlying 
risks of the mutual funds that construct the asset allocation. 
Investment in stock mutual funds carries more risk than in-
vestments in bonds or cash instruments. However, investing 
only in low-returning safe investments introduces signifi-
cant shortfall risk. Showing participants historical returns 
and reminding them to use their time horizon as a guide to 
manage the ups and downs of the market are helpful. Fig-
ure 2, showing rolling returns of stocks vs. bonds, is used in 
CTA’s investment education seminars to demonstrate clearly 

to participants that over the long term, stocks generally are 
more advantageous than conservative bond investments.

next Steps for 403(b) Participants
Response to the CTA model portfolios has been posi-

tive. A frequent question educators ask is, “Which portfolio 
is right for me?” Figure 3 was created to help participants 
self-select the model that aligns with their current situation.

The model portfolios are helping CTA’s investment 
education efforts to encourage educators to save early, 
save as much as they can and take advantage of 403(b)(7) 
custodial accounts that offer appropriately priced mutual 
fund options. It is not difficult to create or use the CTA 
model portfolios as a guide to create an asset allocation as 
long as there is a 403(b)(7) mutual fund provider available 
to participants. Often, the 403(b) or 457 recordkeeper can 
automate rebalancing of the portfolio quarterly or annu-
ally.

Participants using the model portfolios may be able to 
avoid the expense of using investment advisors or managed 
account options from their vendor to design or customize a 
portfolio. These options can add an additional 1-2% in fees 
annually, in addition to the investment fees, and may not 
be necessary for some participants. CTA will be providing 
more education and support to help its members use the 
model portfolios.

Summary
Public sector employees need to have good options and 
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FIguRE 2
Stocks vs. Bonds—Annualized Rolling Return Through December 31, 2013
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tools for their supplemental savings 
plan. Educators’  403(b) or 457 sup-
plemental retirement plan must earn 
enough over their working career to 
account for inflation, longevity, health 
care and other retirement expenses. 
Once the decision to save has been 
made, appropriate asset allocation and 
avoidance of unnecessarily high fees 
are two critical factors in building a 
nest egg large enough to help shrink the 
retirement income gap.   

Endnotes

 1. “What’s Working: Retirement Benefits 
Counseling,” Benefits Magazine, January 2014, 
pp. 10-11.
 2. Securities and Exchange Commission, 
“Variable Annuities: What You Should Know,” 
September 2007. Retrieved from www.sec.gov/
investor/pubs/sec-guide-to-variable-annuities 
.pdf.
 3.  CTA, EBT Model Portfolios Asset Alloca-
tion Study, December 2013. 
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