Retirement Savings Reforms
on which the Left and
the Right Can Agree

by John C. Goodman and Peter R. Orszag

Asthe baby boomers near retirement, defectsin
the nation’s private pension system are becoming
obvious. Only about half of workers contribute to
an employer-sponsored pension plan in any given
year, and Individual Re-
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balance in such accounts among all households
headed by 55- to 59-year olds was only about
$10,000.

According to a Congressional Budget Office
review, the participation rate of higher income
workersin tax-deferred plansis much greater than
lower income workers [see the figure]:

B Only 22 percent of workerswithincomes of less
than $20,000 participate in tax-deferred plans.

B By contrast, the participation rate is 56 percent
for workers between $20,000 and $40,000, and

70 percent for workers

tirement Account (IRA)
participation rates are
substantially lower.
Amongworkerswith tax-
preferred retirement sav-
ing plans, few make the
maximum allowable con- 20%
tribution. Anddespitethe
many private savingsin-
centives, many house- 56%
holds approach retire-
ment with meager funds.

The Evolution of Pri-
vate Pensions. Over
the past 25 years, defined 20l
contribution pension
plans — such as 401(k)s
— have taken the nation

Workers’ Participation in

Tax-Deferred Retirement Plans in 1997
(asapercentage of workersineach income category)

between $40,000 and
$80,000.
B Almost 80 percent of
workerswithincomes of
S more than $80,000 par-
76% ticipate.

79% 78%

Retirement Savings
Mistakes. People of-

ten make mistakes when
it comesto investing for
retirement: Most Ameri-
cans don’t save enough,
and even those who do
save typically invest in
inappropriate portfolios.

Failing to Save.

About aquarter of work-

Under
$20,000

by storm. Created by the
Revenue Act of 1978,
401(k) plans are well
suited for workers who
changejobsfrequently or
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Source: Congressional Budget Office, “ Utilization of Tax
Incentivesfor Retirement Saving,” August 2003.

ers who are offered a
401(k) planat work don’t
participate in it. Those
who do participaterarely
make the maximum con-
tribution: Well under 10

$160,000 and Over

experience gaps in em-
ployment. Employers
often match employees’ contributions, and thefunds
that accumulate in the accounts are the employees’
property.

Workers are responsible for choosing among
401(k) investment options. The average 401(k)
plan offers employees nine actively managed in-
vestment choices, according to the Employee Ben-
efit Research Institute (EBRI), although some of-
fer unlimited choices.

Today more than 42 million workers participate

in defined contribution plans, with total assets ex-
ceeding $2 trillion. In 2001, however, the median

percent of participants
contributeasmuch asisallowed by law. Theresult
is that many households fail to accumulate ad-
equate retirement savings.

Making Poor Investment Choices. Last year,
thousands of Enron employees lost most of their
retirement savings when the company stock price
fell dramatically. Enron’s case is not unique. A
Hewitt Associates survey of 375 companies that
offer 401(k) plansfound that 55 percent of employ-
ers offer their own stock as an investment choice.
Some 30 percent of plan assets were invested in
employer stock. As the Enron example demon-
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strates, putting all of one’s eggs in one financial
basket isrisky. And if the basket is the worker’s
company, these risks are magnified, since bank-
ruptcy would endanger both the worker’s retire-
ment account and his job.

In general, workers who invest their retirement
fundsintheir own firm (though comfortably famil-
iar to them) take an undue risk. Many employees
alsoinvestinoverly conservative assets, which are
safe but pay alow expected rate of return. Lower
income workers are particularly prone to opt for
thisalternative. Infact, history showsthat employ-
ees in the lowest income quintile have typically
invested almost two-thirds of their account bal-
ancesin lower-earning money market or bond funds.

Improving the System. Workers should be
encouraged to invest in long-range savings plans
that will create adequate retirement income. We
recommend changes that would not be compul sory
for either employers or employees. Instead, we
propose legal and regulatory incentives to plan
sponsorsin return for behavior that will produce a
more secure and more prosperous retirement for
millions of workers: automatic enrollment, an ad-
equate minimum contribution rate, escal ating con-
tribution rates and default investments in broadly
diversified equity and bond index funds.

Oneof themost significant reformspolicymakers
could adopt to boost voluntary retirement saving
would beto changethe“ defaults” in401(k) plansin
favor of sound retirement preparation. Evidence
strongly suggests that when workers are automati-
cally enrolled in a 401(k), participation rates are
significantly higher. Yet most employers require
employeesto specifically optin. Savingsratesare
also higher when 401(k)scommit workersto saving
part of their future pay raises, rather than trying to
encourage them to save at a higher rate immedi-
ately.

To encourage the adoption of plans with fea-
tures proven to be effective in helping workers
better preparefor retirement, policymakersshould:

W Clarify that retirement savings plans with these
features are permissible under state labor laws.
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B Offer pension plans meeting the requirements
outlined here targeted relief from class action
complaintsand special treatment under the non-
discrimination standards— detailed regulations
that require plan sponsors to balance both em-
ployee participation and benefit amounts in or-
der to distribute benefits proportionately among
high and low-wage workers; our plan would
provide sponsorsof properly designed plansmore
generous treatment under these rules than other
plans.

B Requirethat, at least as adefault, when employ-
ment ends, employees’ 401(k) accounts are au-
tomatically rolled over into another qualified
plan or into an IRA, or remain in the previous
employer’s plan, rather than requiring a termi-
nated employee to take a potentially taxable
(and penalized) distribution.

B Allow plansto disburse small account balances
without penalty to employees who decide to opt
out soon after the automatic enrollment begins.

We also agreethat, consistent with aproposal in
the president’ s Fiscal Y ear 2005 budget, taxpayers
who choose to direct deposit their income tax
refund should be allowed to split the refund be-
tween accounts. The IRS currently does not allow
refunds to be split. Thissignificantly reduces the
portion of tax refunds that are saved, since many
families are reluctant to deposit their entire refund
in atax-preferred savings account. This proposal
would not require additional legislation.

American workers need savings plans that will
adequately fund their retirement. We recommend
changesin the current system that provide flexibil-
ity, versatility and expanded i nvestment opportuni-
ties. These are keys to encouraging workers at all
income levels to invest in their future retirement,
today.
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