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Understanding and Optimizing Your Deferred Compensation Program: A
Comprehensive Guide for Public Employees

Introduction

As a Washington State public employee, you can access a powerful tool for building your
financial future: the Deferred Compensation Program (DCP). This voluntary retirement
savings plan allows you to supplement your pension and Social Security benefits,
potentially making a significant difference in your retirement lifestyle.

Whether you're just starting your career in public service or a seasoned professional
looking to optimize your retirement strategy, this comprehensive guide will provide you with
the knowledge and tools you need to maximize the DCP.

1. Key Terms and Concepts

To fully grasp the workings of the DCP, it's essential to understand these fundamental
terms:

1. Deferred Compensation: The portion of an employee's salary set aside for future
payment, typically at retirement.

Pre-tax Contributions: Contributions made from your salary before taxes are
deducted, reducing your current taxable income.

Roth Contributions: These are after-tax contributions that allow for tax-free
withdrawals in retirement, provided certain conditions are met.

. Contribution Limits: The maximum amount you can contribute to your DCP
account each year, as set by the Internal Revenue Service (IRS).

Investment Options: To grow your savings, use the target date funds or build your
own allocation and monitor those funds within the DCP.

Required Minimum Distributions (RMDs): The minimum amount you must
withdraw from your account each year once you reach a certain age (currently 73).

. Catch-up Contributions: Additional contributions are allowed for participants aged
50 and older or those nearing retirement.

Early Withdrawal - 457(b) plan funds can be withdrawn before 59 2 without penalty
if the plan sponsor no longer employs you. Be careful not to roll over 457(b) funds
into an IRA before age 59 2 not to lose the penalty-free withdrawal option.

2. Navigating Your DCP: Fundamental Concepts
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2.1 Enrollment and Eligibility
Who Can Participate?

The Washington State Deferred Compensation Program is available to all state employees
and employees of participating political subdivisions (such as counties, cities, and special
districts), including full-time, part-time, and temporary employees.

How to Enroll
Enrolling in the DCP is a straightforward process:

1. Visitthe Department of Retirement Systems (DRS) website or obtain an enrollment
form from your employer's HR department.

. Complete the enrollment form specifying your contribution amount and investment
choices.

3. Submit the form to your payroll office or enroll online through the DRS website.
4. Some employers offer DCP through a third-party provider such as MissionSquare.

Many employers offer automatic enrollment for new hires. Check with your HR department
to see if this option is available.

Choosing Your Contribution Amount

When enrolling, you must decide how much to contribute from each paycheck. Consider
the following:

e The minimum contribution is $30 monthly or 1% of your salary, whichever is greater.

e You can contribute up to the IRS annual limit ($23,000 for 2024, subject to change
annually).

If you're 50 or older, you can make additional "catch-up" contributions ($7,500 for
2024).

While it's tempting to start small, contributing too little may significantly impact your long-
term savings. Use the DCP's online calculators to estimate how different contribution
levels could affect your retirement savings.

2.2 Investment Options and Strategies

Available Investment Options
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There is a diverse range of investment options to suit different risk tolerances and
investment goals:

1. Target Date Funds: These funds automatically adjust their asset allocation as you
approach retirement.

Build and Monitor Funds: A selection of stock, bond, and stable value funds for
those who prefer to create their own portfolio.

Crafting Your Investment Strategy
To develop an effective investment strategy:
1. Assessyourrisk tolerance using the DCP's risk assessment tool.

Consider your time horizon (years until retirement).

2
3. Diversify your investments across different asset classes.
4

Review and rebalance your portfolio to optimize returns and return to your original
risk profile.

Avoid making emotional investment decisions based on short-term market fluctuations.

Stick to your long-term strategy and consult an investment professional before making
significant changes.

2.3 Tax Advantages and Contribution Types
Pre-tax Contributions
Traditional pre-tax contributions offer immediate tax benefits:

e Contributions are deducted from your paycheck before taxes, reducing your current
taxable income. For example, $1 of contributions won’t reduce your take-home pay
by $1 since the reduced taxable income results in lower federal income tax
withholding.

Earnings grow tax-deferred until withdrawal.
¢ Withdrawals in retirement are taxed as ordinary income.
Roth Contributions
Roth contributions provide tax-free growth potential:
e Contributions are made with after-tax dollars.

e Earnings grow tax-free.
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¢ Qualified withdrawals in retirement are tax-free.
Decision-Making Framework:
1. Assess your current tax bracket versus your expected tax bracket in retirement.

2. Consider your overall retirement savings strategy and other accounts (e.g., pension,
Social Security).

Evaluate your need for tax diversification in retirement. Tax diversification distributes
investments across accounts with different tax treatments (tax-deferred, tax-free,
and taxable) to minimize overall tax liability and provide financial flexibility.

2.4 Accessing Your Funds
In-Service Withdrawals

While the DCP is designed for long-term savings, there are circumstances under which you
can access your funds while still employed:

1. Unforeseeable Emergency Withdrawals: For severe financial hardships that meet
specific IRS criteria.

2. Age 592 Withdrawals: Once you reach age 59, you can withdraw without penalty,
even if employed.

Be cautious about taking early withdrawals, as they may be subject to penalties and can
significantly impact your long-term retirement savings.

Separation from Service
Upon leaving your job, you have several options:
1. Leave your money in the plan.

2. Take alump-sum distribution (subject to income taxes if contributions were made
pre-tax).

. Set up a systematic withdrawal plan (systematic payments subject to income tax if
contributions were made pre-tax).

Roll over to another eligible retirement plan or Individual Retirement Account (IRA)
(not subject to tax if done correctly).

5. Rolloverto anew employer DCP plan if eligible.

DCP funds are generally eligible for withdrawal before 59 2 without additional penalties.
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2.5 Maximizing Your DCP Benefits
To get the most out of your Washington State DCP:
1. Increase your contributions annually or with each pay raise.
2. Take advantage of catch-up contributions if you're eligible.
3. Regularly review and adjust your investment strategy.
Set up automatic contribution increases to boost your savings rate over time.
3. Case Studies
Case Study 1: The Early Career Saver

Meet Sarah, a 28-year-old environmental scientist who just started working for the
Washington State Department of Ecology. She's earning $55,000 annually and wants to
maximize her DCP benefits.

Strategy:

1. Sarah starts by contributing 6% of her salary ($3,300 per year) to the DCP.

2. She opts for a mix of 90% stocks and 10% bonds, aligning with her long-term horizon
and higher risk tolerance.

. Sarah chooses Roth contributions, anticipating a higher retirement tax rate in the
future.

4. She sets up automatic annual increases of 1% to gradually boost her savings rate.

Outcome: By starting early and leveraging the power of compound interest, Sarah gives
herself the best chance to accumulate a substantial nest egg by retirement.

Case Study 2: The Mid-Career Optimizer

John, a 45-year-old IT specialist with the Washington State Department of Transportation,
realizes he needs to ramp up his retirement savings. He's earning $85,000 per year and has
$150,000 in his DCP account.

Strategy:
1. Johnincreases his contribution rate to 15% of his salary ($12,750 annually).

2. John chooses pre-tax contributions to reduce his current tax burden.
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Outcome: By optimizing his DCP strategy, John significantly boosts his retirement savings
potential and creates more flexibility for future tax planning.

Case Study 3: The Near-Retiree Planner

Linda, a 58-year-old administrative manager with King County, plans to retire in 7 years.
She's earning $95,000 per year and has $500,000 in her DCP account.

Strategy:

1. Lindatakes advantage of catch-up contributions, increasing her annual contribution
to $30,000 (the regular limit plus the catch-up amount).

. She adjusts her investment mix to 70% stocks and 30% bonds to balance growth
(stocks) with capital preservation (bonds).

Linda attends a DCP retirement planning seminar and schedules a one-on-one
consultation to refine her withdrawal strategy.

Linda plans to roll her DCP account into an Individual Retirement Account (IRA)
when she retires. This will give her more investment options and flexible withdrawal
options that better suit her goals and risk tolerance.

Outcome: By maximizing her contributions and carefully planning her transition to
retirement, Linda is well-positioned to maintain her desired lifestyle in retirement.

4. Insights

As a former public employee, | can offer the following insights on the Washington State
Deferred Compensation Program:

1. The Washington State DCP is a powerful tool for supplementing pension and Social
Security benefits.

Many agencies have implemented the automatic enrollment feature for new hires,
significantly increasing participation rates. This simple change can have a profound
positive impact on employees' financial futures.

. One often overlooked feature of the DCP is the ability to make after-tax
contributions beyond the regular IRS limits. This can be a powerful strategy for high-
income earners looking to maximize their tax-advantaged savings.

Individual circumstances should guide the choice between pre-tax and Roth
contributions. While pre-tax contributions offer immediate tax benefits, Roth
contributions can provide valuable tax diversification in retirement.
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5. Regular portfolio rebalancing and taking advantage of catch-up contributions for
those eligible are two strategies that can significantly enhance long-term retirement
outcomes.

Upon retirement or separation, consider rolling these funds into an IRA for further
investment options and added flexibility that may be better suited to your situation.

Individual circumstances vary, and consulting with a financial professional for personalized
advice is always advisable.

5. Common Misconceptions and FAQs
Misconception 1: "l don't need the DCP because | have a pension."

Reality: While the Washington State pension system provides valuable benefits, it may not
be enough to maintain your desired lifestyle in retirement. The DCP offers an opportunity to
supplement your pension and potentially bridge any gaps in your retirementincome.

Misconception 2: "l can't afford to contribute to the DCP."

Reality: Even small contributions can make a big difference over time, thanks to the power
of compound interest. Start with what you can afford and gradually increase your
contributions as your financial situation improves.

Misconception 3: "I'll be in a lower tax bracket in retirement, so Roth contributions
aren't worth it."

Reality: Tax rates and personal circumstances can change. Roth contributions provide tax
diversification and flexibility in retirement, which can be valuable regardless of your tax
bracket.

FAQ 1: Can | change my contribution amount or investment choices?

Answer: Yes, you can change your contribution amount and investment choices anytime by
logging into your account on the DRS website or submitting the appropriate form to your
payroll office.

FAQ 2: What happens to my DCP account if | leave my job?

Answer: You have several options, including leaving your money in the plan, taking a
distribution (which may be taxable), or rolling over to another eligible retirement plan or
IRA. Each option has different tax implications, so consult a financial advisor before
deciding.

457(b) plans offer the flexibility of penalty-free withdrawals before age 59 Va.
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FAQ 3: Can | take a loan from my DCP account?

Answer: Unlike some 401(k) plans, the Washington State DCP does not offer loans.
However, there are provisions for hardship withdrawals in cases of severe financial
emergency.

FAQ 4: How does the DCP interact with my pension and Social Security benefits?

Answer: The DCP is designed to supplement, not replace, your pension and Social Security
benefits. It provides an additional retirement income source you can control and adjust
based on your needs. Contributions do not reduce your pension or Social Security
benefits.

6. Action Steps and Resources

Now that you have a comprehensive understanding of the Washington State Deferred
Compensation Program, here are some actionable steps you can take to optimize your
participation:

1. Review your current contribution level and consider increasing it to maximize your
savings.

Assess your investment strategy and make sure it aligns with your risk tolerance and
retirement timeline.

Regularly re-balance to ensure your investments align with your risk tolerance and
goals.

Determine whether pre-tax or Roth contributions are right based on your current
and expected future tax situation.

5. Setup automatic contribution increases to boost your savings over time gradually.
6. Review and update your beneficiary designation.
7. Conclusion

The Deferred Compensation Program is a powerful tool for public employees to enhance
their retirement savings. By understanding its features, contribution options, and
investment strategies, you can make informed decisions that align with your long-term
financial goals.

Remember that retirement planning is a personal journey; what works best for one person
may not be ideal for another. Regularly reviewing your DCP strategy, staying informed about
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program updates, and seeking professional advice when needed will help you maximize
this valuable benefit.
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About

Seth Deal is a CPA and investment advisor with LifeFocus Financial Advisors, LLC. Seth
specializes in helping Washington State public employees plan for and thrive in retirement.

If you would like to learn more about the services offered through LifeFocus Financial
Advisors:

e Email: sethdeal@lifefocusadvisors.com
e Phone: (509) 526-4521
e \Website: www.lifefocusadvisors.com

Fee-only financial planning and investment advisory services are offered through LifeFocus
Financial Advisors, LLC, a registered investment advisory firm in the state of Washington.

This guide is for informational purposes only and does not constitute investment advice.
The views and opinions expressed in this guide are solely those of Seth Deal and do not
necessarily represent the views of LifeFocus Financial Advisors, LLC.
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Investing involves risk, including the potential loss of principal. Past performance does not
guarantee future results.

Please note that the information provided in this guide does not take into account your
specific financial situation, objectives, or needs and is not intended as a recommendation
to purchase or sell any specific securities or investment strategy. Before making any
investment decisions, we recommend consulting with a qualified financial advisor and
reviewing our Form ADV Part 2A, which provides important information about our
qualifications, services, fees, and business practices. This disclosure brochure is available
on our website or the SEC's website at www.adviserinfo.sec.gov.

Nothing in this guide should be interpreted as a promise or guarantee of future
performance or results. All investments are subject to market risk, including possible loss
of principal. For more information about our services or to request a copy of our Form ADV
Part 2A, please visit our website at www.lifefocusadvisors.com.
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