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TAX REFORM AND
TAX-FAVORED RETIREMENT ACCOUNTS

TUESDAY, APRIL 17, 2012

U.S. HOUSE OF REPRESENTATIVES,
COMMITTEE ON WAYS AND MEANS,
Washington, DC.

The Committee met, pursuant to notice, at 10:02 a.m., in Room
1100, Longworth House Office Building, Hon. Dave Camp [Chair-
man of the Committee] presiding.

[The advisory announcing the hearing follows:]
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ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS

FOR IMMEDIATE RELEASE CONTACT: (202) 225-1721
Tuesday, April 17, 2012
FC-24

Chairman Camp Announces a Hearing on
Tax Reform and Tax-Favored Retirement Accounts

Congressman Dave Camp (R-MI), Chairman of the Committee on Ways and
Means, today announced that the Committee will hold a hearing on possible reforms
to certain tax-favored retirement savings plans that might be considered as part of
comprehensive tax reform. This tax reform hearing—scheduled to occur on tax filing
day—will examine one source of complexity for individuals and employers by review-
ing employer-sponsored defined contribution plans as well as Individual Retirement
Accounts (“IRAs”). The hearing will take place on Tuesday, April 17, 2012, in
Room 1100 of the Longworth House Office Building, beginning at 10:00 a.m.

In view of the limited time available to hear witnesses, oral testimony at this
hearing will be from invited witness only. However, any individual or organization
not scheduled for an oral appearance may submit a written statement for consider-
ation by the Committee and for inclusion in the printed record of the hearing. A
list of invited witnesses will follow.

BACKGROUND:

Financial planners and advisors have long identified the major components of re-
tirement security as Social Security, employer-sponsored plans, and personal sav-
ings. Financed by payroll taxes paid by covered workers and their employers, Social
Security provides monthly cash benefits to retired or disabled workers and their
family members and to the family members of deceased workers. Social Security is
outside the scope of this hearing.

Outside of Social Security, many employers offer employees the option of partici-
pating in employer-sponsored retirement and pension plans, which generally receive
favorable Federal income tax treatment. Employer-sponsored plans provide for ei-
ther a defined benefit (which generally provides retired employees with an annuity)
or a defined contribution (“DC”). Defined benefit pension plans represent an impor-
tant source of retirement security, but raise policy questions that are outside the
scope of this hearing. DC plans receive contributions from either employees or em-
ployers or both. Employees usually own their own accounts, and control the invest-
ment of account assets, thus bearing the risks and rewards of asset performance.
In general, contributions to DC plans are deductible to the employer, excluded from
the employee’s income, grow tax-free, and are taxed upon distribution. DC plans
also generally may offer Roth-style accounts; contributions to such accounts are
made on an after-tax basis but earnings and distributions are tax-free.

Individuals also may be eligible to save through IRAs, which are similarly tax-
advantaged, although with much lower contribution limits. Traditional IRAs are
taxed similarly to 401(k) accounts. Contributions are deductible from income, earn-
ings are not taxed currently, and distributions are taxed. Individuals participating
in employer-sponsored plans cannot contribute to a traditional IRA if they exceed
certain income levels. Contributions to Roth IRAs, on the other hand, are made on
an aftertax basis, but earnings and distributions are excluded from income. Con-
tributions to non-deductible IRAs are included in income, grow tax-free and are
taxed at distribution less the amount of previously taxed contributions.

There are several types of DC plans, the most common of which are: 401(k) plans
for private employers, 403(b) plans for non-profits and public schools, and 457(b)
plans for State and local governments. In addition to the types of IRAs discussed
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above, some employers may offer IRAs through the workplace, including payroll de-
duction IRAs, SIMPLE IRAs and SEP IRAs. The proliferation of tax-favored retire-
ment accounts has occurred as specific needs have led Congress to create new types
of plans with specific rules. Some commentators, however, have questioned whether
the large number of plans with different rules and eligibility criteria leads to confu-
sion, reducing the effectiveness of the incentives in increasing retirement savings.
In addition, many commentators have offered ideas for increasing participation in
retirement plans and better targeting the incentives. These ideas range from sim-
plification and consolidation of existing plans and accounts to changing the default
rules governing whether an employee participates to additional incentives such as
the Savers Credit.

In announcing this hearing, Chairman Camp said, “Retirement security is one
of the most important long-term policy priorities we face as a Nation. While
many argue that the existing menu of tax-favored retirement plans pro-
vides choice and flexibility for families and employers alike, others have
questioned whether the ad hoc development of retirement savings incen-
tives has led to undue complexity and inefficiency that reduce the effec-
tiveness of these incentives. The general principles of tax reform apply to
retirement security as well: American families trying to save should have
options that are simple, fair, and economically efficient.”

FOCUS OF THE HEARING:

The hearing will consider the current menu of options for retirement savings—
both with respect to employer-based defined contribution plans and with respect to
IRAs. The hearing will explore whether, as part of comprehensive tax reform, var-
ious reform options could achieve the three goals of simplification, efficiency, and
increasing retirement and financial security for American families.

DETAILS FOR SUBMISSION OF WRITTEN COMMENTS:

Please Note: Any person(s) and/or organization(s) wishing to submit written com-
ments for the hearing record must follow the appropriate link on the hearing page
of the Committee website and complete the informational forms. From the Com-
mittee homepage, http://waysandmeans.house.gov, select “Hearings.” Select the hear-
ing for which you would like to submit, and click on the link entitled, “Click here
to provide a submission for the record.” Once you have followed the online instruc-
tions, submit all requested information. ATTACH your submission as a Word docu-
ment, in compliance with the formatting requirements listed below, by the close
of business on Tuesday, May 1, 2012. Finally, please note that due to the
change in House mail policy, the U.S. Capitol Police will refuse sealed-package de-
liveries to all House Office Buildings. For questions, or if you encounter technical
problems, please call (202) 225-3625 or (202) 225-2610.

FORMATTING REQUIREMENTS:

The Committee relies on electronic submissions for printing the official hearing record. As al-
ways, submissions will be included in the record according to the discretion of the Committee.
The Committee will not alter the content of your submission, but we reserve the right to format
it according to our guidelines. Any submission provided to the Committee by a witness, any sup-
plementary materials submitted for the printed record, and any written comments in response
to a request for written comments must conform to the guidelines listed below. Any submission
or supplementary item not in compliance with these guidelines will not be printed, but will be
maintained in the Committee files for review and use by the Committee.

1. All submissions and supplementary materials must be provided in Word format and MUST
NOT exceed a total of 10 pages, including attachments. Witnesses and submitters are advised
that the Committee relies on electronic submissions for printing the official hearing record.

2. Copies of whole documents submitted as exhibit material will not be accepted for printing.
Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material
not meeting these specifications will be maintained in the Committee files for review and use
by the Committee.

3. All submissions must include a list of all clients, persons and/or organizations on whose
behalf the witness appears. A supplemental sheet must accompany each submission listing the
name, company, address, telephone, and fax numbers of each witness.
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The Committee seeks to make its facilities accessible to persons with disabilities.
If you are in need of special accommodations, please call 202—225-1721 or 202-226—
3411 TDD/TTY in advance of the event (four business days notice is requested).
Questions with regard to special accommodation needs in general (including avail-
ability of Committee materials in alternative formats) may be directed to the Com-
mittee as noted above.

Note: All Committee advisories and news releases are available on the World
Wide Web at http://lwww.waysandmeans.house.gov.

Chairman CAMP. Good morning. We meet today to continue our
dialogue about what I hope will result in a bipartisan path forward
to reform our Federal income tax system. In recent weeks much of
the discussion about tax reform has centered on the corporate side,
especially after Japan lowered its corporate rate on April 1st, leav-
ing America with the dubious distinction of having the highest cor-
porate tax rate in the industrialized world. It is simply unaccept-
able that American employers face such an undue burden at a time
when we desperately need them to get the economy growing and
get almost 13 million unemployed people back to work. But as tax
filing day reminds us, only comprehensive tax reform ensures that
we address the needs of American families and all job creators, re-
gardless of how they are structured, and as such we must consider
the individual side of the Tax Code if we are to transform today’s
broken Code from one that impedes to one that improves prospects
for job creation.

Last year the IRS processed 142 million tax returns. They also
received 10.5 million extension forms, at least in part due to the
complex, costly, and time-consuming nature of the Tax Code. With
nearly 4,500 changes in the last decade, 579 of them in 2010 alone,
the Code is far too complex, and this complexity has led to ever-
increasing costs of complying with the Federal Tax Code.

According to the National Taxpayer Advocate, in 2008, taxpayers
spent $163 billion complying with the individual and corporate in-
come tax rules. American families are not only spending more
money complying with the Tax Code, they are also spending more
time. Navigating through the tangled web of tax rules has resulted
in taxpayers spending over 6 billion hours annually to comply with
the Code. Whether it is the compliance and administrative bur-
dens, the impact of temporary and expiring tax provisions, or the
effect of convoluted rules on financial planning decisions, today’s
Tax Code is not just hampering employers, but it is hampering the
ability of individuals and families to plan their finances with rea-
sonable certainty.

Turning to the topic of today’s hearing, tax incentives for retire-
ment saving, it quickly becomes clear why we are taking the time
to lay the foundation for comprehensive tax reform by gathering
input from experts. As many Americans work to meet the tax filing
deadline, today’s testimony reinforces the wide popularity of these
savings vehicles. The overwhelming majority of American workers
with access to a workplace retirement plan are participating in
that plan. According to the Bureau of Labor Statistics, 78 percent
of full-time workers have access to a workplace retirement plan,
and 84 percent of those workers participate in the plan, meaning
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66 percent of all full-time workers participate. The plans benefit
taxpayers of all income levels and from all walks of life.

In 2010, over 70 percent of workers earning $30,000 to $50,000
participated in an employer-sponsored retirement plan if such a
plan was available to them, according to data from the Employee
Benefit Research Institute. Similarly, IRS data indicates that 38
percent of those participating in defined contribution plans make
less than $50,000 a year, while almost three-quarters make less
than $100,000 annually.

The proliferation of tax-favored retirement accounts has occurred
as specific needs have led Congress to create new types of plans
with different rules. Some, however, have questioned whether the
large number of plans with different rules and eligibility criteria
leads to confusion, reducing effectiveness of the incentives and in-
creasing retirement savings.

In addition, many commentators have offered ideas for increas-
ing participation in retirement plans and better targeting the in-
centives. These ideas range from simplification and consolidation of
existing plans and accounts to changing the default rules governing
whether an employee participates, to additional incentives such as
the saver’s credit. As the Committee continues its work toward
comprehensive tax reform, it is important to keep in mind that
these savings vehicles affect average people who depend on these
resources for their retirement, and we must ensure that we do not
inadvertently take steps that result in unintended consequences
that could threaten the retirement security of ordinary families.

As this Committee considers tax reform, I believe there are three
important principles to keep in mind when evaluating tax-favored
retirement vehicles: one, simplification; two, increased participa-
tion, particularly by low- and middle-income taxpayers; and three,
whether the tax benefits are effectively and properly targeted.

Regarding the first of these principles, in August 2010 the Presi-
dent’s Economic Recovery Advisory Board, also known as the
Volcker Commission, presented options for simplifying savings and
retirement incentives in their report on tax reform options. These
options are worthy of consideration and discussion. We also have
an expert panel of witnesses before us today that will evaluate how
existing tax rules measure up to these criteria.

I would like to emphasize that today’s hearing isn’t about draw-
ing conclusions, but it is about making sure that as Congress ap-
proaches comprehensive tax reform, that we do so well armed with
information. Washington has spent too much time in previous
years acting first and asking later. That has proven to be the
wrong approach. America’s families and job creators deserve better
than a trial-and-error approach to crafting policy. This is our op-
portunity to gather input and get the facts, and I look forward to
the discussion.

And I will now yield to the Ranking Member, Mr. Levin, for the
purpose of an opening statement.

Mr. LEVIN. Thank you, Mr. Chairman. Welcome. Thank you for
coming.

Today’s hearing is this Committee’s initial examination of what
tax reform might mean for a very specific set of tax provisions,
those designed to promote retirement savings. Tax-preferred retire-
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ment savings have benefited tens of millions of American families.
The estimates of exactly how many vary, but most find that 40 to
50 percent of all workers are covered by an employer-sponsored re-
tirement plan, some 60 to 70 million people. Employer-sponsored
plans, including defined contribution and defined benefit plans, pri-
vate and public sector, hold assets of $9.3 trillion, held that amount
as of the end of last year, and an additional 49 million households
hold $4.7 trillion in IRAs.

The tax-preferred retirement system is voluntary. Employers are
not required to offer retirement plans, but I think we will hear
today that employers basically understand the current system and
that it works for them in terms of allowing them to offer retirement
benefits to their workers. I note that most of this Committee agrees
with that.

Mr. Gerlach and Mr. Neal have introduced a resolution essen-
tially in support of our current system. It has been cosponsored by
115 Members, including 26 Members of this Committee, reflecting,
I think, bipartisan agreement that these provisions are vital to en-
couraging retirement savings.

That is not to say the current system cannot be improved. Of
course it can be. Today I believe we will hear about several ways
to do that, including proposals to expand enrollment in 401(k)s and
IRAs, and to expand the saver’s credit. But what should be clear
is that the basic structure of our current system should be pre-
served, and that this structure should not be repealed to pay for
tax reform. Tax reform should approach retirement savings incen-
tives with an eye toward strengthening our current system and ex-
panding participation, not as an opportunity to find revenue.

I think one of our witnesses, Mr. Hardock, summed this up very
nicely in his—in your written testimony, and I quote, “The retire-
ment savings tax expenditures should not be reduced or tinkered
with to pay for other initiatives, whether inside or outside of tax
reform process. Those funds are the primary retirement nest egg
of millions of American families. They should not be taxed in order
to finance more government spending, deficit reduction or to offset
other tax initiatives, including lower marginal tax rates.”

Finally, I want to just note that while today’s hearing is focused
on defined contribution plans, our retirement security policy in this
country has traditionally been a three-legged stool. Personal sav-
ings constitute just one of those legs. The other two legs, defined
pension benefit pensions and Social Security, are indeed also vital
components of ensuring Americans’ retirement security.

So thank you again, and all of us look forward to your testimony.

Chairman CAMP. Thank you, Ranking Member Levin.

Next it is my pleasure to welcome the excellent panel of wit-
nesses seated before us today. Today’s witnesses have extensive ex-
perience studying or working with tax-favored retirement accounts,
and their experience will be helpful as we take a look at how the
complexities in this part of the Tax Code affect individuals and em-
ployers.

First I would like to welcome and introduce Dr. Jack VanDerhei,
the research director at the Employee Benefit Research Institute in
Washington, D.C. Dr. VanDerhei has been with the Employee Ben-
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efit Research Institute since 1988 and has published more than 100
papers on employee benefits.

Second we will hear from Ms. Judy Miller, the chief of actuarial
issues and director of retirement policy at the American Society of
Pension Professionals and Actuaries. Ms. Miller has specialized in
employer-sponsored retirement programs for nearly 40 years.

Third we will welcome Mr. Bill Sweetnam, a principal at the
Groom Law Group in Washington, D.C. Mr. Sweetnam specialized
in retirement security at Groom and served as benefits tax counsel
at the George W. Bush Treasury Department.

Fourth we will hear from Mr. David John, a senior research fel-
low in retirement security and financial institutions at The Herit-
age Foundation. Mr. John has published and testified extensively
on the improvement of retirement security plans.

Finally, we welcome Mr. Randy Hardock, a partner at Davis &
Harman LLP in Washington, D.C. Mr. Hardock is an ERISA and
regulatory compliance specialist who maintains a practice focused
on advising employers and institutions on retirement and savings
issues. Mr. Hardock is testifying today on behalf of the American
Benefits Council.

Thank you all again for your time today. The Committee has re-
ceived each of your written statements, and they will be made a
part of the formal hearing record. Each of you will be recognized
for 5 minutes for your oral remarks and, Mr. VanDerhei, we will
begin with you, and you are recognized for 5 minutes.

STATEMENT OF JACK VANDERHEI, PH.D., RESEARCH DIREC-
TOR, EMPLOYEE BENEFIT RESEARCH INSTITUTE, WASH-
INGTON, D.C.

Mr. VANDERHEI. Thank you. Chairman Camp, Ranking Mem-
ber Levin, and Members of the Committee, thank you for the op-
portunity to speak with you today on the issues involved in tax re-
form and tax-favored retirement accounts. I am Jack VanDerhei,
research director of the Employee Benefit Research Institute. EBRI
is a nonpartisan institute that has been conducting original re-
search on retirement and health benefits for the past 34 years.
EBRI does not take policy positions and does not lobby.

My testimony today draws on extensive research conducted by
EBRI over the last 13 years with its Retirement Security Projection
Model as well as annual analysis of the behavior of tens of millions
of individual participants from tens of thousands of 401(k) plans
dating back in some cases as far as 1996.

Measuring retirement income adequacy is an extremely impor-
tant and complex topic, and EBRI started to provide this type of
measurement in the late nineties. Figure 1 of my written testimony
shows that when we modeled the baby boomers and Gen X-ers ear-
lier this year, 43 to 44 percent of the households were projected to
be at risk of not having adequate retirement income for basic re-
tirement expenses plus uninsured healthcare costs. Even though
this number is quite large, the good news is that this is 5 to 8 per-
centage points lower than what we found in 2003.

It would be my pleasure to explain in more detail later why
American households are better off today than they were 9 years
ago, even after the financial and real estate market crises in 2008
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and 2009, but the short answer is the extremely positive impact
from automatic enrollment in 401(k) plans.

It is difficult to imagine any voluntary strategy more effective at
dealing with retirement income adequacy than increasing the like-
lihood of eligibility in a qualified retirement plan. Figure 5 of my
written testimony shows the importance of defined benefit plans for
retirement income adequacy, and figure 6 shows a similar analysis
for 401(k) plans. We see that the number of future years that work-
ers are eligible for participation in a defined contribution plan
makes a tremendous difference in their at-risk ratings. Gen X-ers,
for example, with no future years of eligibility, are simulated to
run short of money 61 percent of the time, whereas those with 20
or more years of future eligibility would experience the situation
only 18 percent of the time.

Knowing the percentage of households that will be at risk for in-
adequate retirement income is important for public policy analysis;
however, equally important is knowing just how large the accumu-
lated deficits are likely to be. The aggregate deficit number is esti-
mated to be $4.3 trillion for all baby boomers and Gen X-ers.

While trillion-dollar deficits are useful in focusing attention on
this problem, they do little to help policymakers understand exactly
where these deficits are coming from. For example, figure 3 of my
written testimony provides information on the retirement savings
shortfalls for Gen X-ers. The average deficit decreases substantially
with additional years of future eligibility in a defined contribution
plan, and Gen X-ers fortunate enough to have at least 20 years of
future eligibility find their average deficits reduced more than 70
pe};"clent of the average deficits for those with no future years of eli-
gibility.

EBRI research has shown repeatedly that the additional type of
401(k) plan under current tax incentives has the potential to gen-
erate a sum that, when combined with Social Security benefits,
would replace a sizable portion of the employee’s preretirement in-
come for those with continuous coverage. Our research has also
shown that the automatic enrollment type of 401(k) plan, when
combined with automatic escalation provisions, appears to have the
potential to produce even larger retirement accumulations for most
of those covered by such plans.

Recently, however, there have been proposals to modify the exist-
ing tax incentives for defined contribution plans by either capping
annual contributions or changing the before-tax nature of employee
and employer contributions in exchange for a government matching
contribution.

Last September the Senate Finance Committee held a hearing
that focused to a large extent on the second type of proposal. EBRI
presented preliminary evidence at that time of the possible impact
of such a proposal on future 401(k) accumulations. In recent
months results from two new surveys have allowed EBRI to model
these effects even more accurately, and last month we published
our new results showing the projected changes in 401(k) balance at
retirement age due to expected modifications of plan sponsors and
participants in reaction to that proposal. Figure 11 of my written
testimony shows a 22 percent reduction in 401(k) balances at re-
tirement for young workers in the lowest income quartile, those
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most at risk for insufficient retirement income. Results are even
more dramatic for small plans. Figure 12 shows the average reduc-
tion for low-income employees in these plans is 36 and 40 percent.

In conclusion, given that the financial fate of future generations
of retirees appears to be so strongly tied to whether they are eligi-
ble to participate in employer-sponsored retirement plans, the logic
of modifying either completely or marginally the incentive struc-
ture of employees or employers for defined contribution plans at
this time needs to be thoroughly examined. The potential decrease
of retirement income resulting from either employer modifications
to existing retirement plans or employees reducing future contribu-
tions to these plans needs to be analyzed carefully when consid-
ering the overall impact of such proposals.

Thank you, and I look forward to your questions.

Chairman CAMP. Thank you very much.

[The prepared statement of Mr. VanDerhei follows:]



10

T-172

House Committee on Ways and Means

Hearing on:

Tax Reform and Tax-Favored Retirement Accounts
10:00 a.m. April 17, 2012

1100 Longworth House Office Building

Testimony by
Jack VanDerhei, Ph.D.
Research Director
Employee Benefit Research Institute (EBRI)

www.ebri.org

ebri.org

Fmployee Benefit

The views expressed in this statement are solely those of Jack VanDerhei and should not be attributed to the
Employee Benefit Research Institute (EBRI), the EBRI Education and Research Fund, any of its programs, officers,
trustees, sponsors, or other staff. The Employee Benefit Research Institute is a nonprofit, nonpartisan, education and

research organization established in Washington, DC, in 1978. EBRI does not take policy positions, nor does it lobby,
advocate specific policy recommendations, or receive federal funding.

EBRI 1100 13" St. NW #800  Washington, DC 20005 (202) 659-0670 www.ebri.org




11

Tax Reform and Tax-Favored Retirement
Accounts

Jack VanDerhei, Research Director, Employee Benefit Research Institute

Contents

1 Introduction 2

2 Whatis the size of Americans’ retirement savings gap? 2

3 Impact of tax favored retirement accounts on retirement income adequacy 3

4 The value of tax-favored retirement accounts under current tax provisions: the case of 401(k) plans............... 3
41 Average account balance 4
4.2 Simulation results for voluntary enrollment 401(k) plans 5
4.3 The “controversy” over automatic enroliment decreasing retirement saving 5
44 S ¥ 7

5 Changing tax incentives

5.1 Results From the 2011 Retirement Confidence Survey 7

6  The Potential Impact of Tax Reform on Retirement Security 8
6.1 20/20 Caps 8
6.2 Modifying the existing tax treatment of worker and employer 401(k) contributions........cociiiiieininnnd 9
6.2.1 New Survey Analysis 10

6.2.2 Caveats for This Research 12

7 Future work 13
8  Conclusions 13
9  References 14
10 Appendix A: Brief Description of RSPM 16
11 Appendix B: Brief Chronology of RSPM 17

12 Appendix C: Impact of the financial and housing market crisis in 2008 and 2009 on retirement readiness.19

13 Endnot 20

EBRI testimony for House Committee on Ways and Means, April 17, 2012 Page 1



12

1 Introduction

Mr. Chairman and members of the committee, thank you for your invitation to testify today on tax
reform and tax-favored retirement accounts. | am Jack VanDerhei, research director of the Employee
Benefit Research Institute. EBRI is a nonpartisan research institute that has been focusing on retirement
and health benefits for the past 34 years. EBRI does not take policy positions and does not lobby.

The testimony draws on the extensive research conducted by EBRI on these topics over the last 13 years
with its Retirement Security Projection Model® as well as annual analysis of tens of millions of individual
401(k) participants dating back in some cases as far as 1996.

Today's testimony will deal with the following questions:

*  What is the size of American's retirement savings gap?

*  What is the impact of tax favored retirement accounts on retirement income adequacy?

*  What is the value of tax-favored retirement accounts under current tax incentives (with
particular emphasis on 401(k) plans)?

* How might workers react to changing tax incentives?

* What is the potential impact of two recent tax reform proposals on retirement security?

2 What is the size of Americans’ retirement savings gap?

The concept of measuring retirement security — or retirement income adequacy - is an extremely
important topic. EBRI launched a major project to provide this type of measurement in the late 1990s
for several states that were concerned whether their residents would have sufficient income when they
reached retirement age. After conducting studies for Oregon, Kansas and Massachusetts, we expanded
the simulation model to a full-blown national model in 2003, and in 2010 updated it to incorporate
several significant changes, including the impacts of defined benefit plan freezes, automatic enroliment
provisions for 401(k) plans and the recent crises in the financial and housing markets.

When we modeled the Baby Boomers and Gen Xers in 2012 (Figure 1) between 43.3-44.3 percent of the
simulated lifepaths for retired households were projected to have inadequate retirement income for
basic retirement expenses plus uninsured health care costs. This is 5-8 percentage points LOWER than
what we found in our 2003 analysis.

While the passage of time allowed more funds to be saved, the improvement over the last nine years is
largely due to the fact that in 2003 very few 401(k) sponsors used automatic enrollment (AE) provisions
and the participation rates among the lower income employees (those most likely to be at risk) was
quite low. With the adoption of AE in the past few years, the participation rates have often increased to
values in excess of 80 percent.

While we found no significant trends by age demographic, Figure 2 shows that the lower-income
households are much more likely to be at risk for insufficient retirement income (even though we model
our basic retirement expenses as a function of the household's expected retirement income). The 2012
baseline ratings for Early Boomers ranges from a projection that 87 percent of the simulated lifepaths
for retired lowest-income households are at risk to only 13 percent for the simulated lifepaths for
retired highest income households. Similar trends are evidenced for both the Late Boomers and Gen
Xers.

Knowing the percentage of households that will be at risk for inadequate retirement income is
important for public policy analysis; however, equally important is knowing just how large the
accumulated deficits are likely to be. The aggregate deficit number with the current Social Security
retirement benefits and the assumption that net housing equity is utilized “as needed"” is estimated to
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be $4.3 trillion for all Baby Boomers and Gen Xers.® While trillion dollar deficits are useful in focusing
attention on this problem, they do little to help policy makers understand exactly where these deficits
are coming from.> For example, Figure 3 provides information on the average individual retirement
income deficits by the number of future years eligible for coverage in a defined contribution retirement
plan for Gen Xers. These Retirement Savings Shortfalls (RSS) are present values at retirement age and
represent the additional amount each individual in that group would need to have accumulated at age
65 to eliminate their expected deficits in retirement (which could be a relatively short period or could
last decades). The values for those assumed to have no future years of eligibility is approximately
$78,000 per individual. The number decreases substantially for those with 1-9 years of future eligibility
to 555,000 and even further to $39,000 for those with 10-19 years of future eligibility. Gen Xers
fortunate enough to have at least twenty years of future eligibility find their average deficits reduced to
only $23,000.

Figure 4 provides similar information for the impact of future eligibility for defined contribution plans for
Gen Xers although this time the analysis also controls for relative levels of pre-retirement income. For
those in the lowest income quartile, the average deficit declines from approximately $106,000 for those
with no years of future eligibility to approximately $66,000 for those with twenty or more years. A
similar reduction is found for the higher income guartiles.

3  Impact of tax favored retirement accounts on retirement income adequacy

Previous research by EBRI has demonstrated that one of the most important factors contributing to
retirement income adequacy for the Boomers and Gen Xers is eligibility to participate in employment-
based retirement plans. VanDerhei (August 2011) provides information on how the relative value of the
defined benefit accruals impact retirement income adequacy. Figure 5 categorizes any positive value for
a defined benefit accrual into quartiles for each income group. The largest reduction in at-risk ratings
between the highest and lowest income-specific defined benefit value quartiles takes place for the
lowest-income quartile. For these households, the at-risk ratings drop 36 percentage points, from 82
percent to 46 percent. Households in the second income quartile drop 25 percentage points (from an at-
risk rating of 58 percent for those in the lowest defined benefit value quartile to 33 percent for those in
the highest defined benefit value quartile) while those in the third and highest income quartile drop 24
and 21 percentage points, respectively.

Figure 6 provides similar information for eligibility in defined contribution plans for Gen Xers in 2012. In
this case we see that the number of future years the workers are eligible for participation in a defined
contribution plan makes a tremendous difference in their at-risk ratings. For example, Gen Xers with no
future years of eligibility are simulated to run short of money 60.7 percent of the time, whereas those
with twenty or more years of future eligibility would only experience this situation 18.2 percent of the
time.

4 The value of tax-favored retirement accounts under current tax provisions: the case of 401(k)
plans

Given the phenomenal growth of defined contribution plans (especially those with a 401(k) feature) in
the private sector in the last three decades, it appears that this form of employer-provided retirement
plan will provide a substantial percentage of non-Social Security retirement wealth for Baby Boomers
and Gen Xers. Unfortunately, the “success” of these plans are sometimes measured by metrics that are
not at all relevant to the potential for defined contribution plans to provide a significant portion of a
worker's pre-retirement income. For example, some analysts will merely report the average balance in
defined contribution plans (most commonly the 401(k) subset of this universe) and attempt to assess
the value of these plans by determining the amount of annual income that this lump sum amount could
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be converted to at retirement age. Of course, this concept does not adjust for the fact that the vast
majority of 401(k) participants are years, if not decades, away from retirement age. Moreover, even if
one does look at the average balances for workers near retirement age, it is obviously not correct to
look only at the 401(k) balance with the employee’s current employer. *

4.1 Average account balances

In an attempt to provide meaningful statistics on the 401(k) system, EBRI entered into a collaborative
effort with the Investment Company Institute (ICI) in 1996 known as the EBRI/ICI Participant-Directed
Retirement Plan Data Collection Project. As of December 31, 2010,” the database included participant-
level information about:

* 23.4 million 401(k) plan participants, in

* 64,455 employer-sponsored 401(k) plans, holding

® $1.414 trillion in assets.

Since the inception of the project, average balances have been displayed as a function of both the
participant’s age and tenure with the current employer to allow a more meaningful assessment of the
accumulation potential of these plans. VanDerhei, Holden, Alonso and Bass (2011) computed an overall
average account balance at year-end 2010 of 560,329; however, the average value for participants in
their 60's was much more representative of what a participant would have available for retirement.
Even looking at participants in this age cohort may be misleading unless one controls for tenure with the
current employer. For example, participants in their 60's with no more than two years of tenure had an
average account balance at the end of 2010 of $26,649.° The longest tenured participants in their 60's
had been with the current employer for at least 30 years and had an average account balance of
$202,329.

While the $202,329 value is considerably larger than the often-reported overall balance of $60,329, it is
still not a fair representation of what a full-career’s participation in a 401(k) plan might produce in terms
of income replacement in retirement for several reasons:

* Some of the participants in their 60's may still plan to work several additional years before they
retire.

* Even though a participant has at least thirty years of tenure with the current employer, it does
not mean not the 401(k) plan has been in place for the entire period. Moreover, there is no
guarantee that the employee who is participating in 2010 has done so the entire time they were
eligible.

* Many of the participants in their 60's have already started to withdrawal money from their
account balances. Figure 7 shows the average account balance for similarly long-tenured
participants who were 55-64 in 2010. However, in this case only participants with a positive
value for the sum of employee and employer contributions in 2010 were included. The year-end
2010 average account balance for this group was $255,075. Projections were also performed
based on 2010 asset allocation and contribution behavior as well as subsequent market
performance. The estimated year-end 2011 average account balance for this group was
$272,681 and the value for the end of first quarter 2012 was $292,258.

Since 1999, average balances are also computed for a “consistent sample” of participants to control for
the downward bias that would otherwise exist from IRA rollovers when 401(k) participants change jobs.”
VanDerhei, Holden and Alonso (2010) report on the average account balances among 401(k)
participants present from year-end 1999 through year-end 2009 and find the overall average increases
from $67,420 at year-end 1999 to $131,438 at year-end 2009, an increase of 95.0%.°
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4.2 Simulation results for voluntary enrollment 401(k) plans

Even with these empirical techniques, it is difficult to obtain a true value of the 401(k) system’s potential
to generate significant 401(k) accumulations over an entire working career when many of today’s
retirees only had access to a 401(k) plan for a portion of their career.” In an attempt to control for these
problems, EBRI and ICI produced a joint publication in 2002 with simulation results showing that under
a continuous coverage situation, 401(k) participants could expect to replace someplace between 51 and
69 percent (depending on income quartile) of their pre-retirement income assuming the purchase of a
(nominal) annuity at age 65. The lower savings rate for low-income participants is somewhat
ameliorated by their Social Security payments representing a relatively large measure of what their pre-
retirement income had been. When Social Security benefits (using the current statutory formulae) are
added in, the median combined replacement rates in the first year of retirement are 103 percent for the
lowest income quartile and between 83 and 86 percent for the highest three income quartiles.

4.3 The "controversy” over automatic enrollment decreasing retirement savings

In an article that appeared in the Wall Street Journal last July, Anne Tergesen'’ suggested that the
automatic enroliment (AE) provision for 401(k) plans, a plan design expanded and clarified in the

Pension Protection Act of 2006 (PPA), and designed to broaden participation in these programs, was
actually suppressing retirement savings. What that article failed to mention is that automatic enrollment
is actually increasing savings for many more—especially the lowest-income 401(k) participants.

EBRI has been publishing studies on the likely impact of AE for seven years. In a joint 2005 study with
IC1,* we looked at the potential change in 401(k)/IRA™ accumulations as a result of changing traditional
voluntary enrollment (VE) 401(k) plans to AE plans. Although we had the advantage of using a database
of tens of millions of 401(k) participants (going back in some cases to 1996}, data was unavailable with
respect to how workers would react to AE provisions, and thus simulated the likely response based on
the results of academic studies.’® What we found was that the overall expected improvement in
retirement accumulations—especially for the lower-income guartiles—were nothing less than
spectacular.

One point that had previously been made clear in the academic literature was that some workers
defaulted into a 401(k) AE plan (without automatic escalation provisions) would continue to contribute
at the defaulted contribution rate that the plan sponsor had chosen (typically in the range of 3 percent
of compensation). Traditionally, and in the absence of these AE provisions, many workers have chosen
to start contributing at a 6 percent rate (largely in response to the matching contribution incentive
provided by the employer). However, some participants in AE plans — who otherwise might have
voluntarily chosen to participate at a higher contribution level —instead might simply allow their savings
to start — and remain — at the default rate. As a result, they were likely contributing at a lower rate than
if they been working for a plan sponsor offering a VE 401(k) plan AND had made a positive election to
participate.

This anchoring effect can be seen by looking at the top-income quartile in the 2005 study, where the
median replacement rate for the top-income quartile decreased by 4 percentage points for the scenario
with a 3 percent contribution rate and default investment in a money market fund.'® However, it would
appear that this was more than offset by the increase in participation for the lower-income quartiles
due to auto-enroliment, resulting in substantial increases in their retirement accumulations (for the
same scenario as mentioned above, the third-income quartile’s median replacement rate increased 2
percentage points, the second-income quartile increased 7 percentage points, and the lowest-income
quartile increased 14 percentage points). In sum, while some workers saved less than they might
otherwise, more workers saved.
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A year after this study was released, Congress passed the Pension Protection Act of 2006, or PPA, which
eased some of the administrative barriers to providing AE and for the first time outlined safe harbor
provisions for automatic escalation. Although it was too soon to know how plan sponsors would
respond to this new clarity, EBRI published a study in 2007" that showed how automatic escalation —
the systematic increase of deferral rates over time - would render even more favorable results for AE
designs under a number of different scenarios.

In 2008, EBRI included all the new PPA provisions in a study'® that compared potential accumulations
under AE and VE for several different age groups. Again, we found certain (high-income) groups were
likely to do better under VE than AE, but overall, the AE results dominated.” Note that the AE design
itself in no way precludes these high-income groups from increasing their initial default rates.

By 2009, many of the 401(k) sponsors who previously had VE plans had shifted to AE plans and EBRI was
able to track the changes in plan provisions for hundreds of the largest 401(k) plans. This information
was used in an April 2010 EBRI Issue Brief” to show, once again, the significant impact of moving to AE
plans: for those currently ages 25-29, the difference in the median accumulations at normal retirement
age would be approximately 2.39 times final salary in an AE plan relative to a VE plan.

Later that year, VanDerhei and Lucas (2010) focused on how to improve plan design and worker
education to optimize the results under AE plans with automatic escalation of contributions. While it is
difficult to determine a precise “target” for retirement savings, we tried to demonstrate these designs’
ability to produce what, by most financial planning standards, appears to be quite generous: an 80
percent real income replacement rate in retirement, when 401(k) accumulations are combined with
Social Security. Figure 8 demonstrates that if the most pessimistic’’ combination of plan design and
worker behavioral assumptions were used in the AE plans studied, 45.7 percent of the lowest-income
quartile would obtain this threshold,” and in view of the way in which Social Security benefits are
designed, an even lower percentage of the highest-income quartile (27 percent) would reach the 80
percent threshold.

The study found that with the all-optimistic assumptions, the percentage of lowest-income quartile
workers achieving the 80 percent threshold increased to 79.2 percent, while that of the highest-income
quartile workers increased to 64 percent.

Surprisingly, the Wall Street lournal article reported only the most pessimistic set of assumptions, and
did not cite any of the other 15 combinations of assumptions in the study. The article also reported only
results under the threshold of a real replacement rate of 80 percent, while Figure 9 shows that even
decreasing the threshold to a 70 percent real replacement rate would increase the percentage of
“successful” retirement events by 19 percentage points for the lowest-income quartile and 12
percentage points for the highest-income quartile under the all-pessimistic set of assumptions.

The other statistic attributed to EBRI in the article dealt with the percentage of AE-eligible workers who
would be expected to have larger tenure-specific worker contribution rates had they been VE-eligible
instead. The simulation results we provided showed that approximately 60 percent of the AE-eligible
workers would immediately be better off in an AE plan than in a VE plan, and that over time (as
automatic escalation provisions took effect for some of the workers) that would increase to 85 percent.

The Wall Street Journal article did not report the positive impact of auto-enrollment 401(k) plans on
many workers who began to save for retirement due to AE. As with any change, some people will not
have the most desirable results; but if the focus of auto-enrollment is to increase participation among
lower-income participants (and, as a result, their retirement financial preparedness), objective analysis
suggests auto-enrollment does indeed achieve that goal.
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4.4 Summary

To summarize, it appears from both empirical analysis and simulation results based on tens of millions
of individual participant observations (dating all the way back to 1996 in many cases), that the
traditional (VE) type of 401(k) plan under the current set of tax incentives has the potential to generate
a sum that, combined with Social Security benefits. would replace a sizeable portion of the employee’s
preretirement income for those fortunate enough to have continuous coverage during their working
careers. Moreover, the AE type of 401(k) plan when combined with automatic escalation provisions
appears to have the potential to produce even larger retirement accumulations for many of those
covered by such a plan during a significant portion of their working careers.

5 Changing tax incentives
5.1 Results From the 2011 Retirement Confidence Survey

VanDerhei (March, 2011) provides an analysis of two new questions from the 21% wave of the
Retirement Confidence Survey (RCS)** showing how workers® would likely react if they were no longer
allowed to deduct retirement savings plan contributions from taxable income.

Although analysis based on financial economics suggests that higher-income employees would be the
most likely to be negatively affected by a proposal to cut or eliminate the deductibility of 401(k)
contributions (at least to the point they are constrained with respect to the annual funds available to
contribute to a 401(k) plan),”® behavioral economics has shown that the reaction of employees in
situations similar to this can be at odds with what might be predicted by an objective focused strictly on
optimizing a particular financial strategy. In an attempt to better understand potential employee
behavior with respect to a proposed elimination of deductions for 401(k) contributions, the 2011 RCS
included two new questions. The first asked respondents how important is being able to deduct their
retirement savings plan contributions from their taxable income in encouraging them to save for
retirement. When confined to full-time workers (n=591), the weighted results were as follows:*®

Not at all important . 4.3%
Not too important 5.0%
Somewhat important......... 27.8%
VY IMIPOITAN covoevveieeessesiseeessossssessasssessssessssesssasss s ssse e sss e sssssessesssnssresssnssssesanes 61.5%

If one were to look at this from a strictly financial perspective, one would assume that the lower-income
individuals (those most likely to pay no or low marginal tax rates and therefore have a smaller financial
incentive to deduct retirement savings contributions from taxable income) would be least likely to rate
this as “very important.” However, those in the lowest household income category (515,000 to less than
$25,000) actually have the largest percentage of respondents classifying the tax deductibility of
contributions as very important (76.2 percent).

The second question asked of those currently saving for retirement was “Suppose you were no longer
allowed to deduct retirement savings plan contributions from your taxable income. What do you think
you (and your spouse) would be most likely to do?" When confined to full-time workers (n=460), and
eliminating those who refused to answer or responded that they did not know, approximately 1 in 4 full-
time workers (25.6 percent) indicated that they would reduce (in some cases completely) their
contributions if the ability to deduct them was eliminated. The lowest-income category (515,000 to less
than $25,000) has the largest negative reaction to this proposal, with 56.7 percent indicating a savings
reduction.

EBRI testimony for House Committee on Ways and Means, April 17, 2012 Page 7



18

A similar occurrence takes place when the percentage of those stating they would reduce the amount
they are saving or stop saving altogether is displayed by the amount they currently have in savings and
investments, not including the value of their primary residence or the value of defined benefit plans.
There is a significant increase in the self-reported propensity to reduce savings for those in the lowest
savings categories. For example, of the full-time workers who are currently saving for retirement who
report that they currently have less than $1,000, 71.3 percent indicate they would reduce the amount
saved. This value declines to 38.8 percent for those with savings of 51,000 to less than 510,000.

6 The Potential Impact of Tax Reform on Retirement Security

Prior to estimating the potential reductions in accumulations resulting from reduced 401(k)
contributions, a set of baseline results first needs to be run to determine the likely values if the various
tax reform options are not imposed on the current 401(k) system. The model used in this article is based
on the 401(k) voluntary enroliment modules from the EBRI Retirement Security Projection Model
(RSPM) and is similar in many respects to the one used in Holden and VanDerhei (2002) in that it looks
only at current 401(k) participants and does not attempt to include eligible nonparticipants®” or workers
who are currently not eligible.”® However, unlike the 2002 model, this analysis assumes no job turnover,
withdrawals, or loan defaults.”

Using the 401(k) voluntary enrollment modules from RSPM, VanDerhei (November 2011) shows that the
median real-replacement rates at age 67 from 401(k) balances exclusively for participants currently ages
25-29 by income quartiles.” The values vary from a low of 53 percent for the lowest-income quartile to
a high of 77 percent for the highest-income guartile.”® The simulated rates of return are explained in
more detail in VanDerhei and Copeland (2010), but they are based on a stochastic process with a mean
equity return of 8.9 percent and a mean fixed-income return of 6.3 percent (expressed in nominal
terms).

6.1 20/20 Caps

In December 2010, the National Commission on Fiscal Responsibility and Reform released their long-
awaited document on federal debt reduction, “The Moment of Truth.” Although their guiding principles
and values (pages 13-14) specifically mention the need to keep America sound over the long run by
implementing “policies today to ensure that future generations have retirement security, affordable
health care, and financial freedom,” the document puts forth an example that would modify retirement
plans by capping annual “tax-preferred contributions to [the] lower of $20,000* or 20% of income”
(page 31). This is often referred to as the “20/20 cap.”

Even if one were to ignore the potential interaction of the proposed limitations with the present values
of accruals under defined benefit plans and/or the existing tax preferences available to some IRA
contributions, this alternative formulation of capping tax-preferred contributions would substantially
reduce the current limits available under qualified defined contribution plans. Currently, the
combination of employee and employer contributions is the lesser of a dollar limit of at least $50,000
per year® and a percentage limit of 100 percent of an employee’s compensation.*

VanDerhei (July, 2011) provides preliminary evidence of the impact of these “20/20 caps” on projected
retirement accumulations. If the 20/20 caps are assumed to be imposed starting in 2012, the annual
percentage reductions in 401(k) account balances at Social Security normal retirement age are displayed
in Figure 10 by age and age-specific income quartiles for all 401(k) participants with salaries in excess of
$10,000 and tenure of at least two years.

Two points stand out immediately:
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* With the exception of the earliest age cohort™ (those currently 26-35), the average reduction for
any income quartile decreases for older age cohorts. This is due to the fact that those closest to
retirement age will have fewer years of future contributions subject to potential reduction as a
result of the 20/20 caps.

Within each of the four age cohorts, the highest-income guartile experiences the largest average
percentage reduction from the 20/20 caps. This reaches a maximum value of 15.1 percent for the
highest-income quartile for those currently ages 36-45 and falls to 8.6 percent for the highest-
income quartile for those currently ages 56-65.

The finding that the highest-income quartile within each age cohort experiences the largest average
percentage reduction is no surprise, given the increased likelihood that workers in this cohort either
currently exceed the $20,000 (indexed) limit when their contributions are combined with employer
contributions or are predicted to do so in the future. However, for each age cohort other than the
oldest one, the lowest-income quartile has the second-highest average percentage reductions.
Although this may be due to several considerations,™ it is almost always a result of their current or
expected future contributions exceeding 20 percent of compensation when combined with employer
contributions. Phrased another way, the 20/20 cap would, as expected, most affect the highest-
income workers, but it also would cause a significant reduction in retirement accumulations for the
lowest-income workers.

6.2 Modifying the existing tax treatment of worker and employer 401(k) contributions

In September 2011, the U.S. Senate Finance Committee held a hearing on “Tax Reform Options:
Promoting Retirement Security.” One of the primary topics during the hearing was an assessment of the
potential benefits and consequences that may result from a proposal to modify the federal tax
treatment of 401(k} plan contributions in exchange for a flat-rate government match. Gale (2011)
updated a 2006 analysis by Gale, Gruber, and Orszag and analyzed a plan that would change the
treatment of retirement saving in three ways:*’

“First, unlike the current system, workers' and firms’ contributions to employer-based 401(k)
accounts would no longer be excluded from income subject to taxation, contributions to IRAs
would no longer be tax-deductible, and any employer contributions to a 401(k) plan would be
treated as taxable income to the employee (just as current wages are). Second, all qualified
employer and employee contributions would be eligible for a flat-rate refundable tax credit,
given to the employee. Third, the credit would be deposited directly into the retirement saving
account, as opposed to the current deduction, which simply results in a lower tax payment than
otherwise.”

Regarding the proposed tax credit, Gale (2011) reports estimates from the Tax Policy Center for both an
18 percent credit and a 30 percent credit. The paper includes a distributional analysis of the winners and
losers under the two versions of the proposal; however, the underlying analysis holds retirement saving
contributions constant for both employers and participants (page 6). Gale mentions that the proposal
“could conceivably affect incentives for firms to offer 401(k)s or pensions” (page 7) but concludes that
this seems unlikely. He also dismisses as likely overstated the concern that the tax credit/matches called
for in the proposal may discourage employer matches to 401(k) plans, but offers no supporting data for
this assumption

These two papers provide an interesting analysis of a proposal with profound public-policy implications.
The assumptions based on responses (or lack thereof), both from individual workers and the plan
sponsors themselves, will likely be the focus of serious debate. Moreover, public policy consideration of
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this proposal will undoubtedly be subject to a cost-benefit analysis beyond the assumption that
retirement savings contributions will remain constant on the part of participants and/or plan sponsors.

On a cautionary note, it is admittedly very difficult to determine how those workers not currently
covered and/or participating in a defined contribution plan would react to this set of incentives, and
EBRI will continue to work with actual participant data to better assess some of the behavioral
tendencies of this group. Until this type of information is available, it will be quite difficult to fully assess
the “benefit” portion of the cost-benefit analysis suggested above. EBRI did provide an analysis of some
of the likely “costs” in terms of reduced retirement benefits for those currently in the 401(k) system at a
September 2011 Senate Finance Committee hearing. However, no information on plan sponsor reaction
to the proposal was available at that time. Consequently, the 2011 EBRI analysis presented there was
based on several alternative scenarios.”® Moreover, the information used to model potential 401(k)
participant reaction to the proposal was limited to “an analysis of two new questions from the 21st
wave of the Retirement Confidence Survey (RCS) reflecting how workers indicated they would likely
react if they were no longer allowed to defer retirement savings plan contributions from taxable
income.”*

6.2.1 New Survey Analysis
6.2.1.1 Plan Sponsors

In recent months, two surveys have provided additional information on potential responses from plan
sponsors with respect to this type of proposed modification of the 401(k) system. A survey conducted
on behalf of The Principal Financial Group (2011) determined that if workers’ ability to deduct any
amount of the 401(k) contribution from taxable income was eliminated, 65 percent of the plan sponsors
responding to the survey would have less desire to continue offering their 401(k) plan.*

A separate survey by AllianceBernstein (2011) provided plan sponsors with the following question:*!

Suppose U.S. legislation were enacted such that employees were no longer allowed to deduct
retirement savings plan contributions from their federal taxable income. In addition, suppose
that the employee had to pay federal income tax on anything an employer contributed to the
employee’s retirement savings account in the year it was contributed. In exchange for this
modification of the current tax incentives, assume the U.5. government would match 18% of
whatever was contributed to a retirement savings plan. What do you believe would be the most
likely change to your plan?

Responses were obtained from 1,018 plan sponsors grouped into six size categories based on total
retirement plan assets.

6.2.1.2 Participants

With respect to potential worker reactions to this proposal, a new set of questions concerning
participant behavior in response to the specific federal tax modifications proposed in Gale (2011) was
included in the 2012 RCS. Specifically, workers currently contributing to a workplace retirement plan
were asked:

1. Suppose you were no longer allowed to deduct your retirement savings plan contributions for
federal income tax purposes and that anything your employer contributed to your retirement
savings this year on your behalf was also treated as part of your taxable income. Suppose the
government matched 18% of contributions so that for every $100 you or your employer
contributed to your retirement savings plan this year, the government would contribute $18.
What do you think you would be most likely to do?*
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a. Stop contributing altogether

b. Reduce the amount you contribute

c. Continue to contribute what you do now
d. Increase the amount you contribute

Follow-up questions were asked of those who indicated they would either increase or decrease the
amount they currently contribute:

2. By about how much do you think you would reduce your contribution? Would you:
a. Reduce it by about a quarter
b. Cutitin half, or
c. Reduce it by about three-quarters

3. By about how much do you think you would increase your contribution? Would you increase it

by about
a. Aquarter
b. Half

¢. Three-quarters, or
d. Double it
6.2.1.3 Impact on 401(k) Balances at Retirement Age

VanDerhei (March 2012) utilizes the defined contribution participant responses to the RCS questions
above, as well as the plan sponsor responses to the AllianceBernstein survey, to parameterize the
voluntary enroliment module of RSPM in order to estimate the likely impact of the proposed federal-tax
modifications on projected 401(k) balances at retirement age, assuming the modifications took effect
immediately.

6.2.1.3.1 Age and Salary

Figure 11 shows the baseline average percentage reductions in 401(k) account balances at Social
Security normal retirement age due to expected modifications of plan sponsors and participants in
reaction to the proposal to modify the federal tax treatment of employer and worker contributions for
401(k) plans in exchange for an 18 percent match from the federal government, by age and age-specific
salary quartiles.* The average percentage reductions for the youngest cohort (those currently 26-35)
are largest for those in the lowest-income guartile (22.2 percent).* The reductions for the youngest
cohort decrease to 13.0 percent for those in the second-income quartile and reach a minimum of 6.1
percent for those in the third-income quartile. The reductions increase to 10.8 percent for those in the
highest-income quartile.

Measuring the impact on older cohorts (those over age 35) is somewhat problematic in that the values
are influenced by plan-sponsor and participant reactions to the tax proposal as well as the distribution
of tenure with the current employer within each age group. For example, if a 401(k) participant in the
oldest cohort (those currently 56-65) has recently changed jobs and has a relatively low account balance
in his or her current 401(k) plan, any reported decrease in contributions would have a much larger
impact than it would on the same individual (with the same survey response) had that worker not
recently changed jobs and had a significantly larger 401(k) balance. Therefore, the analysis in VanDerhei
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(March 2012) filters out anyone over age 35 whose tenure with their current employer is less than their
current age minus 30.%

The average-percentage reductions for the “long-tenure” cohort currently ages 36-45 are again largest
for those in the lowest-income quartile (24.9 percent). The reductions for this age cohort decrease to
7.2 percent for those in the second-income quartile and then increase to 10.0 percent for those in the
third-income quartile. The reductions increase to 17.1 percent for those in the highest-income quartile.

The average-percentage reductions for the “long-tenure” cohort currently ages 46-55 are largest for
those in the lowest-income quartile (21.1 percent). The reductions for this age cohort decrease to 9.9
percent for those in the second-income quartile and then increase to 11.6 percent for those in the third-
income quartile. The reductions increase to 14.1 percent for those in the highest-income quartile.

Analysis of the oldest cohort (those currently 56-65) show a marked decrease in the average percentage
reductions for the “long-tenure” cohort in the lowest-income quartile (12.7 percent), although it should
be noted that the average reduction will be most muted by previous account balances for 401(k)
participants in this age group. Moreover, the lowest-income quartile no longer has the largest reduction,
as the reduction for the second-income guartile is slightly larger at 13.3 percent. The reductions for this
age cohort decrease to 11.4 percent for those in the third-income guartile and then decrease to 8.7
percent for those in the highest-income quartile.

6.2.1.3.2 Plan Size

An interesting finding of the AllianceBernstein survey of plan sponsors with respect to potential federal
tax modifications is the impact of plan size on the expected plan sponsor response. The reasons to
expect an increased sensitivity by smaller plans to federal tax modifications have previously been
documented by others.”® However, Figure 12 shows the average percentage reductions in 401(k)
account balances at Social Security normal retirement age due to expected modifications in response to
the proposal to modify the federal tax treatment of employer and worker contributions for 401(k) plans
in exchange for an 18 percent match from the federal government, by plan size and age-specific salary
quartiles for workers currently ages 26-35." For all four income quartiles, the average percentage
reduction for plan sponsors in the two smallest plan size categories (less than $1 million and $1-510
million in assets) are more than 1.5 times the value of the average percentage reduction for plans
sponsors in any of the larger-size categories.

6.2.2 Caveats for This Research
6.2.2.1 Plan Size

Given the much larger simulated account balance reductions for smaller plans shown in Figure 12, it is
important to note that the plan-size distribution used in this simulation model is based on those found
in the EBRI/Investment Company Institute (ICl) 401(k) database, not the universe of 401(k) plans.
Evidence of the magnitude of possible statistical bias in this regard can be found in VanDerhei, Holden,
Alonso and Bass (2011). The third panel of Figure 4 (page 8) in that publication shows the distribution of
plans in the EBRI/ICI 401(k) database in 2010 vs. 2008 Department of Labor (DOL) Form 5500 for all
401(k) plans and suggests an under-representation of small plans for the EBRI/ICI 401(k) database.* The
plan-size variable was specified in terms of participants instead of assets, but a similar distribution
would be expected in the latter case. If this is indeed the case, the RSPM estimates for overall average
benefit reductions presented here would be expected to be smaller than those that would be evidenced
by the full 401(k) universe.
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6.2.2.2 Automatic Enrollment

The previous results assumed none of the 401(k) participants were automatically enrolled in these
retirement plans; instead, they presumed that workers’ rate of contribution after the first year were
driven primarily by age and income characteristics rather than tenure with the current employer, as they
might be in auto-enrollment plans with an automatic escalation of worker contributions.

The exclusion of auto-enrollment plans in this analysis was necessary given the current modeling
assumption of no job change. It would be very difficult to provide an accurate analysis of the average
percentage reductions in 401(k) balance under auto-enrollment if the plans included an automatic
escalation provision. For example, if a participant’s contribution rate had already been escalated to 8
percent of compensation at one employer, and upon job change was automatically enrolled into
another 401(k) plan, would they “remember” their current rate of deferral and start deferring in the
new plan at that rate, or would their contribution rate drop to the default rate of the new plan?
Undoubtedly many 401(k) participants in this automatic enrollment situation follow the latter approach.
As additional information becomes available on workers’ behavioral responses to auto-enrollment, EBRI
will update this analysis to provide a more robust model.

7  Future work

In addition to the expansion of the model used for the two analyses above to include 401(k) plans with
automatic enroliment, EBRI plans to continue to conduct research in this area as public policy evolves.

The potential reaction of employees not currently participating in 401(k) plans will be extremely difficult
to model for new incentive structures. For example, does the current experience under 401(k) plans
allow researchers to extrapolate behaviors to this population with respect to:

Initial participation choices.

Decisions to opt out once participation has begun.
Contribution behavior.

Asset allocation.

Cash outs at time of job change.

Many of EBRI’s previous simulation projects (see Appendix B for a brief chronology) will be directly
applicable to such additional research and we will be happy to work with the Committee on Ways and
Means to provide cost/benefit assessments of these type proposals in the future.

8 Conclusions

EBRI has documented a significant reduction in the percentage of simulated lifepaths for retired
households “at risk” for inadequate retirement income between 2003 and 2012, based in large part on
the advent of auto-enrollment in 401(k) plans; however, for Gen Xer households in the two lowest-
indexed pre-retirement income quartiles, the at-risk percentages, while much smaller (they were 85
percent for the lowest income quartile and 65 percent for the second lowest income quartile in 2003)
are still extremely high (78 percent for the lowest income quartile and 46 percent for the second lowest
income quartile in 2012). Of course, when one limits the analysis to those who are simulated to be
saving in the future, the numbers improve substantially: among Gen Xer households without any future
eligibility for participation in a defined contribution plan, the at-risk percentage is 60.7 percent, but it
drops all the way to 18.2 percent for those with 20 or more years of future eligibility.®

Given that the financial fate of future generations of retirees appears to be so strongly tied to whether
they are eligible to participate in employer-sponsored retirement plans,” the logic of modifying (either
completely or marginally) the incentive structure of employees and/or employers for defined
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contribution plans at this time needs to be thoroughly examined. EBRI studies®® have documented that
defined contribution plans (and the IRA rollovers they produce) are the component of retirement
security that appears to be generating the most non-Social Security retirement wealth for Baby Boomers
and Gen Xers. However, the potential increase of at-risk percentages resulting from (1) employer
modifications to existing plans, and (2) a substantial portion of low-income households decreasing or
eliminating future contributions to savings plans as a reaction to the exclusion of employee
contributions for retirement savings plans from taxable income, needs to be analyzed carefully when
considering the overall impact of such proposals.
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10 Appendix A: Brief Description of RSPM™

One of the basic objectives of RSPM is to simulate the percentage of the population that will be “at risk”
of having retirement income that is inadequate to cover basic expenses and pay for uninsured health
care costs for the remainder of their lives once they retire.”® However, the EBRI Retirement Readiness
Rating™ also provides information on the distribution of the likely number of years before those at risk
“run short of money,” as well as the percentage of compensation they would need in terms of additional
savings to have a 50, 70, or 90 percent probability of retirement income adequacy.

Appendix C describes how households (whose heads are currently ages 36-62) are tracked through
retirement age, and how their retirement income/wealth is simulated for the following components:

* Social Security.
* Defined contribution balances.

* IRA balances.
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» Defined benefit annuities and/or lump-sum distributions.
o Net housing equity.*

A household is considered to run short of money in this model if aggregate resources in retirement are
not sufficient to meet aggregate minimum retirement expenditures, which are defined as a combination
of deterministic expenses from the Consumer Expenditure Survey (as a function of income), and some
health insurance and out-of-pocket health-related expenses, plus stochastic expenses from nursing
home and home health care expenses (at least until the point they are picked up by Medicaid). This
version of the model is constructed to simulate "basic" retirement income adequacy; however,
alternative versions of the model allow similar analysis for replacement rates, standard-of-living
calculations, and other ad hoc thresholds.

The version of the model used for the analysis in this testimony assumes all workers retire at age 65 and
immediately begin to withdraw money from their individual accounts (defined contribution and cash
balance plans, as well as IRAs) whenever the sum of their basic expenses and uninsured medical
expenses exceed the after-tax*® annual income from Social Security and defined benefit plans (if any). If
there is sufficient money to pay expenses without tapping into the tax-qualified individual accounts,””
the excess is assumed to be invested in a non-tax-advantaged account where the investment income is
taxed as ordinary income.*® The individual accounts are tracked until the point at which they are
depleted; if the Social Security and defined benefit payments are not sufficient to pay basic expenses,
the entity is designated as having “run short of money” at that time.

11 Appendix B: Brief Chronology of RSPM

The original version of RSPM was used to analyze the future economic well-being of the retired
population at the state level. EBRI and the Milbank Memorial Fund, working with the governor of
Oregon, set out in the late 1990s to see if this situation could be addressed for Oregon. The analysis®
focused primarily on simulated retirement wealth with a comparison to ad hoc thresholds for
retirement expenditures, but the results made it clear that major decisions lie ahead if the state’s
population was to have adequate resources in retirement.

Subsequent to the release of the Oregon study, it was decided that the approach could be applied to
other states as well. Kansas and Massachusetts were chosen as the next states for analysis. Results of
the Kansas study were presented to the state’s Long-Term Care Services Task Force on July 11, 2002,
and the results of the Massachusetts study were presented on Dec. 1, 2002.*" With the assistance of the
Kansas Insurance Department, EBRI was able to create Retirement Readiness Ratings based on a full
stochastic decumulation model that took into account the household’s longevity risk, post-retirement
investment risk, and exposure to potentially catastrophic nursing-home and home-health-care risks. This.
was followed by the expansion of RSPM and the Retirement Readiness Ratings to a national model and
the presentation of the first micro-simulation retirement-income-adequacy model built in part from
administrative 401(k) data at the EBRI December 2003 policy forum.®’ The basic model was then
modified for testimony for the Senate Special Committee on Aging in 2004 to quantify the beneficial
impact of a mandatory contribution of 5 percent of compensation.®*

The first major modification of the model was presented at the EBRI May 2004 policy forum. In an
analysis to determine the impact of annuitizing defined contribution and IRA balances at retirement age,
VanDerhei and Copeland, 2004, were able to demonstrate that for a household seeking a 75 percent
probability of retirement income adequacy, the additional savings that would otherwise need to be set
aside each year until retirement to achieve this objective would decrease by a median amount of 30
percent. Additional refinements were introduced in 2005 to evaluate the impact of purchasing long-
term care insurance on retirement income adequacy.*
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The model was next used in March of 2006 to evaluate the impact of defined benefit freezes on
participants by simulating the minimum employer-contribution rate that would be needed to financially
indemnify the employees for the reduction in their expected retirement income under various rate-of-
return assumptions.” Later that year, an updated version of the model was developed to enhance the
EBRI interactive Ballpark EStimate” worksheet by providing Monte Carlo simulations of the necessary
replacement rates needed for specific probabilities of retirement-income adequacy under alternative-
risk-management treatments.*

RSPM was significantly enhanced for the May 2008 EBRI policy forum by allowing automatic enroliment
of 401(k) participants with the potential for automatic escalation of contributions to be included.”’
Additional modifications were added in 2009 for a Pension Research Council presentation that involved
a winners/losers analysis of defined benefit freezes and the enhanced employer contributions to
defined contribution plans provided at the time the defined benefit plan was frozen.**

A new subroutine was added to the model to allow simulations of various styles of target-date funds for
a comparison with participant-directed investments in 2009.4 In April 2010, the model was completely
re-parameterized with 401(k) plan-design parameters for sponsors that have adopted automatic-
enrollment provisions.” A completely updated version of the national model was produced for the May
2010 EBRI policy forum and used in the July 2010 /ssue Brief.”

The new model was used to analyze how eligibility for participation in a defined contribution plan
impacts retirement income adequacy in September 2010.” It was also used to compute retirement
savings shortfalls for Baby Boomers and Generation Xers in October 2010.”

In October 2010 testimony before the Senate Health, Education, Labor and Pensions Committee on “The
Wobbly Stool: Retirement (In)security in America,” the model was used to analyze the relative
importance of employer-provided retirement benefits and Social Security.”

In February 2011, the model was used to analyze the impact of the 2008-2009 crisis in the financial and
real estate markets on retirement income adequacy.’

An April 2011 article introduced a new method of analyzing the results from the RSPM.”® Instead of
simply computing an overall percentage of the simulated life paths in a particular cohort that will not
have sufficient retirement income to pay for the simulated expenses, the new method computed the
percentage of households that would meet that requirement more than a specified percentage of times
in the simulation.

As explored in the June 2011 Issue Brief, the RSPM allowed retirement-income adequacy to be assessed
at retirement ages later than 65.”

In a July 2011 Notes article’, it provided preliminary evidence of the impact of the “20/20 caps”
proposed by the National Commission on Fiscal Responsibility and Reform on projected retirement
accumulations.

The August 2011 Notes article™ evaluated the importance of defined benefit plans for households,
assuming they retire at age 65, while demonstrating the impact of defined benefit plans in achieving
retirement income adequacy for Baby Boomers and Gen Xers.

Finally, the September 2011 Senate Finance testimony® analyzed the potential impact of various types
of tax-reform options on retirement income adequacy. This was expanded in the November 2011 EBRI
Issue Brief* and a new set of survey results were added to the model in the March 2012 Notes article.*
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12 Appendix C: Impact of the financial and housing market crisis in 2008 and 2009 on retirement
readiness

The analysis in VanDerhei (February 2011) was designed to answer two questions:

1. What percentage of U.5. households became “at risk” of insufficient retirement income as a
result of the financial market and real estate market crisis in 2008 and 20097

2. Ofthose who are at risk, what additional savings do they need to make each year until
retirement age to make up for their losses from the crisis?

As one would expect, the answer to the first question depends to a large extent on the size of the
account balance the household had in defined contribution plans and/or IRAs as well as their relative
exposure to fluctuations in the housing market. The resulting percentages of households that would not
have been “at risk” without the 2008/9 crisis that ended up “at risk” vary from a low of 3.8 percent to a
high of 14.3 percent.

The answer to the second question also depends on the size of account balances and exposure to the
equity market; however, it is a more complicated question involving both the proximity of the
household to retirement age (the closer to retirement age, the fewer years of additional savings
available), the relative level of preretirement income, and the desired probability of adequate
retirement income.

Looking at all households that would need to save an additional amount (over and above the savings
already factored into the baseline model), the median percentage of additional compensation for Early
Boomers desiring a 50 percent probability of retirement income adequacy would be 3.0 percent of
compensation each year until retirement age to account for the financial and housing market crisis in
2008 and 2009. Similar values are 0.9 percent for Late Boomers and 0.3 percent for Gen Xers. A 90
percent probability of retirement income adequacy would require an even larger increase: The median
percentage of additional compensation for Early Boomers desiring a 90 percent probability of
retirement income adequacy would be 4.3 percent, to account for the financial and housing market
crisis in 2008 and 2009.

Looking only at those households that had exposure to the market crisis in 2008 and 2009 from all three
fronts (defined contribution plans, IRAs, and net housing equity) shows a median percentage for Early
Boomers of 5.6 percent for a 50 percent probability and 6.7 percent for a 90 percent probability of
retirement income adequacy. Younger cohorts experience a similar increase, going from the all-
household analysis to the more select group.
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13 Endnotes

1 A brief description of the EBRI Retirement Security Projection Model® (RSPM) is provided in Appendix A followed
by a chronology of its development and utilization in Appendix B. See Appendix C for additional detail on the
impact of the 2008-2009 crises in the financial and real estate markets on retirement income adequacy.

2 This number is somewhat smaller than the $4.6 trillion reported in VanDerhei (October 2010); however, the
baseline assumptions used in the 2010 analysis did not allow for the utilization of net housing equity to ensure
retirement income adequacy. When the 2012 analysis is repeated with the same assumptions as used in 2010, the
aggregate deficit increases to 54.8 trillion.

3 Unfortunately one of the most significant components of Retirement Savings Shortfalls comes from an exposure
that faces most retirees, however, very few of them choose to actively treat this risk. VanDerhei (October 2010)
provides a first-order approximation of the impact of the stochastic nature of the nursing home and home health
care expenses on the RSS values by age cohort, gender and marital status. Adding the nursing home and home
health care expense increases the average individual RSS for married households by $25,317. Single males
experience an average increase of $32,433 while single females have an increase of 546,425. A precise evaluation
of the impact would involve a comparison of the values supplemented with the premia required to fully insure the
financial consequence of nursing home and home health care expenses. For an example of this comparison with a
different output metric, see VanDerhei (2005).

4 For example, an employee age 60 may have very recently changed jobs and rolled over a substantial account
balance from his previous employer to an IRA.

5 Year-end 2011 data is currently being analyzed and the annual update will be available later in the year.

6 This value increased to 537,560 for participants in their 60's with 2-5 years of tenure and 553,108 for those with
5-10 years of tenure. Participants in their 60's with 10-20 years of tenure had an average account balance of
589,956 and those with 20-30 years had an average account balance of 5159,654.

7 EBRI is currently in the process of integrating year-end 2010 account balances of 401(k) participants with their
2010 IRA account balances. Preliminary findings suggest the need for analyzing the combined IRA and 401(k)
balances when attempting to assess any form of comprehensive retirement income adequacy. For example,
VanDerhei (April 2012) analyzed the median ratios of combined 401(k) and IRA balances as a multiple of 401(k)
balance by age and tenure for individuals with both 401(k) and IRA balances at the end of 2010. For individuals in
their 60's, a median ratio of 1.23 was found for individuals with at least thirty years of tenure with the current
employer. This number increased to 8.53 for those with no more than two years of tenure with the current
employer.

8 Year-end 2010 data is currently being merged with the consistent sample.

9 The proposed regulations for 401(k) plans were published in November 1981 and much of the growth in these
plans took place in the next few years.

10 Holden and VanDerhei (2002).

11 It should be noted that this combination is in essence adding a nominal annuity for the 401(k) accumulations
with a real annuity from Social Security. Given the larger replacement rates for the lowest income quartile under
Social Security, the disparity in favor of the lower income would increase as the retirees grow older.

12 Tergesen (2011).
13 Holden and VanDerhei (2005).
14 IRA rollovers that originated from 401(k) plans are included in the projected accumulations.

15 Choi, Laibson, Madrian, and Metrick (2001) and Choi, Laibson, Madrian, and Metrick (2004).
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16 Figure 1 of Holden and VanDerhei (2005).

17 VanDerhei (September 2007).

18 VanDerhei and Copeland (2008).

19 Figures 6 and 7 of VanDerhei and Copeland (2008)
20 VanDerhei (April 2010)

21 The lowest rates are experienced by employees who do not “remember” their previous contribution rates when
they change jobs, have a stochastic opt-out of the automatic escalation, and participate in plans that limit the
automatic contributions to 6 percent of compensation and increase the contributions by 1 percent per year (the
“all-pessimistic” assumption scenario). In contrast, the highest rates are experienced by employees who do
“remember” their previous contribution rates when they change jobs, do not opt-out of the automatic escalation,
and participate in plans that allow the automatic contributions to increase to 15 percent of compensation and
increase the contributions by 2 percent per year (the “all-optimistic” assumption scenario).

22 Results are limited to employees currently ages 25-29 and assumed to have 31-40 years of eligibility

23 These findings are part of the 21st annual Retirement Confidence Survey (RCS), a survey that gauges the views
and attitudes of working-age and retired Americans regarding retirement, their preparations for retirement, their
confidence with regard to various aspects of retirement, and related issues. The survey was conducted in January
2011 through 20-minute telephone interviews with 1,258 individuals (1,004 workers and 254 retirees) age 25 and
older in the United States. Random digit dialing was used to obtain a representative cross section of the U.S.
population. To further increase representation, a cell phone supplement was added to the sample. Starting with
the 2001 wave of the RCS, all data are weighted by age, sex, and education to reflect the actual proportions in the
adult population. Data for waves of the RCS conducted before 2001 have been weighted to allow for consistent
comparisons; consequently, some data in the 2011 RCS may differ slightly with data published in previous waves of
the RCS. Data presented in tables in this report may not total to 100 due to rounding and/or missing categories. In
theory, the weighted sample of 1,258 yields a statistical precision of plus or minus 3 percentage points (with 95
percent certainty) of what the results would be if all Americans age 25 and older were surveyed with complete
accuracy. There are other possible sources of error in all surveys, however, that may be more serious than
theoretical calculations of sampling error. These include refusals to be interviewed and other forms of
nonresponse, the effects of question wording and question order, and screening. While attempts are made to
minimize these factors, it is impossible to quantify the errors that may result from them. The RCS was co-
sponsored by the Employee Benefit Research Institute (EBRI), a private, nonprofit, nonpartisan public policy
research organization, and Mathew Greenwald & Associates, Inc., a Washington, DC, based market research firm.
The 2011 RCS data collection was funded by grants from more than two dozen public and private organizations,
with staff time donated by EBRI and Greenwald. RCS materials and a list of underwriters may be accessed at the
EBRI Web site: www.ebri.org/res. For more detail, see Helman, Copeland, and VanDerhei (March 2011, online at
www.ebri.org/surveys/rcs/2011/).

24 In the RCS, retiree refers to individuals who are retired or who are age 65 or older and not employed full time.
Worker refers to all individuals who are not defined as retirees, regardless of employment status.

25 Actually, the constraints would need to be compared to the 402(g) limit as well as any plan-specific constraints
on tax contributions (primarily for the Highly Compensated Employees).

26 1.4 percent responded that they did not know.

27 See Holden and VanDerhei (2005).

28 See VanDerhei and Copeland (2008).

29 The full stochastic nature of the model will be included in future analysis.
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30 It is important to note that the annuitized accumulations in this analysis are from 401(k) contributions
exclusively and do not include projected Social Security retirement benefits. This is in contrast to other EBRI
research (e.g., VanDerhei and Lucas, 2010) that includes both components. However, in the previous analysis, all
workers were simulated and job change was allowed.

31 These estimates compare quite favorably to those in Holden and VanDerhei (2002) when the difference
between nominal and real replacement rates are considered. However, this is to be expected given the
assumptions listed above (especially the lack of job turnover and therefore the suppression of cashouts prior to
retirement).

32 Presumably, the $20,000 figure would be indexed for inflation in the future similar to current treatment of IRC
Sec. 415(c) limits.

33 Employees age 50 or over may be allowed to contribute up to an additional $5,500 per year.
34 Sec. 415(c) of the Internal Revenue Code.

35 The reason that the youngest age cohort does not follow this trend is due to their relatively lower current
wages than older cohorts after adjusting for historic age/wage profiles.

36 Although additional analysis needs to be performed before assessing relative importance of these factors, it
appears that this result is caused by at least two factors. First, the definition of income quartile in RSPM is
determined in a manner similar to the average indexed monthly earnings computation for Social Security with the
following modifications: (a) All earned income is included up to the age of retirement (i.e., there is no maximum
taxable wage base constraint and the calculation terminates at retirement age); (b) Instead of indexing for cf

in average national wages, the model indexes based on assumed after-tax rate of return based on asset allocations
that are a function of the individual’s age in each year; and (c) Percentile distributions are established based on
population statistics for each age cohort. Therefore, it is possible that an individual whose preretirement income
ranks in the lowest quartile over their remaining work history may indeed end up with an income that would rank
higher than the bottom quarter in one or more specific years. Second, the impact of the 20 percent limitation for
the lowest-income quartile may fall disproportionately on the part-time workers. For example, a worker who
enters the work force part time whose spouse already has a full-time job may be in a better situation to attempt to
maximize retirement contributions on his/her income. Although EBRI is in the process of attempting to model the
impact on part-timers on a longitudinal basis, the current analysis filtered out any 401(k) participants with annual
income of less than $10,000 as well as those with less than two years of tenure.

37 Gale (2011).

38 The analysis for the Senate Finance Committee hearing modeled the following scenarios:

*  Employer contributions are modified in such a manner that the total match (employer plus government
match) remains constant.

*  All plan sponsors drop the plan match, and all employees receive a 30 percent match from the
government.

*  All plan sponsors drop the plan match, and all employees receive an 18 percent match from the
government.

In later EBRI analysis (VanDerhei, November 2011), the following scenarios were added:

* No plan sponsors drop the plan match, and all employees receive an 18 percent match from the
government.

* No plan sponsors drop the plan match, and all employees receive a 30 percent match from the
government.

39 VanDerhei (September 2011). The 2011 RCS questions were fielded in January 2011 and therefore did not ask
401(k) participants about the specific provisions used in the September 2011 Gale proposal.
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40 This survey was conducted online within the United States by Harris Interactive commissioned by the Principal
Financial Group from May 17— June 17, 2011. It surveyed 798 employee-benefit decision makers for companies
with three to 1,000 employees that do offer defined contribution retirement plans. These decision makers were
selected from a Principal Financial Group client list, and their data were not weighted.

41 A similar question was asked with the 30 percent government match provision suggested in Gale, Gruber, and
Orszag (2006).

42 A similar question was asked for a 30 percent government match. However, follow-up information for those
indicating an increase or decrease in contributions is not available.

43 The baseline results in Figures 11 and 12 were simulated assuming the midpoint value for each category in the
AllianceBernstein survey. Sensitivity analysis of this assumption is shown in Figures 3 and 4 of VanDerhei (March
2012) for the minimum reduction in account balances, and in Figures 5 and 6 of the same publication for the
maximum reduction in account balances. The average percentage reductions in account value in Figure 3 vary from
3.1t0 19.7 percent (depending on income quartile) for 401(k) participants currently 26-35 under the minimum
reduction scenario. Figure 5 shows that they vary from 8.8 to 24.4 percent (depending on income quartile) for
401(k) participants currently 2635 under the maximum reduction scenario

44 Under the baseline assumptions, the average percentage reduction in employee contributions for this group in
response to the proposal is 14.3 percent. Account balances will also be reduced due to the plan-sponsor reaction.

45 For example, a 40-year-old participant would need to have a tenure of at least 10 years with the current
employer to be included in this analysis. Alternative specifications of minimum tenure were used with essentially
the same results.

46 See pages 10-11 of Miller (2011) for an example.

47 Given the much larger simulated account balance reductions for smaller plans shown in Figure 12, it is
important to note that the plan-size distribution used in this simulation model is based on those found in the
EBRI/Investment Company Institute (ICl) 401(k) database, not the universe of 401(k) plans. Evidence of the
magnitude of possible statistical bias in this regard can be found in VanDerhei, Holden, Alonso and Bass (2011).
The third panel of Figure 4 (page 8) in that publication shows the distribution of plans in the EBRI/ICI 401(k)
database in 2010 vs. 2008 Department of Labor (DOL) Form 5500 for all 401(k) plans and suggests an under-
representation of small plans for the EBRI/ICI 401(k) database. The plan-size variable was specified in terms of
participants instead of assets, but a similar distribution would be expected in the latter case. If this is indeed the
case, the RSPM estimates for overall average benefit reductions presented here would be expected to be smaller
than those that would be evidenced by the full 401(k) universe.

48 The EBRI/ICI Participant-Directed Retirement Plan Data Collection Project (the EBRI/ICI 401(k) database) is the
largest, most representative repository of information about individual 401(k) plan participant accounts. See
VanDerhei, Holden, Alonso and Bass (2011).

49 See endnote 17 of VanDerhei and Copeland (July 2010) for more detail.

50 VanDerhei (September 2010) also demonstrates that eligibility for a defined contribution retirement plan has a
significant positive impact on reducing the additional compensation most families need to achieve the desired
level of retirement income adequacy.

51 See VanDerhei (August 2011) for evidence of the importance of participating in a defined benefit plan.
52 VanDerhei and Copeland (2002a).
53 This material first appeared in VanDerhei and Copeland (July 2010).

54 The nominal cost of these expenditures increases with component-specific inflation assumptions. See the
appendix for more details.

55 Net housing equity is introduced into the model in three different mechanisms (explained below).
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56 IRS tax tables from 2009 are used to compute the tax owed on the amounts received from defined benefit plans
and Social Security (with the percentage of Social Security benefits subject to Federal Income Tax proxied as a
function of the various retirement income components) as well as the individual account withdrawals.

57 Roth IRA and 401(k) accounts are not used in this version of the model but will be incorporated into a
forthcoming EBRI publication.

58 Capital gains treatment is not used in this version of the model.
59 VanDerhei and Copeland (2001).

60 VanDerhei and Copeland (July 2002).
61 VanDerhei and Copeland (December 2002).
62 VanDerhei and Copeland (2003)

63 VanDerhei (January 2004).

64 VanDerhei (2005).

65 VanDerhei (March 2006).

66 VanDerhei (September 2006)

67 VanDerhei and Copeland (2008).

68 Copeland and VanDerhei (2010).

69 VanDerhei (2009).

70 VanDerhei (April 2010).

71 VanDerhei and Copeland (2010).

72 VanDerhei (September 2010).

73 VanDerhei (October 2010a).

74 VanDerhei (October 2010b).

75 VanDerhei (February 2011).

76 VanDerhei (April 2011).

77 VanDerhei and Copeland (June 2011).
78 VanDerhei (July 2011).

79 VanDerhei (August 2011).

80 VanDerhei (September 2011).

81 VanDerhei (November 2011)

82 VanDerhei (March 2012).
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Percentage At Risk of

Figure 5
Impact of Income and Relative Value of Defined Benefit Accrual
at Retirement Age on At-Risk* Probabilities

Percentage of population “at risk” for inadequate retirement income, by age-specific remaining
career income quartiles and income-specific defined benefit value quartiles (baseline assumption)
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Source: EBRIFERF Retiremant Security Projection Mode!® version 1107 14e.
* An individual or family is consids to be “al risk” in this version of the model if their aggregale in are not sufficient to meet aggregate minimum retirement
i defined as a ination of p from the C Survey (as a function of income) and some health insurance and out-of-pocket
health redated plus from nursing home and home health care expenses {at least unlll the point they are picked up by Medicaid). The resources in
retirement will consist of Social Security [enhel status quo or one of the ified reform account b from defined contribution plans, IRAs andfor cash balance
plans, annuities from defined benefit plans (unless the lump-sum distribution scenario is chosen), and (in some cases) nel housing equity (either in the form of an annuity or as a
lump-sum distribution). This version of the model is to “basic” reti income adequacy; 3 of the moded allow similar analysis

for rates, f-living, and other ad hoc thresholds.
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$300,000.00

$290,000.00

$280,000.00

$270,000.00

$260,000.00

$250,000.00

$240,000.00

$230,000.00

Figure 7

Average account balances for 401(k) participants 55-64 with at least

thirty years of tenure

12/31/2010

12/31/2011 estimated

3/31/2012 estimated

| W average

$255,074.90

$272,680.81

$292,258.22

Sources: 2010 Account Balances: Tabulations from EBRI/ICI Participant-Directed Retirement Plan Data Collection Project; 2011 and

2012 Account Balances: EBRI estimates. The analysis is based on all participants with account balances at the end of 2010 and
positive values for the sum of employee and employer contributions for that year.
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Figure 9
CDFs* of the Two Extreme Combinations of Design Variables and
Employee Response Assumptions for Employees Currently Ages 25-29 and
Assumed 31-40 Years of Eligibility, High- vs. Low-salary Quartiles
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P PP P eor lamae laeor lane: lasa: | 100 105] 110|115 120| 125|130 135| 140 145
15%|20%| 25%|30%| 0150% | 55%|60%|65%| T0%| 75% (80" B195%! ae | ap (90 | % | % | % | % | % | % | %
- = | owest-income quartile, all pessimistic | 0% | 0% | 0% | 0% | 0% | 2% | 6% | 9% |13%|20% | 26% |35%|44% |54%|B4%| 71%|77% 80%|83% |86% | 88% 90%|92%|93% 94%: | 95%| 95%|
e Highest-income quartile, all pessimistic | 0% | 1% | 2% | 4% | 7% |12%/|19%|28% | 37%|46% [55%|63%|60% | 73%| 76% | B0%|83%|85%| 87 %8930 90% | 91%|92% | 93% | 94%:|94%| 95%
= » i+ « Lowest-income quartile, all optimistic | 0% | 0% | 0% | 0% | 0% | 2% | 5% | 6% | 79 | 9% [1196]14%|17%|21%|25% | 31%|37%|43% | 50% 573 64% |69%| 73%| 77%|78% | 81%|83%|
Highest-income quartile, all op 0% | 1% | 2% | 2% | 3% | 4% | 6% | 8% |10%|14% 19%%|24%|30% |36%|43% 50%|55% 60%|64% [68% |7 1% 73%| 76% | 7B%|B0% 82%|84%

Combined Real Replacement Rate

Source: EBRI/ERF Retirement Security Projection Model, versions 100810a1-100810a16.
* Cumulative distribution functions.

1597



Reduction in 401(k) Balance

Figure 10
Average Percentage Reductions in 401(k) Account Balances at
Social Security NRA* by Imposing 20/20 Limits in 2012,
by Age and Age-specific Salary Quartiles

16%
Salary
Quartile
14%
mLowest
o2
12%
@3
BHighest
10%
8%
6%
4%
2%
0%
26-35 36-45 48-55 56-65
Age

Source: EBRI Retirement Security Projection Model Version 110627c1.

NB: this simulation only models the financial impact of the expected reduction in 401(k) contributions for employees who are not automatically enrolled by
imposing the new limits and does not pt to assess behavioral modifications on the part of either the plan sponsor nor the employees assumed to be
eligible for participation in the plan. The simulated rates of return are the same as in VanDerhei and Copeland (July 2010). This version of the analysis
assumes no job turnover, withdrawals or loan defaults. The full stochastic nature of the model will be included in future analysis.

* Normal retirement age.
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Figure 11
Simulated Impact of Proposal to Modify the Federal Tax Treatment
of Employer and Employee Contributions for 401(k) Plans In Exchange
for an 18% Match From the Federal Government, by Age and
Age-specific Salary Quartiles: Midpoint estimates

Assumption for this run: Employer increases or decreases to contributions are
represented by the midpoint of the range denoted on the AllianceBernstein survey
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5%

Income Group %% 26-35 36-45 46-55 56-65
mLowest income quartile 22.2% 24.9% 21.1% | 12.7%
B2 13.0% 7.2% 9.9% | 13.3%
o3 6.1% 10.0% 11.6% | 11.4%
OHighest income quartile 10.8% 17.1% 14.1% | 8.7%

Source: Auther's calculations based on results from EBRI Retirement Security Projection Model Version 1471, and responses to AllianceBernstein
(2011) and Employee Benefit Research Institule and Mathew Greenwald & Associates, Inc., 2012 Retirement Confidence Survey.

Note: This simulation models only the financial impact of the expected reduction in 401 (k) accounl balanoes for employees who are not automatically
enrolled by madifying the baha\ﬂur of plan sponsors and participants and does not to assess behavioral modifications on the part of eligible
nonparticip . The simulated rates of return are the same as in VanDerhei and Copeland (July 2010). This version of the analysis assumes no job
turnover, withdrawals or loan defaults. The full stochastic nature of the model will be included in a future analysis. Results for participants currently
older than 35 are limited to high-tenure participants as explained in the text. Plan sponsor and participant reactions to the proposal are explained in
the text. Employer increases or decreases to contributions are represented by the midpoint of the range denoted on the AllianceBemstein survey.
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Figure 12
Simulated Impact of Proposal to Modify the Federal Tax Treatment of
Employer and Employee Contributions for 401(k) Plans In Exchange for
an 18% Match From the Federal Government for Employees Currently 26-35,
by Plan Size and Age-specific Salary Quartiles: Midpoint Estimates

Assumption for this run: Employer incr or decr: to contributions are
represented by the midpoint of the range denoted on the AllianceBernstein survey
E£Ew
g g % 45%
£LE  40%
E R
38 E, 35%
%-,g 3 30%
=0gF
§ ZE 25%
$82 20%
<z
— @
5 = 10%
5%

401(k) 0%

Plan Size Lowest income quartile 2 3 Highest income quartile
m<iM 36.4% 28.8% 22.8% 26.5%
@1-10M 40.1% 32.4% 26.9% 31.5%
@10-50M 22.8% 13.7% 7.4% 12.8%
050-250M 20.2% 11.4% 3.3% 8.5%
@250-500M 20.2% 10.4% 3.2% 8.3%
0>500M 235% 122% 68% 13.1%

Source: Author's calculations based on results from EBRI Reti it Security Projection Model Version 1472, and resp to Alli Bernstein (2011)
and Employee Benefit Research Institute and Mathew G Id & Associates, Inc., 2012 Retirement Confidence Survey.

Note: This simulation models only the financial impact of the expected reduction in 401(k) account balances for employees who are not automatically
enrolled by modifying the behavior of plan sponsors and participants and does not pt to assess behavioral modifications on the part of eligible

nonparticipants. The simulated rates of return are the same as in VanDerhei and Copeland (July 2010). This version of the analysis assumes no job turnover,
withdrawals or loan defaults. The full stochastic nature of the model will be included in a future analysis. Plan sponsor and participant reactions to the
proposal are explained in the text. Employer increases or decreases to contributions are represented by the midpoint of the range denoted on the
AllianceBernstein survey.
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Chairman CAMP. Ms. Miller, you are recognized for 5 minutes.

STATEMENT OF JUDY A. MILLER, CHIEF OF ACTUARIAL
ISSUES AND DIRECTOR OF RETIREMENT POLICY, AMERICAN
SOCIETY OF PENSION PROFESSIONALS AND ACTUARIES,
ARLINGTON, VIRGINIA

Ms. MILLER. Thank you, Chairman Camp, Ranking Member
Levin, and Members of the Committee. I am Judy Miller, chief of
actuarial issues and director of retirement policy for the American
Society of Pension Professionals and Actuaries. ASPPA’s more than
8,000 members work with retirement plans of employers of all
types, but our primary focus is plans for small business.

Two key features distinguish retirement savings tax incentives
from other incentives in the Code: The deferral nature of the incen-
tive and the nondiscrimination rules that make employer-sponsored
plans very efficient at delivering benefits across the income spec-
trum.

First, unlike other tax incentives, incentives for retirement sav-
ings are deferrals, they are not permanent exclusions. When em-
ployer-paid health benefits are excluded from income or mortgage
interest is deducted, those amounts will never be taxed. With the
traditional retirement savings account, no income taxes are paid on
contributions when they are added to the account, but those same
contributions are included in taxable income when the amounts are
paid from the plan. In other words, every single dollar that is ex-
empt from tax now will be subject to income tax in the future.
Since most of those retirement years are outside the government’s
5- or 10-year budget window, looking at the so-called tax expendi-
ture for defined contribution retirement plans on a short-term cash
basis greatly overstates the cost of this incentive. In fact, new esti-
mates by former JCT staff show that a better measure of the ex-
penditure for defined contribution plans is more than 50 percent
less than the JCT cash-basis estimate over a 5-year period. So as
you consider these issues, let us not forget that this is a deferral.
The amount of revenue you might think you are raising if you cut
retirement savings incentives today is not real revenue gain. It is
a bookkeeping fiction.

The second distinguishing feature is the nondiscrimination rules
that make sure incentives for retirement plans don’t discriminate
in favor of the highly paid. The result is this tax incentive is more
progressive than the current progressive Tax Code. Households
making less than $100,000 pay 26 percent of all income taxes, but
they get over 60 percent of the tax benefit of this incentive for de-
fined contribution plans, and this analysis actually understates the
benefits for these households because it doesn’t recognize that a
good part of a small business owner’s so-called tax savings is actu-
a%ly transferred to workers in the form of contributions. Let me ex-
plain.

A small business owner usually considers a plan when the busi-
nesses finally become profitable. The owner has shown how setting
up a retirement plan can save enough money on their personal in-
come taxes to pay most of the cost of contributions, like matching
contributions that are going to be required for employees by non-
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discrimination rules. It is a beautiful thing really. Deferred income
taxes for the owner become current contributions for the workers.

Data clearly shows the key to promoting retirement security is
workplace savings. Over 70 percent of workers earning from $30-
to $50,000 do participate in a plan at work, but less than 5 percent
go save on an IRA on their own. Bureau of Labor Statistics data
show 78 percent of full-time workers have access to a workplace re-
tirement plan, with 84 percent participating.

Almost 80 percent coverage is a success story. More needs to be
done, but the Committee should build on the success of the system.
We support the auto IRA proposal in Mr. Neal’s bill, for example,
as a way to expand workplace savings by building on the current
structure.

Recent tax reform proposals include dramatic cuts in maximum
contribution limits, a cap on the value of the current year’s exclu-
sion for households making over a certain dollar amount, or conver-
sion of the current year’s income exclusion to a credit. All of these
proposals would reduce the incentive for small business owners to
sponsor a workplace retirement plan and would be a big step in the
wrong direction.

I have over 20 years experience actually selling plans to small
business owners. With rare exceptions, the current year’s tax sav-
ings was a critical factor and often the only factor supporting their
decision to put in a plan. Now, it is not that small business owners
are selfish. Quite the contrary. But in real life they aren’t sitting
on lots of cash. Savings generated from the retirement plan tax in-
centives provides cash to help make contributions required by the
nondiscrimination rules. Reducing the incentive literally reduces
the cash the small business owner has to work with. Now, there
is not a doubt in my mind that reduced incentives would mean
fewer plans and less contributions toward workers’ retirement.

One of the questions posed for this hearing is whether or not
there are too many types of plans. The simple answer is no. A pro-
posal to combine all defined contribution plans into a single type
of plan might look like simplification on paper, but in practice com-
bining 401(k), 403(b), and 457(b)s into a single plan would disrupt
savings for employees of State and local governments and other
nonprofits. And believe me, when you are talking to an employer
about setting up a plan, options and flexibility are not the enemy,
and one size definitely does not fit all.

Now, that is not to say simplification isn’t needed. For example,
we support the Small Business Pension Promotion Act sponsored
by Representatives Gerlach, Kind and others, and would be pleased
to work with the Committee on these and other simplifications.

In summary, the road to improved retirement security for work-
ing Americans is expanded workplace savings. Reducing incentives
for small business owners to sponsor retirement plans is the oppo-
site of what needs to be done.

I would be pleased to discuss these issues further with the Com-
mittee or to answer any questions that you may have. Thank you
very much.

Chairman CAMP. Thank you very much.

[The prepared statement of Ms. Miller follows:]



49

m ASPPA’

WORKING FOR AMERICA'S RETIREMENT

Testimony Submitted by Judy A. Miller
on behalf of the
American Society of Pension Professionals and Actuaries

Committee on Ways and Means Hearing on
Tax Reform and Tax-favored Accounts

April 17, 2012

Thank you Chairman Camp, Ranking Member Levin and members of the Committee for
the opportunity to speak with you about the current tax incentives for employer-sponsored
retirement plans — how they are working to promote retirement security, and how the Committee
might streamline the law and regulations to make them work better. [ am Judy Miller, Chief of
Actuarial Issues and Director of Retirement Policy for the American Society of Pension
Professionals and Actuaries (“ASPPA™). ASPPA is a national organization of more than 8,000
retirement plan professionals who provide consulting and administrative services for qualified
retirement plans covering millions of American workers. ASPPA members are retirement
professionals of all disciplines including consultants, administrators, actuaries, accountants, and
attorneys. ASPPA is particularly focused on the issues faced by small- to medium-sized
employers. ASPPA’s membership is diverse but united by a common dedication to the employer-
based retirement plan system.

I also am speaking on behalf of the Council of Independent 401(k) Recordkeepers
(CIKR), as well as ASPPA’s sister organizations, the National Tax Sheltered Accounts
Association (NTSAA), the National Association of Plan Advisors (NAPA) and the ASPPA
College of Pension Actuaries. CIKR is a national organization of 401(k) plan service providers.
CIKR members are unique in that they are primarily in the business of providing retirement plan
services as compared to financial services companies who primarily are in the business of selling
investments. As a consequence, the independent members of CIKR offer plan sponsors and
participants a wide variety of investment options from various financial services companies
without an inherent conflict of interest. By focusing their businesses on efficient retirement plan
operations and innovative plan sponsor and participant services, CIKR members are a significant
and important segment of the retirement plan service provider marketplace. Collectively, the
members of CIKR provide services for over 70,000 retirement plans covering 3 million
participants with approximately $130 billion in retirement assets. NTSAA’s members share a
strong interest in the 403(b) and 457(b) marketplace. NAPA is an organization of advisors
serving employer-sponsored retirement plans. ACOPA represents enrolled actuaries who are
credentialed members of ASPPA.
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The goals of simplification, efficiency, and increasing retirement and financial security
for American families are goals we share with the Committee. The primary message [ want to
convey today is that the current tax incentives are working very efficiently to promote retirement
security for millions of working Americans. The most important factor in determining whether
or not taxpayers across the income spectrum save for retirement is whether or not there is a
workplace retirement plan. If increasing retirement and financial security is the goal, increasing
the availability of workplace savings is the way to get there, and modifications to the current
incentives should be evaluated based on whether or not the changes will encourage more
businesses to sponsor retirement plans for their employees.

In ERISA, Congress decided to direct tax incentives for employer-sponsored plans
toward coverage of substantially full-time employees. Nearly 80% of full time civilian workers
now have access to workplace savings, so the incentives have been effective in providing
coverage for the targeted group. The incentives are also very efficient at providing coverage to
all income groups. This efficiency is derived in large part from two features that set the
retirement savings incentives apart from other individual tax incentives:

s The retirement savings incentive is income deferral, not a permanent exclusion.
Every dollar that is excluded from income this year will be included in income in
a future year. Unfortunately, that is not reflected in the cash basis measurement
of the retirement savings “tax expenditure™. In fact, the current methodology
overstates the true cost by over 50%.

« Nondiscrimination rules for employer-sponsored plans assure the plans do not
discriminate in favor of highly compensated employees, and limit the amount of
compensation that can be included in determining benefits and testing for
nondiscrimination. As a result, this tax incentive is more progressive than the
current progressive tax code.

The hearing notice raised the question as to whether the “large number of plans with
different rules and eligibility criteria leads to confusion, reducing the effectiveness of the
incentives in increasing retirement savings.” The answer is a resounding “No™.

o Ifan individual has a workplace plan, he or she is not asked to choose between a
401(k) or SIMPLE, or a 401(k) or 403(b) arrangement. Employees are simply
asked if they want to enroll in the plan being offered by the employer — or are
automatically enrolled. Consolidating all types of defined contribution plans into
one type of plan would not be simplification. It would disrupt savings. and force
state and local governments and nonprofits to modify their retirement savings
plans and procedures.
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* Small employers that do not sponsor a retirement plan consistently point to

business concerns as the main reason they do not sponsor a plan', not “confusion™
about available options. Flexibility in plan design gives practitioners the tools to
design arrangements that are attractive to more employers than a “cookie cutter”
approach. Less flexibility would reduce coverage, not enhance it.

The discussion of simplification needs to be expanded beyond consolidation or otherwise
limiting employer-sponsored plan design options. There are legislative and regulatory changes
that could smooth the way for more small employers to adopt plans. and ease compliance
concerns, but consolidation and loss of flexibility in plan design are not on that list. Improved
retirement security, and meaningful simplification, will be accomplished through thoughtful
modifications to the existing structure, without wasting resources on cosmetic overhauls that
produce more change than gain.

! See for example:

*  The Principal Financial Group Retirement Readiness Survey 2011, slides 29-30, available at

o Statement for the record of the March 7, 2012 Senate Special Committee on Aging Hearing " Opportunities
for Savings:: Removing Obstacles for Small Business ™, from Michael Kiley founder of PAL available at
http:/fwww, asppa.org/document-vault/pdfs/GAC/2012/Kiley0307sfr.aspx

& EBRI Small Emplover Retivement Survey (2003) available at
http://ebri.org/pdf/surveys/sers/2003/03serst1.pdf
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Background

The current system of tax incentives has been very successful at accumulating assets to
improve the retirement security of millions of American households. Seventy percent of U.S.
households now have an IRA or an employer-sponsored retirement plan. At the end of 2010,
private employer-sponsored defined contribution plans held about $4.5 trillion in assets, private
employer-sponsored defined benefit plans held $2.2 trillion and state and local retirement plans
held $3.0 trillion. There was another $4.7 trillion held in IRA accounts. Although IRAs include
contributions made by individuals to the IRA on their own behalf, a substantial portion of IRA
assets are attributable to rollovers from employer-sponsored plans and direct employer
contributions. Of the 49 million households that own IRAs, 55% report that their IRA accounts
include a rollover from another retirement plan, and 9 million of the IRAs are employer-
sponsored retirement savings arrangements such as SEPs and SIMPLE IRA plans.”

The past 20 years has seen a gradual shift in employer-sponsored arrangements from
defined benefit plans to defined contribution plans. The number of participants (active, retired
and deferred vested) reported as covered by defined benefit plans has been fairly stable - about
40 million in 1986, and 42 million in 2006, but an increasing proportion of those are retired
participants. Over the same period, the reported number of participants in defined contribution
plans increased from 37 million to 80 million. In 2009, about 61 million active workers
participated in employer-sponsored retirement plans.”

Data shows that 401(k) and similar plans (such as 403(b) and 457(b) arrangements) have
been very successful in getting workers to save for retirement. In ERISA, Congress decided to
target tax incentives toward substantially full-time workers, and the incentives have worked well.
Contrary to the common assertion that only half of working Americans are covered by a
retirement plan, Bureau of Labor Statistics (BLS) data shows that 78 percent of all full time
workers have access to a workplace retirement plan, with 84 percent of those workers
participating. The success of saving through an employer-sponsored plan extends to low to
moderate income workers. The chart below, based on data prepared by the Employee Benefit
Research Institute (EBRI) updated to 2010, shows that over 70% of workers earning from
$30,000 to $50,000 participated in employer-sponsored plans when a plan was available,
whereas less than 5% of those without an employer plan contributed to an IRA.

22011 Investment Company Fact Book: A Review of Trends and Activity in the hwvestment Company Industry.,
Investment Company Institute, available at hup:/ici.org/pdf72011_factbook.pdf.

* EBRI Databook on Employee Benefits, Employee Benefit Research Institute, available at
http://ebri.org/publications/books/?fa=databook .
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Figure 1

Effectiveness of 401(k) Plans

Participation Rates by Moderate Income ($30,000- $50,000) Workers Not Cavered by a Workplace
Retirement Plan Versus Covered by a Plan
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NotC iby an Employer Plan - Deductibh Covered by an Employer Plan
IRA Only

Source: Employee Benefit Research Institute (EBRI) (2010) estimate using 2008 Panel of SIPP (Covered by an
Emplayer Plan) and EBRI estimate (Not Covered by an Employer Plan-IRA only)

Current Tax Incentives

What are the incentives?

Employer contributions made to qualified retirement plans are deductible to the employer
when made. Income tax on investment earnings on those contributions is deferred until amounts
are distributed from the plan. When a distribution is made to a plan participant, all amounts are
subject to ordinary income tax. Employer contributions made on a participant’s behalf are not
subject to FICA. In addition, individuals with adjusted gross income (“*AGI") of less than
$27,750, and married couples with AGI of less than $55,500, may qualify for a Saver’s Credit
ranging from 10% to 50% of the first $2,000 the individual contributes to an IRA or employer-
sponsored defined contribution plan.

Limits are placed on contributions to defined contribution plans, and on benefits payable
from defined benefit plans:

+ Certain defined contribution plans permit employees to contribute on their own behalf
by electing to have a certain dollar amount or percentage of compensation withheld
from pay and deposited to the plan. These “elective deferrals™ are excludable from
income for income tax purposes, but FICA is paid on the amounts by both the
employer and the employee. For 2012, the maximum elective deferral to a 401(k) or
similar plan is $17,000. Employees age 50 or over can also make a “catch-up
contribution™ of up to $5.500. Elective deferrals to a SIMPLE plan are limited to
$11,500, plus a $2,500 catch-up contribution for those age 50 or over.



54

¢ If the employer also contributes to a defined contribution plan (such as a 401(k) plan),
the maximum contribution for any employee is $50,000. This limit includes any
elective deferrals other than catch-up contributions. This means a participant that is
age 50 or over, and who makes the full $5,500 catch-up contribution, would have a
total limit of $55,500.

¢ The maximum annual benefit payable from a defined benefit plan cannot exceed the
lesser of the average of three year’s pay or $200,000. If retirement is before age 62,
the dollar limit is reduced. Employers can deduct the amount required to fund
promised benefits.

¢ Annual IRA contributions are limited to $5,000, plus “catch-up” contributions of
$1.000 for those age 50 or over.

Compensation in excess of $250,000 cannot be considered in calculating contributions or
in applying nondiscrimination rules under either defined benefit or defined contribution plans.
For example, if a business owner makes $400,000, and the plan provides a dollar for dollar
match on the first 3% of pay the participant elects to contribute to the plan, the match for the
owner is 3% of $250,000, not 3% of $400,000.

The higher contribution limits for qualified retirement plans — both defined contribution
and defined benefit plans — come with coverage and non-discrimination requirements. For
example, a small business owner with several employees cannot simply put in a defined
contribution plan and only contribute $50,000 to his or her account. Other employees who have
attained age 21 and completed | year of service with at least 1000 hours of work must be taken
into consideration, and the employer must be able to demonstrate that benefits provided under
the plan do not discriminate in favor of “Highly Compensated Employees™ (*HCEs"), which
would include the owner.

Safe harbors are available. For example, if all employees covered by a 401(k) plan are
provided with a contribution of 3% of pay that is fully vested, the HCE can make the maximum
elective deferral, regardless of how much other employees choose to contribute on their own
behalf.

Age can also be considered when determining the amount of contributions that can be
made on a participant’s behalf. A larger contribution (as a percentage of pay) can be made for
older employees because the contribution will have less time to earn investment income before
the worker reaches retirement age (usually age 65).

How do retirement savings tax incentives differ from other incentives?

Unlike many tax incentives, the income tax incentives for retirement savings are not
permanent deductions or exclusions from income. Taxes are deferred as long as the savings
remains in the plan, but tax must be paid in later years when distributions are made from the
plan. Furthermore, the distributions are subject to tax at ordinary income tax rates, even though
lower capital gains and dividends rates may have applied if the investments had been made
outside of the plan.

The tax incentives for qualified employer-sponsored retirement plans also come with
stringent non-discrimination rules. These rules, coupled with the limit on compensation that can
6
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be considered under these arrangements, are designed to insure that qualified employer-
sponsored retirement plans do not discriminate in favor of HCEs. Non-discrimination rules do
not apply to other forms of tax-favored retirement savings. For example:

IR As share the incentive of tax deferral. However, if a small business owner
makes a personal contribution to an IRA, there is no corresponding obligation to
contribute to other employees’ IRAs. However, under the current rules, the
contribution limit for [IRAs is set low enough (and the limit for employer-
sponsored plans high enough) to make a qualified retirement plan attractive to a
business owner who can afford it.

Annuities purchased outside of a qualified plan share the benefit of “inside
buildup™ - the deferral of income tax on investment earnings until distributed from
the arrangement — but have no limit on contributions or benefits, and no non-
discrimination requirements. This means the attraction of a qualified retirement
plan for a small business owner is heavily dependent on the interaction of non-
discrimination rules and the contribution limits for a qualified retirement plan.
[Note that at the end of 2010, there was $1.6 trillion in annuity reserves held
outside of retirement plans.’]

How does tax deferral work to incent coverage?

The tax incentive for a small employer to sponsor a qualified retirement plan is a critical
component to the establishment of a 401(k), defined benefit or other qualified retirement plan.
The tax savings for the company’s owner (or owners) can generate all or part of the cash flow
needed to pay required contributions for other employees, which substantially reduces the cost of
the plan to the owner (and transfers much of the apparent tax benefit to covered employees).
Consider the following situation:

ABC Company has been in operation for 5 years. The owner has some

retirement savings in an IRA, but has never taken time to think about retirement.
The business has other employees earning from $35,000 to $70.000. The owner
takes compensation of $10,000 per month during the year, then takes a year-end
bonus of the amount of company profits. The owner pays individual income taxes
on the full amount of the profits at a marginal rate of 28%.

The owner meets with a retirement plan consultant. The owner is older
than most of the other workers, so the consultant recommends a safe harbor
401(k) plan with an additional “cross-tested” contribution. Thanks to the
nondiscrimination rules that apply to qualified retirement plans, putting $50,000
of the profits into the 401(k) plan for the owner means the owner must contribute
at least 5% of pay for the employees. However, tax savings on the $50,000 will
substantially cover that 5% contribution, and the tax credit for the cost of setting
up and operating a new plan helps defray any startup and initial operating costs.

* Retirement Assets Total $17.3 Trillion in Fourth Quarter 2010, Investment Company Institute (Apr. 13, 2011),

available at htip://'www.ici.org/pressroom/news/ret_10_g4.
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Setting up the plan becomes a simple question of “Do you want to give that
money to your employees? Or add it to the check you are sending to IRS?"

The current tax incentives transform what would have been a bonus to the business
owner, subject to income taxes, into a retirement savings contribution for the owner and
the employees. Not only will the employees receive an employer contribution of 5% of pay,
most will also make additional contributions on their own behalf. This incentive for the business
owner to contribute for other employees results in a distribution of tax benefit that is more
progressive than the current income tax structure. Just how progressive is illustrated in Figure 6
(on page 13), showing the share of this tax benefit going to households earning under $50,000 is
almost four times the share of income taxes paid by these households.

The tax incentives are also used to encourage employees to join 401(k) plans and similar
plans. Educational materials encouraging participants to enroll in, and contribute to, plans
typically show the worker how tax savings will help them save more than they could through
another savings arrangement. For example, materials will show how contributing $100 to your
401(k) account will only cost $85 (or $72 for higher income workers). As shown in the chart
below, over 80% of workers in all income categories find this incentive somewhat or very
important.

Figure 2

Importance of Being Able to Deduct Retirement Contributions
From Taxable Income

$15,000tc  $25000tc $35000tc $50,000to $60,000te $75000te  $100,0000r
©$25,000  <$35000  <$50,000  <$60,000  <$75,000  <$100,000 More

H Not At All Important B Not Too Important W Somewhat Important 8 VeryImportant

Source: Jack VanDerhei, The Impact of Modifving the Exclusion of Employee Contributions for Retirement
Savings Plans From Taxable Income: Results From the 2011 Retivement Confidence Survey, ebri.org Notes
(Mar. 2011). available at http://ebri.org/publications/notes/index.cfm?fa=notesDisp&content_id=4783.

The importance of the tax deferral on retirement contributions was also born out in a
recent Investment Company Institute (ICI) survey in which more than 80% of households
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owning DC plan accounts said the immediate tax savings from their retirement plans were a
P . . 5
big incentive to contribute.”

True Cost Overstated

Current budget rules require that the cost of most tax incentives be determined on a cash
flow basis. Because the tax incentive for retirement savings is a deferral, not a permanent
exclusion, basing the cost on current cash flow analysis — taxes not paid on contributions and
investment earnings for the current year less taxes paid on current year distributions —
misrepresents the true cost of the retirement savings incentives. Using a present value method,
which recognizes that taxes will eventually be paid on distributions, produces very different
estimates — more than 50% lower than JCT or Treasury estimates for a 5-yvear budget window.*

The following chart illustrates the results.

Figure 3
Comparison of Tax Expenditure Estimates
Joint Committee and Treasury Annual Estimates Compared to the
New Methodology*
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* The new methodology estimates the tax benefit of the deferral and inside buildup. in present
value terms. The Joint Committee and Treasury estimates rely on cash-flow analysis.

* Investment Company Institute, America’s Commitment to Retirement Security: Investor Attitudes and Actions
January 2012 available at http://www.ici.org/pdfippr_12_retir_sec_update.pdf

® Judy Xanthopoulos and Mary Schmidt, Retirement Savings and Tax Expenditure Estimates (April 2012), available
at htip://'www.asppa.org/Main-Menw/goviaffairs RET2012.aspx
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The danger in using the cash flow measurement is not just that the current cost is
overstated, but the long-term impact of modifying the incentives is also hidden. Reducing the
limits will generate revenue in the budget window, but will also lead to reduced revenue — and
more demand for low income benefits such as Medicaid and Supplemental Security Income
(*SSI7) - in later years.

Who Benefits

Who is participating?

The Bureau of Labor Statistics (“BLS™) found that 78 percent of all full time civilian
workers had access to retirement benefits at work, with 84 percent of those workers participating
in these arrangements. For private sector workers, BLS found the access and participation rates
are 73 percent and 80 percent respectively. Availability and take up rates are substantially lower
for part-time workers, so if part time workers are included, BLS found that 68 percent of civilian
workers had access to retirement plans, and 80 percent of those actually participate in the
offering. For the private sector only, the access and participation rates for all workers are 64
percent and 76 percent respectively.” However, alternative research suggests these estimates are
less than what is actually happening in the workplace.

A report from SSA shows that 72 percent of all employees who worked at private
companies in 2006 had the ability to participate in a retirement plan, and 80 percent of those
participated.® The SSA used data from a Census survey merged with W-2 tax records to correct
for respondents’ reporting errors. SSA found “among private-sector wage and salary workers,
both employer offer rates and employee participation rates in any type of pension plan
considerably increase when W-2 records are used, an indication of substantial reporting error.”
The SSA results indicate the BLS statistics on availability are likely understated.

9

Part-time workers are far less likely to have a retirement plan available at work, and less
likely to participate in a plan when it is available. BLS data shows only 37% of part-time private
sector workers have a retirement plan available at work, and 54% of those participate in the plan.
Similarly, employees that work for smaller employers are less likely to have a plan available.
BLS data shows 49 percent of private sector employees who work for employers with less than
100 employees have a plan available at work. Sixty-nine percent of those workers do participate
when a plan is offered, though. Employer surveys indicate business concerns are the primary
driver of this low rate of sponsorship among smaller employers.

" Bureau of Labor Statistics, Emplovee Benefits Survey: Retivement Benefits, March 2011: Retivement benefits:
access, participation, and take-up rates: National Compensation Survey March 2011 available at
http://www.bls.pov/nes/ebs/sp/ebnr001 7.pdf (hereinafter “BLS Survey™).

* Irena Dushi, Howard M. lams, and Jules Lichtenstein, Assessment of Retirement Plan Coverage by Firm Size,
Using W-2 Records, Social Security Bulletin (2011), available at

htip://www.ssa.gov/policy/docs/ssb/v71n2/v7 In2p33.pdf.

? Id. at 1 (noting “We find substantial reporting error with respect to both offer and participation rates in a retirement
plan. About 14 percent of workers who self-reported nonparticipation in a defined contribution {DC) plan had
contributed as indicated by W-2 records, whereas 9 percent of workers self-reported participation in a DC plan
when W-2 records indicated no contributions.”).

10
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Participation in employer-sponsored defined contribution plans is heavily weighted
toward middle class Americans. As the chart below shows, 38% of participants in defined
contribution plans make less than $50,000 per year. Nearly three-quarters make less than

$100,000.

Figure 4
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Source: Internal Revenue Service (IRS) Statistics of Income Division (SO1)

There is reason for optimism that coverage will increase over time. The following chart
shows that younger workers have shown dramatic gains in ownership of retirement savings

accounts over the past decade. The increasing use of automatic enrollment is also expected to

increase take-up rates. (Most plans only automatically enroll new hires, so recognition of
participation gains will occur gradually).

11
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Figure 5
Younger Households Have Had Higher and Faster Growing Rates of IRA or Defined
Contribution Plan Ownership

Percentage of U.S. households owning IRAs or DC plans by decade in which household heads were
born, 1989-2010
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Note: Age Is the average age of the 10-year birth cohort at the time of the survey. The 10-year birth cohorts are defined using
the age of the head of household.

Sources: ICI tabulations of Federal Reserve Board Survey of Consumer Finances 1989-2007 and ICI Annual Mutual Fund
Shareholder Tracking Surveys 2000-2010

Source: 2011 Investment Company Factbook, Figure 7.4, page 103

How is the tax benefit distributed?

Distribution of the tax benefit is typically analyzed by applying the marginal tax rate to
contributions allocated to an individual’s account multiplied by the marginal tax rate.'’
Because the U.S. income tax system is progressive, the value of the tax incentive on a dollar of
retirement savings in the year of deferral increases as the marginal tax rate increases. This
progressive income tax structure, coupled with the assumption that the more income a worker
has, the more he or she can afford to save, would lead one to expect the tax benefit for retirement
savings would be more skewed than the incidence of income tax. However, the non-
discrimination rules that apply to employer-sponsored retirement plans, coupled with the limit on
compensation that may be considered for purposes of determining contribution allocations, leads
to a very different result. The distribution of the tax incentive for retirement savings is more
progressive than the current progressive income tax system. As the following chart shows,

" For example, see Table 1 of the Hamilton Project paper “Improving Opportunities for Savings and Incentives for

Middle- and Low-Income Households™ by William Gale, Jonathan Gruber and Peter Orszag.
12
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households with incomes of less than $50,000 pay only about 8% of all income taxes, but receive
30% of the defined contribution plan tax incentives. Households with less than $100,000 in AGI
pay about 26% of income taxes, but receive about 62% of the defined contribution plan tax
incentives. "'

Figure 6

Estimated Distribution of Federal Tax Expenditures for Defined
Contribution Plans and Federal Income Taxes Paid by Adjusted
Gross Income for 2010
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What this clearly shows is that, contrary to one common myth, the tax incentives for
retirement are nof upside down at all. Thanks to the balance imposed by the current law
contribution limits and stringent nondiscrimination rules, these tax incentives are right side up —
even before properly considering other components of this incentive.

The standard methodology for measuring the benefit of the tax incentive (multiplying
marginal rate times income deferred) shows that the tax incentives for employer-sponsored
retirement savings are more progressive than the current income tax code. However, because of
the unique nature of this tax incentive, this methodology actually understates how progressive
the current tax incentives are:

e First, as illustrated in the *ABC Company™ example on page 5, this measurement
fails to consider that much, if not all, of this apparent tax savings to a small business

" Estimated Benefits of Tax Expenditure Estimates for Defined Contribution Plan Participants and Retirees with
Account Balances, available at http://www.asppa.org/Main-
Menu/govtaffairsTestimony/201 1/DistTaxExp TaxesPaid 3-18-11.pdf.aspx.

13
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owner is transferred to employees in the form of employer contributions. The
standard methodology credits the small business owner contributing $50,000 on her
own behalf with $14,000 “tax savings™ (28% marginal rate times $50,000). If payroll
for other covered employees is $200,000, the nondiscrimination rules require the
employer to contribute at least 5% of pay, or $10,000, to the accounts of these other
employees. Assuming for the sake of simplicity that the business tax rate is the same
as the owner’s rate of 28%, the net cost of the $10,000 contribution is $7,200. The
small business owner’s net benefit for the current tax year is therefore only $6,800
(514,000 - §7,200). Assume the average marginal rate for the other employees is
15%. The rate times contribution method results in an apparent tax benefit of $1,500
(15% of $10,000). In fact the benefit is the full $10,000. So, although standard
methodology would measure the tax incentive in the current year as $14,000 for the
owner and $1,500 for the other employees, the true allocation is $6.800 for the owner
and $10,000 for employees.

* Part of the cost of the retirement savings tax incentive is the deferral of income taxes
on investment income. However, if a small business owner elected not to set up a
qualified plan, and had simply paid income taxes instead of making retirement
contributions for herself and the other employees, she could have gained identical
deferral of income tax on investment earnings by investing the $50,000 in an
individual annuity, or benefitted from lower capital gains and dividend tax rates on
investment income by purchasing investments outside of a retirement savings vehicle.
Therefore, the cost of the qualified retirement plan tax incentive should only reflect
the cost of excluding the deferral in the year the contribution is made, plus deferral of
tax on investment income on contributions in excess of an after-tax contribution
amount, less the difference between ordinary income tax and capital gains and
dividend taxes on investment income. (Note that for this small business owner, the
after-tax value of the employee contributions would be available for investment
outside of the qualified retirement plan, not just the after-tax value of the $50,000
contribution for the owner.)

¢ Analyzing the benefit for any given year during an accumulation period also fails to
recognize the deferral nature of the savings tax incentive. When an individual saving
$50,000 per year reaches retirement and distributions begin, the marginal income tax
rate of those distributions will be substantially higher than for those with a history of
lower contributions. (The fact that the amount of Social Security benefits includible
in income, if any, depends on the amount of other retirement income received during
a year increases the rate differential for retirees). As a result, this failure to consider
taxes to be paid at a later date tends to overstate the relative benefits offered by the
current system to those who make higher levels of contributions to these plans.

An analysis of the distribution of the tax incentives that considers these factors would
show the current tax incentives for retirement savings are extremely efficient at distributing
benefits to low- and moderate- income workers.

14
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Adequacy of Benefits

The availability of a defined contribution plan at work is a key determinant in the
likelihood for having a secure retirement. Benefits can be very meaningful ....

Figure 7

Median Replacement Rates for Participants Reaching Age 65

Between 2030 and 2039, by Income Quartile at Age 65
(percent of final five-year average salary)

" Quartile1 "Quartile2 ®Quartile3  ®Quartiled

102.4

Social Security  401(k) Accumulation®  Social Security and
401(k) Accumulation®

“The 401[k) accumulation includes 401(k) balances at employer(s) and rollover IRA balances.
Source: i from the EBRUIC 401k} ion Proj Model

if there is consistent availability of workplace savings.

Figure 8

Median Replacement Rates for 401(k) Accumulations* for
Participants Reaching Age 65 Between 2030 and 2039
(percent of final five-year average salary)

= Baseline =Don't always have a 401(k)

67.2
59.5

39.4

24.7 277

Income Quartile at Age 65

“The 401(k) accumulation includes 4041(k) balances at employer(s) and rollover IRA balances.
Source: Tabulations from the EBRIICI 401(k) Accumulation Projection Modal
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One of the challenges faced in analyzing the adequacy of retirement savings is that the
usual method of measuring savings is based on average or median 401(k) accounts or IRA
accounts. The result is often an understatement of individual’s accumulations since many

individuals have retirement savings held in more than one account. For example, | have only
been employed by ASPPA for a little over 4 years, and considering only my ASPPA 401(k)

balance would present a very different picture than considering my funds in an IRA, anothe
401(k) plan and TSP. Since it is not possible to consolidate accounts for everyone from

T

everywhere, the adequacy of a life time of retirement savings through an employer-sponsored
plan can be estimated by looking only at individuals nearing retirement age with long tenure

with their current employer. As shown in the following table, substantial account balances
are accumulating for these older active participants with long tenure in 401(k) plans:

Figure 9

Average account balances for 401(k) participants 55-64 with at least
thirty years of tenure

5299,000.00

5280,000.00 ———

5270,000.00 — —

5160,000.00

$250,000.00 r—— pr—

5240,00000 |- - _ _— _

5230,000.00
i Jafsiimig L LSV exmmed | /2013 eszaned

[maversge] 525507450 $272,68081 1 292,561

Sources: 2010 Account Balances: Tabulations from EBRI/ICI Participant-Directed Retirement Plan Data Collection Project; 2011 and
2012 Account Balances: EBRI estimates. The analysis is based on all participants with account balances at the end of 2010 and
positive values for the sum of employee and employer for that year.

Note that these are not “final™ balances — many of these individuals are still working, with
additional contributions being made to these arrangements. Also, “tenure™ is years of service
with the employer, not years of participation in a 401(k) plan. Since 401(k) plans did not
become widely used until the early 1990°s, employees with 30 years tenure with an employer
today are not likely to have had 30 years of participation in a 401(k) plan.
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Impact of Proposed Changes

20%/820.000 Cap

The Deficit Reduction Commission and the President’s Economic Recovery Advisory
Board (“PERAB”) both floated the idea of reducing the current $50,000 maximum contribution
for defined contribution plans to the lesser of 20% of pay or $20,000. Reducing the maximum
contribution from the current $50,000 to $20,000 would mean the qualified retirement plan no
longer makes financial sense for many small business owners. The result would be less access to
retirement savings opportunities at work for rank and file employees. In a survey of “cross-
tested” plans conducted by the American Society of Pension Professionals and Actuaries
(ASPPA), 65% of plan sponsors indicated they were likely to terminate the cross-tested plan if
the plan design were no longer available. A dramatic reduction in the limit would effectively
make not only a cross-tested plan, but most other qualified defined contribution plans,
unattractive to small business owners.

Even if some plans survived, contribution rates, and so projected balances, would decline.
Employer contributions are often based on the level of contribution required to meet the
nondiscrimination rules. Lower maximum contributions will mean nondiscrimination testing
passes with a lower level of employer contributions, which means lower employer contributions
for employees. Nonetheless, the reality for many small business retirement plans is that the
reduced limits will mean the end of the plan. For many small businesses, even after reducing
the level of employer contributions made on behalf of non-owner employees, the reduced tax
incentive due to the lower limits will simply not create enough cash flow to justify continuing the
plan at all.

The following chart shows the decline in projected account balances for participants in
small plans (less than100 participants) , considering both changes in employee behavior and
employer behavior, including the termination of plans, if the maximum contributions for defined
contribution plans were reduced to the lesser of 20% of pay or $20,000.

17
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Figure 10

20/20 analysis on small (less than 100 participant) plans, after employer
behavioral modifications*, by age and salary quartile
25.0%

at Social Security NRA
by Imposing 20/20 Limits
in 2012 i
5.0%
0.0%
B Lowest |
2 5% | 24% 0% )
n3 15.5% 18.0% 115% 7%
25% 205% 16.4% 114%

Source: EBRI RSPM, version 110906¢.
* This includes both reduced employer contribuion behavior as well as the plan termination scenario when there is 3 negative "net
benefit™ as a result of the 20/20 ¢ ints, even to ibuion levels.

Convert current exclusion to refundable credit

Another recurring proposal would convert the current-year contribution exclusion from
income into a uniform tax credit. How a proposal such as this affects plan sponsors and
participants depends, of course, on what the level of credit is, and whether or not it is deposited
to a retirement savings account or directly offsets income tax liability. A recent proposal from
William Gale'? offers both a 30 percent credit, which the paper says would be revenue neutral,
and an eighteen percent credit. This proposal purports to create additional savings by providing
more incentive for taxpayers below the 23 percent and 15 percent marginal tax brackets to save.
There appear to be several basic flaws in this proposal:

. Data shows the primary problem to be addressed in improving retirement security
is increasing access to workplace savings, not a lack of incentive for take-up by
participants with access. The proposal itself indicates that the current tax incentive
for many decision makers would be reduced under the proposal. In other words,
the “problem™ being addressed by this proposal is not the problem, and the
“solution” will only make the situation worse.

2 William G. Gale, A Proposal to Restructure Retivement Savings Incentives in a Weak Economy with Long-Term
Deficits (Sep. 8.2011).
18



67

. If the credit is an offset from income tax liability, the size of the credit for a small
business owner would determine if setting up or maintaining the plan is still
worthwhile. If the credit were deposited to a retirement account, in many cases
the resulting drain on cash would necessarily result in lower contributions for the
small business owner and employees, or termination of the plan.

. If the proposal applies to all defined contribution plan contributions, not just
elective deferrals, the administrative problems would be severe. Some employer
contributions are not vested when contributed, so the incidence of taxable income
would depend on the year of vesting, not the year of contribution. Consider an
employee of modest income in a plan where employer contributions are fully
vested after three years of service, and not vested before three years of service are
completed. The employee would have to have income tax withheld on two or
three years of employer contributions in one year, which would place a financial
burden on the worker. Note that this problem would apply to any proposal that
includes employer contributions in taxable income. The problem would be
exacerbated if the employer contribution also becomes subject to FICA.

The following chart shows the decline in projected account balances for participants
considering both changes in employee behavior and employer behavior, including the
termination of plans, if the current vear's exclusion were modified to an 18% refundable credit.
As expected, participants in smaller plans would suffer most, with the lowest income quartile
showing the largest reduction for all plan sizes.
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Figure 11

Simulated Impact of Proposal to Modify the Federal Tax Treatment of
Employer and Employee Contributions for 401(k) Plans In Exchange for
an 18% Match From the Federal Government for Employees Currently 26-35,
by Plan Size and Age—specmc Salary Quartiles: Mldgolnt Estimates
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turnover, withdrawals of loan defaults. The full stochastic nature of the moded will be included in 2 futre analysis. Plan sponsor and participant reactions to
the proposal are explained n the text Employer ncreases or P by the midpoint of the range dencied on the
AllianceBernstein survey.

From EBRI Notes March 2012 available at hup:/'www ebriorg/publications/notes index. cfm M- notes Dispdcontent_id=5019

Simplification

Proposals to modify the retirement savings tax incentives have included proposals to
“simplify” the system by consolidating various types of plans into a single plan, by restricting
plan designs to a limited number of safe harbor contribution formulas— in some cases a single
safe harbor, or both. The effort is generally couched in statements regarding how the large

number of options is confusing to employees and employers, and discourages participation in the
system.

For example, proponents of combining all defined contribution plans into a single type of
plan claim it would lead to higher participation rates, apparently based on a theory that
employees don’t join a plan at work because they are confused about the difference between a
401(k), a 403(b) or a 457(b) arrangement. That theory makes no practical sense, since
employees are not asked to choose between these types of arrangements. The employee is asked
whether or not they want to contribute to the plan the employer has made available — or the
employee may even be automatically enrolled. Although combining 401(k), 403(b) and 457(b)’s
into a single type of plan might look like simplification on paper, in practice it would disrupt
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savings and require state and local governments, nonprofits, and possibly private plan sponsors,
to modify their defined contribution arrangements.

I spent over 20 years working with small businesses that were considering whether or not
to set up a retirement plan. 1 can assure the Committee that “complicated” testing does not
discourage employers from establishing plans, and employers would be /ess likely to establish
plans that include employer contributions if the employer had less flexibility in plan design. The
truth is, it is that flexibility that creates sufficient tax savings for the small business owner to
fund the contributions for employees, and the availability of general nondiscrimination testing is
key to this flexibility.

There are, however, complexities that discourage small business owners from taking
advantage of the tax incentives for maintaining a plan, or incorporating features that would make
the plan more effective as a savings vehicle for all employees. These complications are not
rigidity in plan design, but the significant red tape, fines and penalties that can accompany even
the most basic of these arrangements.

Some complications are statutory and some are regulatory. For example, multiple
employer plans (MEPs) are one approach that is gaining favor in the marketplace. However, the
growth is hindered by regulatory confusion that is a perfect example of how a business operating
in good faith can be tripped up by conflicting regulations. The Internal Revenue Code clearly
states that a retirement plan operated by more than one unrelated employers is a multiple
employer plan. ERISA doesn’t clearly contradict this definition, but the ERISA definition
applies to welfare plans as well as retirement plans, and guidance on welfare plans has
established that the employers must have a relationship other than joint sponsorship of the plan
to participate in a “multiple employer plan”. The sad thing is, if DOL doesn’t conclude that
MEP under the Code is also a MEP under ERISA, it’s the small business owners that have in
good faith joined these arrangements that could be faced with penalties for not filing an annual
Form 5500. Mr. Kind and Mr. Reichart have a provision in their SAVE Act that addresses this
concern, and if DOL does not take care of it, Congress will need to fix the problem.

Another regulatory issue that may require a legislative fix is electronic delivery of
information. ASPPA has been a strong supporter of disclosure. We also think information
delivered in a thick stack of paper is unlikely to be read. If a participant wants paper, they
should be able to get it. However, the default delivery system should be the one that provides the
most useful form of information to most participants, and that is not a pile of paper. We thank
Mr. Neal for including default electronic disclosure in HR 4050.

There are numerous other examples of how the framework for operating a small qualified
plan could be simplified, but here are a few suggestions:

i ¥ 3 13 5 3
* Eliminate mandatory “interim amendments™ ~ which increase the cost and burden of

maintaining a plan without any corresponding benefit. The current process is

" Qualified retirement plans are govemned by written documents that must meet certain requirements under the Internal
Revenue Code to maintain tax-favored status. Revenue Procedure 2005-66, as modified by Rev. Proc. 2008-56, provides
staggered dates for plan documents to be submitted to IRS for review as to a plan’s qualified staws. Individually designed plans
are on five-year eveles, and pre-approved documents are on six-vear eyeles, During these five or six-vear cycles, plans must
adopt amendments to reflect legislative and regulatory changes to the qualification requirements. Except as provided by law or
other guidance, these “interim amendments™ must gene rally be adopted by the due date (including extensions) for filing the
income tax return for the taxable vear the change is effective. There is no coordination of the due dates of these required “interim
amendments” with the cyele for submission of documents to IRS.
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incredibly complicated, with different amendment deadlines that vary based upon the
type of amendment and the plan’s fiscal year. This leads to mistakes being made by
well meaning plan sponsors (who are voluntarily providing this benefit). Small plan
sponsors in particular are shocked and surprised when asked to pay thousands of
dollars in sanctions when an inadvertent amendment mistake is uncovered during an
IRS audit. Amendment deadlines co-ordinated with the plan’s 5 or 6 year review
cycle would be user friendly and cost-effective.

Don’t penalize small employers for allowing employees to start contributing to a
401(k) plan immediately upon employment. This could easily be accomplished by
excluding employees the statute would have allowed to be excluded from
participation in the plan'® from the 3% minimum “top heavy™'"* contribution
requirement.

Make it less “dangerous™ for small employers to use automatic enrollment by making
it less expensive when the plan inadvertently fails to automatically enroll an
employee. Small employers shy away from automatic enrollment, often because a
mistake can cost the employer 3% of the employee’s pay for the year, in addition to
any matching contribution the employer would have made if the employee had been
enrolled and contributed the default amount. It is reasonable to require the employer
to make any matching contributions that would have been due if the employee had
contributed the default amount, but to impose an additional cost because the employer
voluntarily adopts automatic enrollment simply discourages adoption of automatic
enrollment.

Eliminate unnecessary notices, such as the notice requirements for the 3% safe
harbor. The safe harbor information is already provided to participants in the
Summary Plan Description, and since employees receive the contribution whether or
not they contribute to the plan, it does not cause participants to change their behavior.

Simplification should not be limited to defined contribution plans. Enactment of the
proposal to eliminate reduction of assets by credit balances in applying the benefit
restrictions of Code section 436 would not only make sense from a policy standpoint,
but would dramatically simplify the operation of that provision. (This proposal is
included in H.R. 3561 — The Small Business Pension Promotion Act, sponsored by
Representatives Kind, Gerlach and Neal.)

ASPPA looks forward to working with the Committee to simplify the rules and regulations
surrounding retirement savings incentives, and to help American workers, especially small
business owners and their employees, take advantage of workplace savings.

" Employees who have not attained age 21 or who have not completed a year of employment with at least 1000 hours of
service may be excluded from plan participati

' A plan is considered top heavy if over 60% of the acerued benefits are for “key employees”. Many small business plans
are top heavy and, as a result, must provide all participants in a defined contribution plan with a contribution of at least 3%
compensation. For a defined benefit, the requirement is a minimum accrued benefit of 2% of pay per year of service, with a 20%
maximum. Special rules apply to participants covered under both types of plans.
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Auto-IRA

ASPPA supports the auto-IRA proposal developed by the Retirement Security Project,
and proposed in HR 4049 sponsored by Representative Neal (D-MA). The proposal does not
require employers to contribute to a retirement plan, or impose fiduciary responsibilities on
business owners. It does give employees an opportunity to contribute to an IRA on their own
behalf through payroll deduction. Providing a payroll deduction arrangement will also make it
more of a natural step for employers to consider sponsoring a SIMPLE or 401(k) plan when the
business reaches the point that, with the assistance of the tax incentives, it can support employer
contributions.

Summary

The current system is working very well for millions of working Americans. Expanding
availability of workplace savings is the key to improving retirement security. There is no need
for dramatic changes, but measures should definitely be considered to make it easier for
employers, particularly small businesses, to offer a workplace savings plan to their employees.
ASPPA looks forward to working with the Committee to achieve meaningful simplification, and
retirement security for American families.

I would be pleased to discuss these issues further with the Committee or answer any
questions that you may have.
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Chairman CAMP. Mr. Sweetnam, you are recognized for 5 min-
utes.

STATEMENT OF WILLIAM F. SWEETNAM, PRINCIPAL,
GROOM LAW GROUP, WASHINGTON, D.C.

Mr. SWEETNAM. Chairman Camp and Ranking Member Levin,
thank you for the opportunity to testify at this hearing. I am a
principal in the Groom Law Group, a law firm that focuses exclu-
sively on employee benefits law. Prior to joining Groom, I was the
benefits tax counsel at the Office of Tax Policy at the Department
of Treasury from 2001 to 2005. I will testify today about the sim-
plification proposals for retirement savings accounts that we devel-
oped at the Office of Tax Policy and that were included in the Bush
administration’s budget proposals for fiscal years 2004 and 2005.
Please note that I am speaking today on my own behalf and not
speaking on behalf of the firm or any firm client in my testimony.

One of the reasons to simplify, the Code currently provides var-
ious incentives for individual retirement savings, for employer-
based retirement savings, and for other savings objectives, such as
the payment of medical expenses or educational expenses. All these
savings vehicles have different eligibility requirements, and the
amount of the tax benefits could change based on the individual’s
income status or his or her participation in other savings programs.

Employer-provided retirement savings vehicles present their own
level of complexity. Under the Internal Revenue Code, there are a
number of retirement savings vehicles that employers can adopt,
including 401(k) plans, 403(b) plans, and 457(b) plans. Some rules
vary depending on the type of plan, and there are limitations on
the type of entity that can adopt certain types of plans.

Multiple nondiscrimination rules add complexity to the adminis-
tration of these plans. While nondiscrimination rules are a means
of making sure that lower-paid employees share in the benefits pro-
vided under these savings plans, some commentators argue that
the level of complexity is excessive in relation to the benefits that
lower-paid employees receive.

The Administration’s 2004 budget proposal outlined a simplified
system of retirement savings, with only three types of tax-favored
vehicles: Lifetime savings accounts, LSAs; retirement savings ac-
counts, RSAs; and employer retirement savings accounts, ERSAs.

Lifetime savings accounts. Individuals would be able to con-
tribute $5,000 on an after-tax basis to an LSA. Amounts contrib-
uted would grow on a tax-free basis. There would be no income lim-
itations on who could contribute to an LSA. Distributions from
these accounts could be made at any time regardless of the individ-
ual’s age and could be used for any reason by the account owner.
Those individuals with limited means to save might be more will-
ing to contribute to an LSA because they could access the money
saved in the LSA in the event of an emergency, which is different
than making contributions to a retirement-based system.

Our next was retirement savings accounts, RSAs. Individuals
could contribute $5,000 on an after-tax basis to an RSA, with ac-
count earnings growing on a tax-free basis. Like the LSA, no in-
come limits would apply to contributions to an RSA. Qualified dis-
tributions, i.e., those made after an individual attained age 58 or
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in the event of death or disability, would be tax free. All other dis-
tributions would be considered nonqualified distributions and
would be included in income to the extent that the distribution ex-
ceeds basis.

Finally, employer retirement savings accounts, ERSAs, would be
available to all employees regardless of the type of employee entity.
ERSAs generally would follow the existing rules for 401(k) plans,
including the 401(k) contribution limit, the catch-up contribution
limit for employees age 50 and above, and the availability of Roth
contributions. The nondiscrimination testing rules would be sim-
plified and would be eliminated if lower-paid employees had high
savings rates under the plan. Although these simplification efforts
did not advance in Congress, our efforts to review and recommend
comprehensive changes to the current retirement savings system
was, I believe, worthwhile.

Any effort to advance tax reform will likely include a review of
retirement savings initiatives. If one goal of tax reform is to sim-
plify the current system, I would recommend that the Committee
examine the work of the Office of Tax Policy during the Bush ad-
ministration.

Thank you for this opportunity to address the Committee. I will
be happy to answer any of your questions.

Chairman CAMP. Thank you, Mr. Sweetnam.

[The prepared statement of Mr. Sweetnam follows:]
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Statement of
William F. Sweetnam
Principal, Groom Law Group, Chartered
Before the
Committee on Ways and Means
United States House of Representatives
April 17,2012

Chairman Camp and Ranking Member Levin -- thank you for the opportunity to
testify at this hearing. 1am a principal in the Groom Law Group, a law firm located in
Washington, DC that focuses exclusively on employee benefits law. Prior to joining the
Groom Law Group, | was the Benefits Tax Counsel in Office of Tax Policy at the U.S.
Department of the Treasury from 2001 to 2005. 1 will testify today about the
simplification proposals for retirement savings accounts we developed in the Office of
Tax Policy and that were included in the Bush Administration’s budget proposals for
Fiscal Year 2004 and 2005. Please note that | am speaking today on my own behalf and
am not speaking on behalf of the firm or any firm clients in my testimony.

The Joint Committee on Taxation estimates that tax expenditure for pension
contributions and earnings is over'$700 billion and over $87 billion for traditional and
Roth IRAs." Retirement savings is the largest tax expenditure after the tax exclusion for
employer provided health care.

While some critics suggest that the current system — and tax expenditure -- do
not result in adequate retirement replacement rates, it is important to note that other
studies show that these plans can and do provide adequate retirement replacemea;n
income, particularly when taking into account the income form Social Security. -

Reasons for Simplification

The Internal Revenue Code currently provides various savings incentives for
individual retirement savings, for employer-based retirement savings and for other
savings objectives, such as the payment of medical expenses or education expenses. All
these different savings vehicles have different eligibility requirements and the amount of
the tax benefit could change based on the individual's income status or his or her
participation in other savings programs.

Individual Retirement Savings Vehicles. For individual retirement savings, the choice
is whether to make a pre-tax contribution to a traditional individual retirement account
(IRA), make an after-tax contribution to a traditional IRA or make an after-tax

! Estimates of Federal Tax Expenditures for Fiscal Years 2011-2015 prepared for the House Committee on
Ways and Means and the Senate Committee on Finance by the Staff of the Joint Committee on Taxation,
January 17, 2012,

? Peter J. Brady. Can 401(k) Plans Provide Adequate Retirement Resources? Public Finance Review March
2012 40: 177-206.
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contribution to a Roth IRA. The type of contribution an individual is eligible to make
and the amount of the contributions is dependent on the individual's modified adjusted
gross income and whether the individual is covered by an employer-sponsored retirement
plan. The following charts (taken from IRS publications and websites) will illustrate the
difficulty in knowing whether an individual is eligible to contribute to the various types
of IRAs.

2011 IRA Deduction Limits - Effect of Modified AGI on Deduction if You Are Covered by a Retirement Plan at

Work
| IfYourFiling Status Is... | And Your Modified AGl Is... | Then You Can Take...
g a full deduction up to the amount of your
‘ $36.000.0r:lena ‘ contribution limit.
_single or
head of household ‘ MOTE 328,000 Dukkas o ‘ a partial deduction.
or more no deduction.
. $66,000 deducti
a full deduction up to the amount of your
o 30,0000 less ‘ contribution limit.
married filing jointly or qu: ng
more than $90,000 but less than
widow(er) . Pagel | a partial deduction.
. $110,000 or more | no deduction.
T . |7 less than 510,000 | a partial deduction.
) | 510,000 or more | no deduction.

If you file separately and did not live with your spouse at any time during the year, your IRA deduction is determined
under mg 'S_ingle" filing status.

2011 Deduction Limit - Effect of Modified AGI on Deduction if You Are NOT Covered by a Retirement Plan at

Work
| If Your Filing Status Is... ‘ And Your “de” AGH | Then You Can Take...
single, head of household, or qualifying a full deduction up to the amount
I widow(er) a1y amolnt of your contribution limit.
[ married filing jointly or separately with a s nt a full deduction up to the amount
spouse who is not covered by a plan at work Y Ao dwur;gn;muj_qm
T
‘ $169,000 or ess a luI‘I:::::hon upto the“ranmunt
married filing jointly with a spouse who is
more than $169,000 but ;
Sowened b4 e Yook ‘ less than $179,000 [ apat® "*"’“f”m
| s179.000 ormore | no deduction.
married filing separately with a spouse whois | lessthan§10,000 | a partial deduction.
covered by a planat work | st0000ormore | nodeduction.
| If you file separately and did not live with your spouse at any time during the year, your IRA deduction is -
determined under the "Single” filing status. b
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2011 Deduction Limit — Effect of Modified AGI on Roth IRA Contribution

This table shows whether your contribution to a Roth IRA is affected by the amount of your modified adjusted

gross income (modified AGI).

If you have taxable compensation
and your filing status is...

AND your modified AGI is...

THEN...

married filing jointly or
qualifying widow(er)

less than $169,000

you can contribute up to $5,000
(56,000 if you are age 50 or older) as
explained under How Much Can be
Contributed.

at least $169,000 but less than
$179,000

the amount you can contribute is
reduced as explained under
Contribution limit reduced.

$179.000 or more

you cannot contribute to a Roth IRA.

married filing separately and
you lived with your spouse at
any time during the year

zero (-0-)

you can contribute up to 55,000
($6.000 if you are age 50 or older) as
explained under How Much Can be
Contributed.

more than zero (-0-) but less than
$10.000

the amount you can contribute is
reduced as explained under
Contribution limit reduced.

$10.000 or more

you cannot contribute to a Roth IRA,

single,
head of household,
or married filing separately and
you did not live with your spouse at
any time during the year

less than $107,000

you can contribute up to $5,000
{56,000 if you are age 50 or older) as
explained under How Much Can be
Contributed.

at least $107,000 but less than
$122,000

the amount you can conltribute is
reduced as explained under
Contribution limit reduced.

$122,000 or more

you cannot contribute to a Roth IRA.
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Employer-Sponsored Retirement Savings Vehicles. Employer-sponsored retirement
savings vehicles present their own level of complexity. The first level of complexity is
the choice of retirement savings vehicle. Under the Internal Revenue Code, there are a
number of tax-favored, defined contribution retirement savings vehicles that employers
can adopt, including the following types of plans: 401(k) plans, 403(b) plans, 457(b)
plans, SIMPLE 401(k) and IRAs, thrift plans, and salary reduction simplified emplovee
pensions (SARSEPs).

401k} plans. Private employers may establish 401(k) plans, which allow participants
to-choose to take compensation in the form of cash or a contribution to a defined-contribution
plan (elective deferral). Annual deferrals under a 401(k) plan may not exceed $17,000 in
2012. Participants aged 50 or over may make additional “catch-up™ deferrals of up to $5,500.
Elective deferrals are fully vested immediately.

401(k) plans are subject to an actual deferral percentage (ADP) test, which generally
measures and compares highly compensated and non-highly compensated employees’
elective-deferral rates. Three 401(k)-plan “safe-harbor” designs based on the employer
matching contribution provided are deemed to satisfy the ADP test automatically. "Catch-
up" contributions are not subject to the ADP test.

SIMPLE 401¢k) Plans and IRAs. Employers with 100 or fewer employees and no
other retirement plan may establish a SIMPLE 401(k) plan or IRA. Deferrals by SIMPLE
participants may not exceed $11,500 in 20012. SIMPLE participants aged 50 or over may
make additional “catch-up” deferrals of up to $2,500. All contributions are immediately fully
vested. In lieu of the ADP test, SIMPLE plans are subject to special contribution
requirements, including a lower annual elective deferral limit and either a matching
contribution not exceeding 3 percent of compensation or-a non-elective contribution of 2
percent of compensation (with certain special rules for SIMPLE IRAs).

Thrift plans. Employers may establish thrift plans under which participants may
choose to make after-tax cash contributions. Such after-tax contributions, along with any
matching contributions that an employer elects to make, are subject to the actual contribution
percentage (ACP) test (without the availability of an ACP safe harbor). Employee
contributions under a thrift plan are not subject to the $17,000 limit that applies to employee
pre-tax deferrals.

Roth-treatment of contributions. Participants in 401(k), 403(b) and governmental
457(b) plans can elect Roth treatment for their contributions — i.e., contributions are made on
an after-tax basis and distributions are excludible from income. Roth contributions must be
accounted for in a separate account. There are no required minimum distributions during an
employee’s lifetime.

Salary reduction simplified employee pensions (SARSEFPs). Employees can elect
to have contributions made to a SARSEP or to receive the amount in cash. The amount the
employee elects to have contributed to the SARSEP is not currently includible in income and
is limited to the dollar limit applicable to employee deferrals in a 401(k) plan. SARSEPs are
available only for employers who had 25 or fewer eligible employees at all times during the
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prior taxable year and are subject to a special nondiscrimination test. The rules permitting
SARSEPs were repealed in 1996, but employee deferral contributions can still be made to
SARSEPs that were established prior to January 1, 1997.

403(b) plans. Section 501(c)(3) organizations and public schools may establish tax-
sheltered annuity plans, also called 403(b) plans. In general these plans are subject to similar
but slightly different rules than 401(k) plans. Benefits may be provided through the purchase
of annuities or contributions to a custodial account invested in mutual funds. Contribution
limits (including catch-ups), deferral limits, and minimum distribution rules are generally the
same as for 401(k) plans. However, certain employees with 15 vears of service may defer
additional amounts under a complicated three-part formula. Certain 403(b) plans are subject
to nondiserimination rules.

Governmental 457(b) plans. State and local governments may establish Section
457(b) plans. ‘In general, these plans are subject to similar but different rules than 401(k)
plans. Participant contributions and plan earnings generally are tax-deferred until
withdrawal. Participant elective contributions may not exceed the lesser of 100 percent of
compensation or $17,000.in 2012. However, participants may make additional contributions
of up to twice the standard amount in the last three years before normal retirement age.
Participants aged 50 or over may make additional “catch-up™ contributions of up to $5,500.

Nondiscrimination Rules and Employer-Sponsored Plans. Multiple
nondiscrimination rules add complexity to the administration of these plans. The
nondiscrimination rules are a means of making sure that lower-paid employees share in the
benefits provided under retirement savings plans. However, commentators have noted that
the benefit accruing to lower-paid workers due to the nondiscrimination rules needs to be
weighed against the cost to workers who do not have a 401(k) plan due to the
nondiscrimination rules. The Office of Tax Policy during the Bush administration
recognized that complexity in the administration of establishing and administering a 401(k)
plan is cited as a primary reason that small businesses were reluctant to establish savings
plans, so we looked to eliminate requirements that were overly complicated or redundant.

Congress has changed the nondiscrimination rules several times over the years.
For example, SIMPLE 401(k) plans, introduced in 1996 and available to employers with
fewer than 100 employees, have less administrative burdens and more flexible rules than
standard 401(k) plans. Congress has also provided "safe harbor” plan designs whereby if the
employers that provide certain levels of matching or nonelective contributions are deemed to
satisfy the nondiscrimination test.

Administration's Savings Proposals.

The Bush Administration's 2004 budget proposal outlined a simplified system
of tax-favored savings with only three types of tax-favored savings vehicles: Lifetime
Savings Accounts (LSAs), Retirement Savings Accounts (RSAs), and Employer
Retirement Savings Accounts (ERSAs). In the following year's budget proposal, the
Administration proposed similar simplification measures — modified to reflect comments
we received from retirement policy experts.
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Lifetime Savings Accounts. Individuals would be able to contribute $5000 on an after-
tax basis to an LSA. Amounts contributed would grow on a tax-free basis. There would
be no income limitations on who could contribute to an LSA.

Distributions from these accounts could be made at any time regardless of the
individual's age and could be used for any reason by the account holder. Survey data has
shown that younger and lower-income households are less likely to cite retirement as the
primary reason that they save. Every three years, the Federal Reserve Board conducts the
Survey of Consumer Finance (SCF), which asks households detailed questions about
theirbalance sheets and incomes. The survey also asks households what they consider
their most important reason for saving. According to the most recent SCF data (2007),
37 percentof households headed by an individual aged 21 to 64 reported that the most
important reason for savings was for retirement. Another 29 percent of houscholds
reported they were primarily saving for "liquidity” or precautionary savings to guard
against unexpected eircumstances. The next most common reasons for savings were
education, home purchases and future purchases. Based on this data, we believed that
individuals with limited means to save would be more willing to contribute to an LSA
because they would be comfortable that the money saved in the LSA could be used in the
event of an emergency.

Retirement Savings Accounts. Individuals also could contribute $5,000 (or earnings
includible in gross income, if less) on an after-tax basis to an RSA, with account earnings
growing on a tax-free basis. Like the LSA, no income limits would apply to
contributions to an RSA. Qualified distributions — i.e., any distributions made after an
individual attained age 58 or in the event of death or disability -- would be tax free. All
other distributions would be considered non-qualified distributions and would be
included in income to the extent that the distribution exceeds basis and would be subject
to a 10 percent additional tax.

Transition Issues with LSAs and RSAs. While simplification was the goal, moving
from the current tax regime to another raised transition issues. For example, existing
Roth IRAs would be renamed RSAs and subjected to the new RSA rules, whereas
existing traditional IRAs would be converted into RSAs with the conversion amount
includible in income — much like the conversion rules when Roth IRAs were enacted.
The income recognized by these conversions could be spread over a 4-year period.
Medical Savings Accounts, Archer MSAs, Coverdell Education Saving Accounts, and
Qualified State Tuition Plans also could be converted to an LSA.

Modification of the LSA and RSA Proposal. Afier the Bush Administration's proposal
was first released in the Fiscal Year 2004 budget proposal, the Office of Tax Policy meet
with many interested parties, some of whom pointed out that the proposals could result in
fewer savings opportunities available for employees who worked in small businesses.
Some groups noted that the savings opportunities available through the LSA and RSA
might result in small business owners deciding that their retirement savings needs were
adequately addressed through the LSA and RSA and opting not to offer employees an
employer-based savings vehicle. Changes were made in the Fiscal Year 2005 budget
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proposal to address those concerns and help ensure that simplification did not to result in
fewer savings opportunities.

Employer Retirement Savings Accounts, ERSAs would be available for all
employees regardless of the type of employing entity. ERSAs generally would follow the
existing rules for §401(k) plans, including the 401(k) contribution limit,” the catch-up
contribution limit for employees age 50 and above and the availability of Roth-type
contributions.

The nondiscrimination testing rules would be simplified. Under the proposal,
the average contribution percentage of highly compensated employees could not exceed
200 percent of the non-highly compensated employees' average contribution percentage.
However, if the non-highly compensated employees average contribution percentage
exceeded 6 percent, the plan would be considered to be effectively providing savings
opportunities for the non-highly compensated employees and, like the current law safe
harbor plan designs, no further nondiscrimination testing would be required. Like current
law, the proposal would provide for design-based safe harbors based on the amount of
employer matching contributions. Finally, as under current law, there would be different
nondiscrimination testing rules for state and local governments and certain tax-exempt
organizations and the proposal did not attempt to change those requirements.

& % %

Even though these simplification efforts did not advance in Congress --
although it is worthwhile noting that Rep. Sam Johnson (R-3" TX) did introduce
legislation regarding the LSAs -- the effort to review and recommend comprehensive
changes to the current savings system was, | believe, worthwhile. Any effort to advance
tax reform will likely include a review of the retirement savings incentives. 1f one goal
of tax reform is to simplify the current system, | would recommend that the Committee
examine the work of the Office of Tax Policy during the Bush administration.

Thank you for this opportunity to address the Committee. 1 will be happy to
answer any questions the Committee may have.

* Support among American Houscholds for maintaining current contribution limits is substantial. See, for
example, America’s Commitment to Retirenent Security: Investor Attitudes and Actions, January 2012, a
report by The Investment Company Institute, showing among other things, that 83 percent of houscholds
surveyed do not want the contribution limits lowered.
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Chairman CAMP. Mr. John, you are recognized for 5 minutes.

STATEMENT OF DAVID C. JOHN, SENIOR RESEARCH FELLOW
IN RETIREMENT SECURITY AND FINANCIAL INSTITUTIONS,
THE HERITAGE FOUNDATION, WASHINGTON, D.C.

Mr. JOHN. Thank you. Chairman Camp and Ranking Member
Levin, I appreciate the opportunity to testify before you this morn-
ing on ways to ensure that all Americans have the opportunity to
save for retirement. I am David John, a senior research fellow at
The Heritage Foundation and also the deputy director of the Re-
tirement Security Project.

This is an issue that transcends ideological and partisan dif-
ferences. For those who have access to a payroll deduction retire-
ment savings account, the current system works fairly well. How-
ever, millions of Americans still lack that ability. In theory they
can save in an IRA, but as Jack and Judy have shown, only a max-
imum of about 5 percent actually do so on a regular basis. Many
of these workers who lack the ability to save through payroll de-
duction are part-time employees of smaller businesses, women,
members of minority groups, younger workers, or all four.

Social Security, even if it was fully funded, only provides about
half the retirement income needs of an average-income worker. Ei-
ther we can ensure that everyone has the ability to save to provide
for themselves in retirement, or a Congress in the near future will
face demands for additional taxpayer-paid benefits. Those demands
will be very hard to resist.

Ensuring that all Americans have the opportunity to save will re-
quire some hard decisions. The proposal developed by Mark Iwry,
who was then at Brookings, and I for automatic IRAs would pro-
vide a relatively simple, cost-effective way to increase retirement
security for millions of Americans. The automatic IRA would en-
able these Americans to save for retirement by allowing them to
regularly contribute amounts from their own paychecks to an IRA.
The plan is simple for both employers and employees. Employees
would be automatically enrolled into their employer’s automatic
IRA. Automatic enrollment is a process that has proven to build
participation, which employees like, and under which employees
have complete control ultimately of their own retirement savings
decisions.

To avoid confusion and to keep costs low, all automatic IRAs
would offer three, and only three, investment choices. For employ-
ers, the plan is also very simple. They would be asked to do the
same thing they now do, to withhold income and other taxes from
an employee’s paycheck, except that the money would go into an
IRA instead of to the Treasury. Employer contributions would nei-
ther be required nor permitted. Employers would not be required
to comply with ERISA rules or other types of regulations that
apply to 401(k)s or a variety of other things. These simplifications
eliminate almost all the costs associated with an automatic IRA,
but the plan also includes a tax credit designed to cover any re-
maining start-up and administrative costs.

While the automatic IRA is especially valuable for new savers,
it would be equally valuable for older savers who change jobs from
a company that offers a 401(k) plan to a smaller company that cur-
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rently has no type of retirement savings plan. Right now these
workers stand to have gaps, which cripple their ability to build re-
tirement security. However, under the automatic IRA, they could
roll their 401(k)-type accounts into the automatic IRA and continue
savings. That would also work if they went to a larger company.

This is not a partisan or an ideological proposal. The concept has
been endorsed by a number of varied publications, such as Na-
tional Review and the New York Times. It has been endorsed by
sigiliﬁcant conservative and liberal officials and other types of offi-
cials.

Earlier this year Representative Richard Neal introduced
H.R. 4049, the Automatic IRA Act of 2012. While The Heritage
Foundation, as a 501(c)(3) nonprofit, does not and cannot endorse
any legislation, let me say that the policy contained in his bill
would significantly improve our retirement savings system.

My written statement also discusses the value of simplifying the
current confusing series of retirement savings accounts so that or-
dinary Americans and employers can better understand them. In
addition, my statement discusses two modest proposals, first to use
tax information to encourage taxpayers to consolidate their retire-
ment accounts if they desire to do so, and second to include Social
Security on an annual 401(k) or IRA statement so that the account
owner has a complete picture of their expected total retirement in-
come in time to make a change so that they could actually increase
savings and improve their potential outcome. It also discusses the
desirability of allowing multiple employers to share a retirement
savings platform, and a thought or two about the tax treatment of
retirement savings. I would be happy to discuss them at any point.

Thank you for giving me this opportunity to testify. I look for-
ward to your questions.

Chairman CAMP. Thank you very much.

[The prepared statement of Mr. John follows:]
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I am David C. John, the Senior Research Fellow for Retirement Security and
Financial Institutions at The Heritage Foundation. In addition, I am also the Deputy
Director of the Retirement Security Project (RSP). The views I express in this testimony
are my own, and should not be construed as representing any official position of The
Heritage Foundation or RSP.

Chairman Camp and Ranking Member Levin, | appreciate the opportunity to
testify before you on ways to increase retirement savings opportunities for all Americans.
With the continued decline in the number of Americans covered by employer sponsored
defined benefit plans, millions of individuals whose employers don’t offer any way for
them to save for retirement at work, and Social Security’s continued financial problems',
it is crucial that the Congress develops a common strategy to expand retirement savings
in a manner that transcends ideological and partisan differences.

In 2006, a bipartisan majority in Congress eliminated barriers to the use of
automatic enrollment and similar automatic techniques in retirement savings plans with
the result that millions more Americans are both saving and building retirement security.
The results have been stunningly good. With automatic features, enrollment in 401(k)-
type accounts has grown to average over 80 percent of eligible employees. In addition,
every major income, age, racial or ethnic, and gender has shown an increase in
participation rates.

However, the job is not complete. As I will discuss in a moment, there are still
millions who do not have access to a payroll deduction retirement savings account, the
best and most effective way to build a retirement nest egg. It is true that these workers
could save in an IRA, but studies show that only about 5 percent to at most 10 percent of
those workers who have access only to a non-payroll deduction IRA actually have such
an account and make regular contributions to it.

Meeting this challenge will require some hard decisions, and the longer those
decisions are delayed, the harder they will become. While Social Security provides a
benefit that is sufficient to meet the retirement income needs of most lower income
retirees, it only provides a fairly modest proportion of the retirement income needs of
average and above average income retirees. Even if Social Security was fully funded and
had all of the resources necessary to pay all of its promised benefits, which it does not,
those benefits would still provide only about half of what the average income retiree
needs for a comfortable retirement.

Most retirees will need some other means of additional retirement income, and
given today’s realities, that means it will be either come from an expanded and improved
retirement savings system or from additional government-provided benefits. In a future

! For a discussion of Social Security’s finances, see “Social Security 2011 Trustees Report Shows
Permanent Deficits™ by David C. John, Heritage Foundation Webmemo #3256, May 16, 2011 at:
hitp://www.heritage.org/research/reports/201 1/05/social-security-201 | -trustees-report-shows-permanent-
deficits.
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where massive deficits will remain commonplace, it will be difficult to impossible for the
government to provide additional retirement benefits. But, as it takes time for savings to
accumulate to the point where they can finance a decent level of income, delay makes it
much more likely that a future Congress will face a demand for additional government
benefits.

With the looming retirement security crisis facing our country, policy-makers
from both parties are focused on ways to strengthen pensions and increase savings. The
proposal developed by Mark Iwry, who was then at Brookings, and I for Automatic IRAs
would provide a relatively simple, cost-effective way to increase retirement security for
the 75 million Americans working for employers (usually small businesses) that do not
offer a retirement plan. Many of these workers are part-time employees of smaller
businesses, women, members of minority groups, or all three. The Automatic IRA would
enable these employees to save for retirement by allowing them to regularly transfer
amounts from their paycheck to an IRA.

This fact, a national saving rate that has been too low since the 1980s, and the
expectation that Social Security is unlikely to provide increased benefits, make
inadequate retirement saving a major national problem. Research and experience both
point to a simple and effective solution, the Automatic IRA.

The Automatic IRA is certainly not the only step that should be taken to expand
retirement savings for small business workers or others, but it would be a good start. In
fact, both Mark Iwry and | have long believed that employer-sponsored retirement plans
including 401(k)-type retirement savings accounts are the best way for individuals to
build retirement security. Additionally, both The Heritage Foundation and the
Retirement Security Project continue to advocate strongly for expanded participation in
employer sponsored retirement savings accounts through automatic features in 401(k)
and similar retirement savings plans and for several other initiatives designed to expand
retirement security, especially for the moderate- and lower-income households that
comprise a majority of the U.S. population.

Making saving easier by making it automatic has been shown to be remarkably
effective at boosting participation in 401(k) plans, but they are of no use to the millions
of US workers who are not offered a 401(k) or any other type of employer-sponsored
plan. We could and should extend the benefits of automatic saving to a far wider array of
the population by combining several key elements of our current system: payroll deposit
saving, automatic enrollment, low-cost, diversified default investments, and IRAs.

The Automatic IRA offers most employees who are not covered by any form of
employer-sponsored retirement plan the opportunity to save through the powerful
mechanism of regular payroll deposits that continue automatically. The employer's
administrative functions are minimal and under our proposal should involve no out of
pocket cost for the employer. In addition, the arrangement is market-oriented and
realistic: it uses a well established and familiar vehicle, IRAs, provided by the same
banks, mutual funds, insurance carriers, brokerage firms, credit unions, and other private
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financial institutions that have provided them for decades. As a fallback, if individuals or
employers could not find an acceptable Automatic IRA on the market, they would be able
to use ready-made, low-cost automatic IRA accounts provided by a consortium or pool of
private-sector financial institutions.

Automatic enrollment is a key part of the Automatic IRA because it especially
helps those groups who are most likely to undersave: women, minorities, younger
workers, and low- to moderate-income workers. Experience shows that these groups
move from very low participation rates that range in percentages from the mid-teens to
the mid-twenties to participation rates that reach the mid-eighties. This is equal to those
of all workers. Overall, 401(k) participation rates under automatic enrollment increase
participation rates from roughly two-thirds of eligible workers to the mid-80 percent
level. A key improvement is that individuals start to save earlier than they would have
otherwise, which opens the door to their accumulating much higher amounts by the time
they are eligible to retire.

While many focus on the value of the Automatic IRA to new savers, it would be
equally valuable to older workers who change jobs from a company that offers a 401(k)
plan into a smaller company that currently has no type of retirement savings plan. These
workers tend to now have savings gaps, which can cripple their ability to build retirement
security. However, under the Automatic IRA, those workers could combine his or her
old 401(k)-type accounts into an Automatic IRA and to continue saving. Data shows that
most workers change jobs as many as 10 times during a career, and without the ability to
continuously save throughout their careers using payroll deduction, many Americans will
have less than they need for a comfortable retirement.

This is not a partisan or ideological proposal. In 2008, the Automatic IRA won
the endorsement of both the Obama and McCain campaigns, and it has continued to
enjoy support from all sides of the ideological spectrum. Earlier this year, Rep. Richard
Neal of the committee introduced HR 4049, the Automatic IRA Act of 2012, While the
Heritage Foundation as a 501(C)3 nonprofit does not and can not endorse any legislation,
let me say that the policy contained in his bill would significantly improve our retirement
savings system. In the Senate, a similar bill was introduced last September by Sen. Jeff
Bingaman as S. 1557. Previous versions were either sponsored or co-sponsored by
former Rep. Phil English (R-PA) and former Sen. Gordon Smith (R-OR), and the concept
has been endorse by such varied publications as the National Journal and the New York
Times. It has also been endorse by significant conservative and liberal officials and
former officials.

While my testimony will focus on the Automatic IRA, a second part will discuss
simplifying the current confusing series of retirement account types and tax treatments so
that both ordinary Americans and employers can better understand their savings options.
Rather than the current system of multiple account-types named afier sections of the tax
code, past legislators and others, there could be a couple of simple savings options
available to all, and structured so that they can be combined and rolled over from one
employment situation to another as the saver progresses through his or her career.
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Finally, T will end with two modest proposals to use tax information to encourage
taxpayers to consolidate their retirement accounts if they desire to, and to include Social
Security information on an annual 401(k) or IRA statement so that the account owner has
information about their expected total retirement income, the need to enable multiple
employers to share a retirement savings platform, and a thought about the tax treatment
of retirement savings.

The Automatic IRA

The Automatic IRA is intended to help households overcome the barriers to
saving by building on the success 401(k) plans with automatic features. Both automatic
enrollment and automatic escalation encourage employees toward sensible decisions
while still giving them complete control over their retirement savings choices. The
Automatic [RA features direct payroll deposits into a low-cost, but simple IRA structure
that offers diversified investments. Employers above a certain size (e.g., 10 employees)
that have been in business for at least two years but do not sponsor a 401(k) plan or any
other retirement plan for their employees would be asked to facilitate their employees
saving — without the need to sponsor a formal ERISA-regulated plan, without making
employer matching contributions, and without complying with plan qualification or
fiduciary standards. They would simply act as a conduit, remitting a portion of their
employees' pay to an Automatic IRA, preferably by direct deposit.

The Automatic IRA is also designed to address the concerns of financial providers
that have found it less profitable to serve groups of people with a small average account
balances. The proposal would provide an optional R-Bond arrangement that uses a
Treasury bond account to enable new and small savers to build a nest egg large enough to
interest private sector providers, and a private sector backstop arrangement that enables
any employer unable to find a local financial institution interested in offering them an
Automatic IRA to use one of a series of private sector providers who have agreed to
accept any business in any location.

The Automatic IRA Is Simple for Employers

The Automatic IRA would not impose a burden upon employers. They need do
little more than they do now with the income and payroll taxes they deduct from an
employee’s paycheck and send to the IRS. In this case, employers will deduct some of
the employees” own money and send it to the private sector funds manager that
administers the employer’s Automatic IRA. The employer would select that private
sector manager from an online list located at a central website, and if the employer does
not wish to choose a provider, that company would be assigned at random to a funds
manager that is willing to accept all comers.

Because an IRA is personal savings, employers would not be required—or even
allowed—to match these savings in any way. Employers would also have no liability for
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determining if employees are eligible for the program or face the complexity of ERISA
and other regulations that govern a 401(k) plan.

Little or No Cost to Employers

Direct deposit to IRAs is not new. In the late 1990s, Congress, the IRS, and the
Department of Labor all encouraged employers not ready or willing to sponsor a
retirement plan to at least offer their employees the opportunity to contribute to IRAs
through payroll deduction.” However, employers did not respond to this option. Very
few employers have ever adopted direct deposit or payroll-deduction IRAs — at least in a
way that actively encourages employees to take advantage of the arrangement.

With this experience in mind, the Automatic IRA is an improved strategy
designed to induce employers to offer, and employees to take up, direct deposit or payroll
deposit saving. For employers, offering an Automatic IRA would involve little or no cost
or regulatory burden. The employer would not be maintaining a retirement plan, and
employer contributions would be neither required nor permitted. Firms would not be
required to

(1) comply with plan qualification or ERISA rules,
(2) establish or maintain a trust to hold assets,

(3) determine whether employees are actually eligible to contribute to an IRA or
are complying with the limits on contributions,

(4) select investments for employee contributions,
(5) select among IRA providers, or
(6) set up IRAs for employees.

These simplifications eliminate almost all of the costs associated with a 401(k)-
type plan. As discussed below, any remaining cost of establishing and operating the
Automatic IRA would be reimbursed through a tax credit. Employers would be required
simply to allow employees to make a payroll-deduction deposit to IRAs. This dovetails
with what employers are already required to do by way of withholding income and
payroll taxes from employees' pay and remitting those amounts to the federal tax deposit
system. Another factor in avoiding cost is the fact that virtually all employers who would
be subject to the Automatic IRA already utilize either an outside payroll processor or use

% In the Conference Report 1o the Tax Reform Act of 1997, Congress stated that "employers that choose not to sponsor
a retirement plan should be encouraged to set up a payroll deduction [IRA] system to help employees save for
retirement by making payroll-deduction contributions to their IRAs" and encouraged the Secretary of the Treasury to
“continue his efforts to publicize the availability of these payroll deduction IRAs" (H.R. Rep. No. 220, 105th Cong., Ist
Sess. 775 [1997]). IRS and Labor guidance was given in IRS Announcement 99-2, “Payroll Deduction IRAs,” and
Department of Labor Interpretive Bulletin 99-1 (June 18, 1999), 29 C.F.R. 2509.99-1(b).
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payroll software. Companies that provide both types of payroll services indicate that the
Automatic IRA would simply be another component in services they already offer.

Employer Tax Credit to Cover Automatic IRA Expenses

The Automatic IRA has been designed after lengthy consultations with many
small businesses, retirement savings providers, consumer groups, and government
agencies to have very low costs for both employers and employees. We recognize that
small businesses already have plenty to deal with just to stay in business. As a result,
after discussions with many small businesses, designed a tax credit to cover the
remaining small costs, if any, of establishing and operating the Automatic IRA.

Unlike some other government-required programs, the Automatic IRA is not an
unfunded mandate, and it would be a serious mistake to consider it as such. Unlike
health care mandates and similar programs, employers under the Automatic IRA are
essentially being hired to provide a service that will benefit them as employers. A
detailed survey of employers and employees who would come under the Automatic IRA
showed that even if every other firm also offered the Automatic IRA, the fact that their
employer does so would increase employees’ loyalty to the employer. This can be a great
help in attracting qualified employees and retaining them. Further, the same survey
showed that the more an employer heard about the Automatic IRA, the more they liked
the program and were willing to support it. Many employers want to provide retirement
benefits to their employees, but they are simply too busy with keeping the doors open to
be able to take any action, are confused by the complexity of 401(k)-type plans, and are
worried about the cost. The Automatic IRA deals with all of these concerns.

Businesses and others should also take very seriously the consequences of taking
no action. As [ mentioned earlier, retirement savings take time to build to an amount that
can provide a significant amount of income, and millions of Americans currently have no
way to save at work, and don’t do so on their own. Failure to improve this situation will
lead to demands for additional government-provided benefits either through Social
Security or another new program. Those benefits would almost certainly be financed in
whole or in part through higher taxes on businesses. Another equally disturbing approach
would be a government managed contributory system that would eventually crowd out
the private system that provides jobs, tax revenues to all levels of government, and is so
innovative that it constantly improves its services at lower costs to employers and
employees.

The Automatic IRA would provide a temporary tax credit designed to cover
reasonable costs of establishing Automatic IRAs. As described in HR 4049, the tax credit
would be in two parts, both of which the firm would receive. The first would be
available to a firm for the first two years in which it offered Automatic IRAs and would
provide $500 the first year and $250 for the second year to cover any reasonable startup
costs. In addition, the firm would receive $25 per employee for up to 10 employees (a
maximum of $250) for six years to cover the costs of adding employees to the system or
removing them if they leave. After six years experience, Congress could re-examine the
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tax credit and continue or adjust it as needed. This tax credit structure would be
designed to avoid competing with the tax credit available under current law to small
businesses that adopt a new employer-sponsored retirement plan. Also, it would be
available both to those employers required to offer the accounts and to very small or new
firms that are not required to offer the Automatic IRA, but do so voluntarily.

Increase theTax Credit for Employers that Adopt a New Employer-Sponsored
Retirement Plan

Under current law, an employer with 100 or fewer employees that starts a new
retirement plan for the first time can generally claim a tax credit for startup costs. The
credit equals 50 percent of the cost of establishing and administering the plan (including
educating employees about the plan) up to $500 per employer per year for three years. To
maintain employer incentives to adopt an employer plan, this tax credit should be
increased to at least $1,000, and preferably $1,500. Employers could not claim both the
new plan startup credit and the proposed Automatic IRA credit.

Simple and Low Cost for Employees

An employee does not need an MBA to understand and participate in an
Automatic IRA. As discussed below, most employees will be automatically enrolled into
their employer’s Automatic IRA, a process that is proven to build participation, which
employees like, and under which employees have complete control over their savings
decisions. To avoid confusion and to keep costs low, all Automatic IRAs will offer three
and only three investment choices.

For most employees, their money would go into a target date fund that provides a
diversified mixture of investments that gradually change as the employee get closer to
retirement. This is the same default investment choice for 401(k) plans. However, the
financial markets are constantly innovating, and when a better or lower cost investment
choice comes along, the regulators will have the ability to substitute it for the target date
funds.

A second fund choice would be directed at new and small savers. Depending on
the wishes of the employer and/or provider, it would be either a stable value fund or an
R-Bond account within the Treasury Department. An R-Bond account would be invested
in Treasury securities and would be expected to pay about the same rate as a 5-year T-
Bond. It would not have any maturity as it would be an account instead of a specific
security, and would be a temporary way for small savers to build up a high enough
balance to interest many private funds managers. When the account reached $5,000, it
would either be automatically rolled over into the employer’s choice of private funds
manager or rolled over at the request of the account owner.

The third choice could be either a balanced fund or a slightly more aggressive
target date fund. It would only be available at the request of the saver. And of course,
the employer also has the option to allow their employees to make payroll deductions inta
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an account they already have. Finally, if an employer does not allow this, the employee
always has the option to roll his or her Automatic IRA into a private IRA at an institution
of their choice invested whatever they choose. However, if the employee chooses an
account that is outside the Automatic IRA structure of their employer, he or she would be
responsible to make additional contributions on their own.

Direct Deposit and Automatic Fund Transfers

The Automatic IRA would capitalize on automated or electronic fund transfers.
Many employers retain an outside service provider to manage payroll, including
withholding, federal tax deposits, and direct deposit of paychecks to accounts designated
by employees or contractors. For the numerous firms that already offer their workers
direct deposit, direct deposit to an Automatic IRA would entail no additional cost, even in
the short term. As mentioned earlier, virtually every employer that still processes their
payroll by hand would come under the exception for very small employers. As a result,
the proposal focuses chiefly on those employers that already use electronic payroll but
have not used the same technology to provide employees a convenient retirement saving
opportunity. The tax credit should cover the cost of providing this service to their
employees.

Employees Covered

Employees eligible for the Automatic IRA would include those who have worked
for the employer on a regular basis (including part-time) for a specified period of time
and whose employment there is expected to continue. Employers would not be required
to offer Automatic IRAs to employees who are already covered by a retirement plan or
are excludable from coverage (such as recently-hired employees, those who work less
than 1,000 hours a year, union-represented employees or nonresident aliens without US
source income) under the qualified plan rules. Accordingly, the proposal is not intended
to apply to employers that offer 401(k), SIMPLE, pension or other qualified retirement
plans to their employees.

Portability of Savings through Choice of Roth or Traditional IRA

Like a 401(k) contribution, the amount elected by the employee as a salary
reduction contribution would go to either a Roth IRA, which receives tax-favored
treatment upon distribution, or to a traditional, tax-deductible IRA. To spare households
the need to undertake the comparative analysis of Roth versus traditional IRA, after
examining the income levels of the target population, Automatic IRAs would be Roth
IRAs unless the saver chooses to have a traditional IRA at the time of enrollment, an
option that he or she would have. In either case, the use of IRAs as a savings vehicle
maximizes the portability of those savings. IRAs generally continue in existence without

 The only exception would be an employer that sp ed a retirement plan but excluded a major portion of its
workforce — for example, excluding an entire division or subsidiary that is not union-represented or foreign — in which
case the employer would be required to offer payroll deposit saving to the rest of the workforce.
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regard to changes in the owner’s employment status and, in general, are freely
transferable by rollover to other IRAs or qualified plans.

Expanding Saving through Automatic Features

Today, individuals who want to save in an IRA must make a variety of decisions
that they may not feel they are ready to make in order to open an account. In addition,
they must overcome a natural tendency to delay making important decisions until they
have “enough information™ to make a decision, a time that almost always never arrives.
At least five key questions are involved:

¢ whether to participate at all;

* which financial institution to use to open an IRA (or, if they have an IRA already,
whether to use it or open a new one);

* whether the IRA should be a traditional or Roth [RA;

* how much to contribute to the IRA; and

* how to invest the IRA.

These obstacles can be overcome by making participation easier and more automatic.
Under automatic enrollment, an employee would be enrolled in an account, contribute a
set percentage of income into it, and have that money invested in a safe, diversified
investment at a reputable financial services provider. However, the employee would also
have the ability to have complete control over all of those decisions.

Further, employees like automatic enrollment. An October 2009 survey by
Prudential Insurance found that 74 percent of American workers would rather be
automatically enrolled into a 401(k) plan than use the traditional method; while 65
percent support automatic contribution escalation.

Even more telling, a 2007 study by Retirement Made Simpler -- a coalition
including AARP, the Financial Industry Regulatory Authority (FINRA), and the
Retirement Security Project (RSP) — shows that workers who have been automatically
enrolled strongly support the mechanism and start saving before they would have
otherwise. According to the study, 97 percent of workers who had been automatically
enrolled and remained in the plan were satisfied with the procedure, while 90 percent of
those who had been automatically enrolled and then opted out due to individual
circumstances felt the same way. Eighty-five percent of those participating in the 401(k)
plan said that they had started to save for retirement earlier than they had otherwise
planned, while 95 percent felt that automatic enrollment made saving for retirement easy.
Finally, 98 percent of those who were automatically enrolled and remained in the plan
were glad their company offered automatic enrollment, as were 79 percent of those who
had opted out. This last number is key, as it shows that even if workers decided that their
specific circumstances did not allow them to remain in the company’s 401(k) plan, they
still valued automatic enrollment.
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This does not mean that automatic features are perfect. A continuing concern that
Congress needs to address is whether the current automatic choice for the amount of the
initial contribution is too low. Currently, that is set at three percent of income, and while
employers have the ability to set a higher rate, most use the three percent level. Unless
this low level is paired with automatic escalation, a procedure where the percentage
climbs usually when the employee’s salary goes up, employees may find that they still
have insufficient savings when they retire. Evidence suggests that employees see the
initial contribution level as the one recommended by the employer, and many fail to
increase it. Further, there are indications that lower income employees are more likely to
stick with the initial levels than those with higher incomes. For this reason, Congress
should consider increasing the initial contribution level. Several studies suggest that if
the three percent is increased to five percent or more, the participation rates will remain
nearly the same as they are today.

The Automatic IRA Uses Automatic Enrollment or an Explicit "Up or Down"
Employee Election

As shown earlier, automatic enrollment (more often applied to newly hired
employees but now increasingly applied to both new hires and other employees) has
produced dramatic increases in 401(k) participation among all income and other
employee groups. In view of the basic similarities between employee payroll-deduction
saving in a 401(k) and under the Automatic IRA, the law should, at a minimum, permit
employers to automatically enroll employees into Automatic IRAs.

However, simply allowing employers to use automatic enrollment with Automatic
IRAs may not be enough. Requiring employers to use automatic enrollment in
conjunction with the Automatic IRA would almost certainly increase participation
dramatically while preserving employee choice and control over all saving decisions.
However, in some situations, such as small business owners who work with all of their
employees closely each day, the employer might regard automatic enrollment as
unnecessary or a potential disruption of the existing relationship between employer and
employee.

Accordingly, while automatic enrollment would be the presumptive or standard
enrollment method, employers could opt out of it in favor of an alternative approach,
which is in effect a variation on automatic enrollment. The alternative requires all
eligible employees to submit a form where they explicitly either accept or decline
participation in an Automatic IRA. Requiring an "up or down" election picks up many
who would otherwise fail to participate because they do not complete and return the
enrollment form due to procrastination, inertia, inability to decide on investments or level
of contribution, and the like.* Any employee who fails to comply with the election
requirement is automatically enrolled. In either case, to maximize participation,

¥ James Choi, David Laibson, Brigitte Madrian, and Andrew Metrick, "Optimal Defaults and Active Decisions,” NBER
Working Paper No. 11074 (January 2005).
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employers would receive a standard enrollment module reflecting current best practices
in enrollment procedures.’

Compliance

Whether using automatic enrollment or explicit "up or down" elections from
employees, employers would be required to obtain a written (including electronic)
election from each nonparticipating employee. That way, no one would be left out by
reason of inertia. Employers using automatic enrollment would use a notice that also
informs employees of that feature (including the automatic contribution level and
investment and the procedure for opting out), and the employer's records would need to
show that employees who failed to submit an election were in fact participating.
Employers would be required to certify annually to the IRS that they were in compliance
with the payroll deposit saving requirements.

The Importance of Protecting Employer Plans

The Automatic IRA is designed carefully to avoid competing with or crowding
out employer plans. Probably the most important protection for employer plans is the use
of IRAs, which have maximum permitted contribution levels of $5,000 with an additional
$1,000 if the contributor is age 50 or older. This is sufficient to meet the demand for
saving by millions of households but not high enough to satisfy the appetite for tax-
favored saving of business owners or decision-makers, who can contribute up to $17,000
of their own salary to a 401(k) (or $22,500 if age 50 or older) plus matching or non-
matching employer contributions that can bring the total annual 401(k) contributions on
their behalf to $50,000 a year. In addition, by design, the employer tax credit for
providing access to Automatic IRAs is significantly less than the proposed increases to
the small employer tax credit for sponsoring a new 401(k), SIMPLE or other retirement
plan.

In fact, the Automatic IRA is designed to actually promote more employer plans.
First, any employer that wants to match its employees’ contributions must adopt a
qualified plan or SIMPLE. To preserve that incentive, the Automatic IRA is structured
around the IRA, a retirement savings option that does not allow employer contributions.
Second, experience with the Automatic IRA will give most employers of all sizes
sufficient experience with payroll deduction retirement savings that they will be open to
considering moving up to 401(k)s, SIMPLEs and other tax-favored employer plans.
Because these plans can now be purchased at very low cost, it would seem natural for
many small businesses — especially those whose owner would like to save more or to
match employees' saving — to graduate from payroll deduction saving and complete the
journey to a qualified plan.

£ . . " . - .

© A national website could provide firms these standard enrollment and election forms, as well as provide an
opportunity to promote employee education and best practices as they evolve, such as automatic enrollment and
potentially, lifetime guaranteed income.
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Encouraging Contributions by the Self-Employed and Independent Contractors

For the self-employed and others who have no employer, regular contributions to
Automatic IRAs would be encouraged in three principal ways:

* Expanding access to automatic debit arrangements, including through
professional and trade associations that could help arrange for automatic debits
into an Automatic IRA. Automatic debit essentially replicates the power of
payroll deduction insofar as it continues automatically once the individual has
chosen to initiate it.

¢ Extending the Automatic IRA to many independent contractors through direct
deposit with firms from which they receive regular payments (without affecting
the individual’s status as an independent contractor); and

= Enabling taxpayers to direct the IRS to make direct deposit of a portion of their
income tax refunds to an Automatic IRA or other similar savings vehicle. This
mechanism has existed for several years, but is under utilized.

Guaranteed Lifetime Income

The Automatic IRA could also serve as a natural platform or proving ground for
best practices in retirement savings, possibly including perhaps at some point in the
future, an expanded use of lifetime guaranteed income. There is reason to believe that
many households with savings but no lifetime income stream to supplement Social
Security would be better off if they converted a portion of their savings to appropriately
priced guaranteed lifetime income.

Yet most consumers are reluctant to do so. One approach would be to use the
same automatic strategy that has so successfully improved enrollment and sensible
investment could also encourage more workers to obtain the security of an annuity or
other guaranteed lifetime income®, including perhaps “longevity insurance” that provides
a deferred annuity beginning at age 80 or 85, for example. The uniform default
investment and the backstop Automatic IRA for any employees who cannot find an
appropriate IRA in the market may also lend themselves to exploring means of
encouraging greater use of low-cost guaranteed income in IRAs generally as well as in
401(k) and other employer plans.

In the interim, interim steps such as the draft regulations proposed by the Treasury
Department and Department of Labor would be a good start at reducing the regulatory
impediments that discourage employers from offering annuity-like products as part of
their plans. Further incremental steps should follow, and both Congress and the
regulators should continue their efforts to completely catalogue the remaining
impediments faced by employers and employees and understand their effect. Among

® As an example, see “Increasing Annuitization of 401(k) Plans with Automatic Trial Income™ by William
Gale, Mark Iwry, David John and Lina Walker at:
http://www.brookings.cdu/papers/2008/06_annuities_gale.aspx
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other issues, innovation should be encouraged both in product offerings and pricing with
all industry or industry segment being given advantages over another.

Part II: Simplifying Retirement Savings Accounts

About ten years ago, the Bush Administration proposed simplifying the several
types of retirement savings accounts into two accounts: the Retirement Savings Account
(RSA) and Employer Retirement Savings Accounts (ERSA). In addition, the 2005
Bipartisan Tax Reform Panel” proposed a modified version of these ideas. These ideas
are worth revisiting although with changes from what they proposed. (The reforms also
included the creation of a Lifetime Savings Accounts (LSAs), but those are beyond the
scope of this testimony.)

Given the widespread knowledge of the IRA and public support for it, there is no
compelling reason to change it into an RSA. In addition, the proposed RSA would have
had a higher $7,500 contribution limit, but as Congress has increased the IRA limit since
the RSA was proposed and could do so again, that is not really a reason for such a
reform.

On the other hand, the ERSA would be a good idea. The original proposal would
have consolidated 401(k), thrift, 403(b), and governmental 457 plans as well as
SARSEPs and SIMPLE IRAs into one simple account, which could be sponsored by any
employer. The existing structure is confusing to employees, most employers, many tax
professionals, and many financial services firms that don’t specialize in the specific
account in question. In addition, because each account type has specific tax incentives
and restrictions, it can be difficult to consolidate differing types of accounts.

At the time, three improvements to the retirement savings system were expected
from the ERSA. First, the expected coverage and participation to increase because firms
that were not currently offering retirement plans because of the complexity and
compliance costs were expected to be more likely to offer ERSAs. Second, they
expected that more small businesses would offer ERSAs because the reduction in red
tape would make it easier and cheaper to do so. Finally, employees were expected to
benefit from reduced compliance costs.

To some extent, all three of their expectations remain realistic. After a transition,
which could be handled by grandfathering existing accounts with the voluntary option to
consolidate existing accounts of differing types into an ERSA, the new system should
have much lower administrative costs. As providers focused on the new account type
competition should put serious pressure on its administrative costs.

In addition, the simplified structure should encourage more employers to offer an
ERSA to their employees or to upgrade their Automatic IRA to an ERSA. This would

" The final report of the President’s Advisory Panel on Federal Tax reform is available at:
http://govinfo.library.unt.edw/taxreformpanel
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almost certainly include greater coverage by small businesses. The ERSA would expand
coverage, but would not eliminate the need for an Automatic IRA. 1In fact, the presence
of the Automatic IRA would actually increase the number of smaller businesses that offer
an ERSA as they would still have to offer the Automatic IRA, and the difference between
an ERSA and an Automatic IRA would be much smaller than under the current account
structure.

The simplified account structure would have many benefits, but it would be a
mistake to completely eliminate the anti-discrimination tests. An ERSA that resulted in
low to moderate income employees receiving a less favorable employer contribution than
their better paid co-workers or were not encouraged to participate would be a serious
mistake. Unless low to moderate income employees are able to build sufficient
retirement savings, they will put increasing pressure on Congress for either higher Social
Security benefits or some other form of government paid benefits.

Part I1I: Use Tax Information to Consolidate Retirement Accounts

Today, millions of Americans have more than one retirement savings account.
While some have additional accounts because of a conscious decision, most of them
come from past jobs where the account owner failed to take the necessary actions to roll
the money into accounts sponsored by their current employers or rolled them into IRAs
that the owner has lost. Many of these accounts are “orphaned” because the current
account administrator does not have current information about the owner’s address, and
many of these are consumed by administrative fees, leaving nothing for the saver’s
retirement.

This is not an inevitable side effect of the existing retirement savings system.
Account owners can consolidate most types of retirement savings accounts, but many do
not. Few know the procedure, and many lack the needed information, such as the current
address or contact information of a former employer. Moreover, employers may go out of
business, and former employees may not know who administers them or how to recover
their accounts. These “orphaned™ accounts hurt both employees and employers. Some
employers send the accounts to custodians who try to trace the account owner, but
custodians often impose annual fees that can consume the entire balance. Even when
employers retain accounts and employees can find them, owners may pay more in fees
than if their accounts were consolidated.

One way to deal with this problem would be to use tax information to help the
account owner to identify what accounts they own. This change would help to make
saving simpler and minimize the losses associated with lost or duplicate accounts. At the
same time, some account holders may want more than one account, and this proposal
would allow them to continue to do so.

If this reform was adopted, when an individual files a 1040 or other tax form with

a current address, the Internal Revenue Service (IRS) would check its records to see
whether the individual’s SSN is associated with more than one tax-preferred retirement

14
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savings account. Information from past employers is already available to the IRS.
Rolling 401(k) balances into an IRA after an employee leaves triggers an annual IRA
Form 5498 that lists fair market value plus any contributions or withdrawals. For money
that remains in 401(k) accounts, the details of former employees are found on Form 8955
SSA in the year they leave the employer. Both forms include information on the accounts
owners that could be used to provide the information needed for such a cross-check.

Once individuals with more than one tax-favored account have been indentified,
they would receive a letter detailing the number of accounts they own, the value of
consolidating accounts, and the process they could use to consolidate. The letter would
also include a method that would allow the account owner to access account numbers,
names and addresses of custodians, and a copy of the form to use for consolidation. A
taxpayer who wishes to retain several accounts could notify the IRS perhaps through a
simple check form or online that they do not wish to either consolidate accounts or to be
reminded in the future.

This measure would help to reduce the number of “orphaned” accounts and the
cost they pose to employees and employers by creating a way to consolidate accounts that
is efficient and reliable.

Part IV: Combine Social Security and 401(k) Statements

Individuals must have better information in order to make appropriate decisions
about how much to save for retirement and to have realistic expectations as they approach
retirement. All too often, retirement savers are blinded by the aggregate amount of their
savings, and fail to understand how that figure translates into a monthly income stream.

In addition, individuals need to have an accurate idea about what level of Social Security
benefits that they will receive and combine the two in order to have an idea of their full
retirement resources. They also need this information in time to change their potential
future by increasing saving; waiting until retirement is close is too late. Fortunately,
there are simple steps that can go a long way to providing this data.

Currently, 401(k) and IRA statements inform accounts owners of their balances at
regular intervals. In the near future, the Department of Labor will implement standards
that will require 401(k) statements to include the annuitized value of those balances on
those statements at least annually. Until recently, the Social Security Administration
(SSA) issued annual Social Security statements that showed participants an estimate of
their benefit levels. However, the agency has suspended the statements for anyone under
age 60 citing its cost. Combining the information on retirement savings accounts — and in
particular the annuitized value of those savings — with that formerly provided by SSA
would go a long way towards helping individuals to prepare for retirement.

Retirement savings account providers should be encouraged to add estimates of
the account owner’s future Social Security benefits using information provided by SSA
together with the annuitized value of retirement savings balances every year on either an
annual statement in the case of IRAs or on one 401(k) quarterly statement. Distribution of

15
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the information would be paid for by the 401 (k) administrator, just as quarterly
statements are now, but SSA could pay the cost of providing the additional benefit
information. This would both reduce the cost to SSA, but still ensure that the agency is
meeting the requirements of legislation passed by Congress some time ago.

Some 401(k) providers already can and do simulate Social Security benefits and
provide this information to account owners, but these providers lack the income and work
history data to make a truly accurate projection. Collaboration between the Social
Security Administration and 401(k) plan administrators would improve the accuracy of
those providers that currently include this information and add the information to the
statements of those providers that do not.

Two sets of concerns about using Social Security information would need to be
addressed: concerns about privacy and concerns about accuracy. Previous discussions of
this proposal have failed because of privacy concerns, as many individuals do not want
employers to have access to their Social Security information. The privacy of account
holders is a concern for 401(k) providers too, and they already go to great lengths to
protect confidential data contained in the quarterly statements. To assuage concerns about
the data from SSA, Social Security data could be provided to 401(k) administrators and
included on an annual 401(k) statement only if the providers meet certain SSA-developed
privacy standards. Plus, individuals could have control over whether their Social Security
information is included either through the ability to opt in to the service or the
opportunity to opt-out, if the service were automatic. This should preserve individual
choice and satisfy those persons especially concerned about privacy.

Of course, the value of a 401(k)-type account can vary over time depending on
market results and investment strategy while Social Security benefits are fixed assuming
that the program is properly funded. For this reason, account owners should be strongly
encouraged to review their statements every year to determine if they need to increase
savings rates. In addition, the statements should include a clear and bold disclosure that
savings balances can both increase and decline over time depending on market
conditions.

To ensure accuracy and consistency annuitized balances in the 401(k) and SSA
projections would need to be produced using roughly the same methodology. The utility
of these statements would be increased if they included projected Social Security benefits
plus both (1) current balances annuitized with payouts beginning at age 65 and (2)
projections of annuitized future balances if the account owner continues either to save at
their current level or increases the percentage of their salary that they save. The
additional information will enable savers to have a better idea of how much they should
be saving in order to have a comfortable retirement.

This simple reform would give taxpayers important information about how to
plan their futures. Savers desperately need this information, and providing it should be
fairly simple and cost effective.
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Part V: Multiple Employer Plan

There is no one perfect platform for a 401(k)-type account, and both Congress and
the appropriate regulators should encourage companies to develop innovative ways that
would make it easier and cheaper for employers to offer these accounts to their
employees. One way that definitely deserves consideration is the multiple employer plan
that focuses on a modified version of the IRA SIMPLE. This idea originated with
Prudential as a variation on a proposal from the Conversation on Coverage.

Like all IRA SIMPLE plans, this of the multiple employer plan would be limited
to smaller employers with less than 100 employees. By adding the multiple employer
structure, smaller businesses would be able to join together to negotiate the lowest
possible administrative fees. Unlike the original IRA SIMPLE, this version does not
require an employer contribution, a feature that should make it much more attractive to
companies. In return, there is a slightly lower contribution limit.

The multiple employer IRA SIMPLE is not a substitute for the Automatic IRA. If
only this idea was adopted, there would still be millions of employees without the ability
to save to retirement at work. However, it would expand the options available to
employers. Even if Congress does decide to simplify the current confusing system of
retirement accounts as | discussed earlier, there would still be different structures under
which employers can offer accounts to their employees.

Part VI: A Few Thoughts on Retirement Tax Incentives

The tax incentives that Congress has granted to employees and employers in
return for sponsoring or contributing to a retirement savings account is a crucial part of
the system, and should not be changed without serious consideration. That does not
mean, however, that the current system is perfect and cannot be improved as part of a
comprehensive tax reform. For instance, it would be very useful to find a way to enable
lower and moderate-income retirement savers to receive higher tax benefits. In addition,
it may be that upper income savers would be willing to accept slightly lower tax benefits
in return for lower overall tax rates. However, let me reiterate that nothing should be
done lightly, without a clear understanding of the complete consequences, or unless it is
part of a comprehensive reform.

Conclusion

Thank you for allowing me to present several ideas for improving retirement
saving. American households have a compelling need to increase their personal saving,
especially for long-term needs such as retirement. This testimony summarizes several
strategies for making saving more automatic — hence easier, more convenient, and more
likely to occur. In particular, by adapting to the IRA universe practices and arrangements
that have proven successful in promoting 401(k) participation, the Automatic IRA holds
considerable promise for improving the retirement security of millions of workers.
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Chairman CAMP. Mr. Hardock, you are recognized for 5 min-
utes.

STATEMENT OF RANDY H. HARDOCK, PARTNER, DAVIS &
HARMAN LLP, TESTIFYING ON BEHALF OF THE AMERICAN
BENEFITS COUNCIL, WASHINGTON, D.C.

Mr. HARDOCK. Thank you for the opportunity to speak with you
today on behalf of the American Benefits Council. I am an attorney
with over 30 years experience specializing in retirement plans. I
served as Benefits Tax Counsel at the Treasury Department and
was the Senate Finance Committee’s tax counsel responsible for re-
tirement issues during consideration of the 1986 Tax Reform Act.

This Committee, the Ways and Means Committee, has been re-
sponsible for every major improvement in the retirement system.
That includes the bipartisan Retirement Security Act passed in
2001, the legislation that established the successful framework for
defined contribution plans and IRAs that is still in place today.
That 2001 bill was cosponsored by you, Chairman Camp, by you,
Ranking Member Levin. We thank you both for that. It was cospon-
sored by every senior Republican still serving on this Committee
and by 10 of the 15 Democrats now serving on this Committee. It
was cosponsored by Speaker Boehner, Minority Leader Pelosi, Ma-
jority Leader Cantor, and Minority Leader Hoyer. Promoting retire-
ment savings is an area where Republicans and Democrats have
long been able to agree, and we urge you to continue your support
in the context of tax reform.

The current retirement system is working. It is working for the
almost 80 percent of full-time employees with access to retirement
plans at work. It works for the almost 100 million Americans who
have saved through workplace retirement plans or IRAs. So, the
first and most important principle to consider when you discuss tax
reform and the retirement system is do no harm.

In 2012, 80 percent of households with defined contribution plans
said that tax savings were a big incentive to contribute. Almost
half said they would not contribute at all to any retirement savings
if it weren’t for their defined contribution plan.

Today, coverage and nondiscrimination requirements, the saver’s
credit, and various other rules ensure that the benefits in defined
contribution plans are delivered fairly across all income groups.
Current rules also provide balanced incentives that encourage busi-
ness owners to voluntarily maintain retirement plans and encour-
age employee participation.

Any major restructuring of the system that reduces or tries to re-
allocate existing retirement tax incentives is a gamble we cannot
afford to take when dealing with the retirement security of working
and retired Americans. Reducing retirement savings tax incentives
to pay for other initiatives would be counterproductive. Proposals
that appear to increase short-term Federal tax revenue from
changes in the retirement savings incentives generally get those
additional revenues because individuals are saving less for retire-
ment. Making matters worse, as Ms. Miller indicated, short-term
revenue gain from changes in the retirement incentives under the
current budget rules is an illusion because when a worker saves
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less money today, it will mean smaller distributions and less tax
revenue when the person retires.

Just like the short-term budget scoring conventions, the tax ex-
penditure scorekeeping also does not paint an accurate picture. The
bulk of today’s estimated retirement tax expenditure comes from
savings that are already in retirement plans and IRAs, not from
new contributions. So that big tax expenditure number cannot be
turned into big new tax revenues without retroactively taxing the
existing retirement savings nest eggs of Americans. That action
would rightly be seen as a breach of trust by those workers who
contributed (and those employers who contributed) on the assump-
tion that this money would grow tax free and be taxed only at dis-
tribution.

Still, the retirement system can and should be improved for all
Americans, and especially those with lower incomes who find it
most difficult to save. Tax reform offers the opportunity to do just
that—by building on the existing system, not by tearing it apart.
Today, employer-sponsored plans make effective use of payroll de-
duction, provide fiduciary oversight, and typically include an em-
ployer contribution. More Americans need access to those work-
place retirement savings plans, and all Americans should be en-
couraged to save at higher levels.

One area that deserves particular attention is automatic enroll-
ment and automatic increase strategies. Those are plan designs
where workers must opt out of plan participation rather than opt
in and where the default contribution levels are increased each
year. These plan designs increase participation and savings rates
significantly, especially for low-income, younger, and minority
workers. More employers are adopting these designs each year, but
greater incentives should be considered to accelerate that trend.

We also believe much could be done to reduce the costs of plan
administration. For example, regulations on delivery of required
notices should be brought into the 21st century to better accommo-
date electronic delivery.

We stand ready to work with the Members of this Committee to
assist this Committee in continuing its long history of promoting
retirement savings. Thank you.

Chairman CAMP. Well, thank you.

[The prepared statement of Mr. Hardock follows:]
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Chairman Camp, Ranking Member Levin, and Members of the Committee, thank
you for the opportunity to speak with you today on the issues involved in tax reform
and tax-favored retirement accounts.

My name is Randy Hardock and [ am testifying on behalf of the American Benefits
Council (the "Council"). I am a partner in the law firm of Davis & Harman LLP
specializing in employee benefit issues and have been a Member of the Council's Board
of Directors for the last 15 years. During that time, I have advised the Council and
numerous employers that sponsor retirement plans, plan administrators, plan service
providers, and individuals with respect to a wide range of retirement plan issues. Ialso
served as Benefits Tax Council in the Department of the Treasury's Office of Tax Policy
(from 1993-1995) and as Tax Counsel to the Senate Committee on Finance (from 1986-
1993) (including during the Senate's consideration of the Tax Reform Act of 1986).

The Council and [ appreciate the opportunity to participate in today's critical and
timely hearing on retirement. The Council is a public policy organization representing
principally Fortune 500 companies and other organizations that assist employers of all
sizes in providing benefits to employees. Collectively, the Council’s members either
sponsor directly or provide services to retirement and health plans covering more than
100 million Americans.

The House Ways and Means Committee has been directly responsible for the
enactment of every major improvement in'the employment-based retirement system
over the last two decades. Most notably, it was the tireless work of this Committee in
1999 and 2000 that led to the enactment of the Retirement Security Act early in 2001.
That legislation established a sensible and successful framework for defined
contribution (DC) plans and IRAs that is still in place today. Significantly, the
Retirement Security Act was cosponsored by every senior Republican still serving on
this Committee today. It was also cosponsored by Ranking Member Levin, and by 10 of
the 15 Democrats now serving on this Committee. Other cosponsors of that bill
included Speaker Boehner, Majority Leader Cantor, Minority Leader Pelosi, and
Minority Whip Hoyer. In short, the importance of encouraging retirement savings has
been one area where Republicans and Democrats have long been able to agree and we
urge this Committee to continue to support policies that promote retirement savings.

SUMMARY

Employer-sponsored DC plans and defined benefit (DB) retirement plans are an
indispensable building block of our Nation's retirement system. Retirement plans, like
those sponsored and administered by the Council's members, successfully assist tens of
millions of families in accumulating retirement savings and will provide trillions of
dollars in retirement income and a more financially secure retirement. Congress has
adopted rules that encourage employers to voluntarily offer these plans, encourage
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employees' participation, promote prudent investing, allow operation at reasonable
cost, and safeguard participant interests through strict fiduciary obligations.
Understandably, individuals have heightened retirement income concerns resulting
from the recent economic downturn. But those concerns only serve to reemphasize the
vital role workplace-based retirement plans play in ensuring personal financial security
and in generating savings to fuel the type of capital investment the economy needs to
generate long-term growth.

With about 100 million active and retired workers (and their spouses) accumulating
retirement savings under employment—based retirement plans and IRAs, today's
retirement policies are working. Those rules enable Americans - with support from
their employers - to accumulate savings and generate retirement income. For that
reason, the first, and most important, principle we urge this Committee to consider in
the context of tax reform is: do no harm. We urge policymakers to avoid any actions
that would make it more difficult for individuals to save for retirement or that would
discourage employers from starting or continuing to maintain retirement plans. Thus,
the wisest course in most instances will be to nof enact new laws or new regulations that
would disrupt the success of the current system.

Dramatic changes in the rules and incentives governing retirement plans are
perilous and unintended consequences are likely. Major restructuring of the current
system is a gamble we cannot afford to take when we are dealing with the retirement
security of working and retired Americans, That is especially true now, with the Baby
Boom generation reaching retirement age. In this context, it is important to remember
that the employer-sponsored retirement system is premised on its voluntary nature -
employers can choose to provide retirement plans to their workers, but they are not
required to do so. That voluntary system is built to supplement the safety net provided
by Social Security. Changes in the retirement plan tax incentives would require each
plan sponsor to reevaluate and completely redesign its retirement plan offerings and
could force them to consider eliminating their plans entirely. Even seemingly small
changes in laws and regulations often generate confusion and enormous costs for
individuals and employers.

As this Committee considers retirement issues (in a tax reform context or otherwise),
it is critical to focus on policies that will help individuals and employers generate
retirement income sufficient for employees to maintain their standard of living. Too
often, retirement policy is driven by extraneous considerations, such as the need to
generate revenue for the federal government. When these revenue considerations are at
the forefront, the result has often been unnecessary complexity and cost, or worse yet,
direct harm to Americans’ retirement prospects. Proposals that purport to increase
short-term federal tax receipts by redirecting, eliminating, or eroding the existing
retirement savings incentives achieve those additional taxes largely because individuals
are saving less for retirement. Making matters worse, any short-term revenue gain that
might be derived from changes in the retirement savings incentives is largely illusory
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because when a worker saves less money today it will mean smaller distributions (and
less tax revenue) when the individual retires. That is a lose/lose situation for the retiree
and the government.

Still, the retirement system can and should be improved. Even at current savings
levels, too many Americans are at risk of a financially insecure retirement. More must
be done to increase retirement security (and overall financial security) for all American
families, especially those with lower incomes who find it the most difficult to save. Tax
reform offers the opportunity to do just that with relatively modest targeted changes
that build upon the existing successful structure to generate greater retirement savings.
In particular, in light of the clear evidence of dramatic increases in retirement plan
coverage and savings that result when employers implement automatic enrollment and
automatic increase designs, we urge the Committee to explore incentives that will
accelerate the trend toward utilization of those mechanisms.

THE CURRENT EMPLOYMENT-BASED RETIREMENT SYSTEM IS WORKING FOR MILLIONS OF
AMERICAN WORKERS AND RETIREES

Today, the vast majority of large employers offer a DC plan and an increasing
number of small employers do as well. According to the Bureau of Labor Statistics, 73%
of full-time and 64% of all private industry workers had access to retirement benefits as
of May 2011." Over the past three decades, 401(k) and other DC plans have grown
dramatically in number, asset value, and employee participation. Private-sector DC
plans cover more than 70 million active and retired workers, with millions more
participating in 403(b), 457, and the Thrift Savings Plan - types of DC plans maintained
in connection with employment by tax-exempt and governmental employers. While
not the topic of today's hearing, DB plans also remain vital to the retirement security of
many millions of Americans. Ensuring that workable DB plans remain an option for
employers must also be a critical priority.

This broad coverage and participation results from the unique advantages
employment-based plans bring to bear for employees when it comes to retirement
savings and income. These advantages would likely not be available for millions of
working Americans if it were not for the existing tax incentives that motivate employee
saving and that encourage employers to maintain and contribute to retirement plans.

When discussing retirement plans, media focus is often on employee deferrals into
401(k) plans. Yet, many employers make matching, non-elective, and profit-sharing
contributions to complement employee deferrals - thus choosing to share the
responsibility for financing employees' retirement. Other employers fund DB plans that

' See Bureau of Labor Statistics, Employee Benefits in the United States, March 2011, available at

http:/ /www bls.gov/ncs/ebs/sp/ebnr0017. pdf
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further add to the retirement security of their employees. Recent surveys of DC plan
sponsors found that at least 95% make some form of employer contribution.” While
certain employers suspended matching and profit sharing contributions due to the
recent economic downturn (and, in some cases, because of a dramatic spike in their
defined benefit plan funding obligations), the vast majority have not, and in most cases
the suspended matches have already been reinstated.’

Employees participating in employment-based plans also benefit from enhanced
bargaining and purchasing power resulting from economies of scale, fiduciary decision-
making and oversight, and access to beneficial products and services. Moreover,
Congress has established detailed rules to ensure that benefits in DC plans are delivered
across all income groups. For example, extensive coverage, nondiscrimination, and top-
heavy rules promote fairness regarding which employees are covered by a DC plan and
the contributions made to these plans.

Employers are also in a strong position to know the retirement needs of their
employee populations and can tailor retirement programs to these needs. With the
growth in DC plan coverage, those plans have continued to evolve and improve, with
plan sponsors and service providers developing many features, including automatic
contribution escalation, single-fund investment solutions, and investment education
programs. Legislative changes and market innovations (often supported by legislative
clarifications) have improved both employee participation rates and employee
outcomes. For example, the Pension Protection Act of 2006 (PPA) included several
landmark changes to the DC system that are already beginning to assist employees.
PPA encouraged automatic enrollment (which studies demonstrate significantly
increases participation rates, particularly among lower-income, younger, and minority
workers) and automatic contribution escalation. With the PPA changes, adoption of
these features has increased dramatically. In PPA, Congress also provided new rights
to diversify contributions made in company stock, accelerating existing trends toward
greater diversification of 401(k) assets.

The evidence is clear: The DC system works and the incremental changes adopted in
recent years have made them even more effective. There are still gaps (especially for
lower income workers); more can and should be done to expand coverage and to
increase contributions. But one of the most important advantages of the current

* Diversified Investment Advisors, Report on Retirement Plans - 2007, (Nov. 2007). Vanguard reports
that in 2010, for DC plans it services, 95% of participants were in plans that include an employer
contrlbutlon See\"anguard How Amerlca Saves 2011 flgureS r.'z'a:fahr'g at

Plan Sponsor Council of Amerlca 54Lh Annual Surve)' Reﬂeclmg 2010 Experlence p. 23 (reporhng 93. 4%
of surveyed companies make contributions to the plan).

'See, e.g,, Vishal Apte and Brendan McFarland, Towers Watson Newsletter (October 2011). Of 260 companies
that discontinued or reduced their 401(k) matching contributions in the downturn, 75% have now
restored them.



109

retirement savings tax incentive structure is that it efficiently produces retirement
benefits for millions of American families. Analyses have shown that the tax
expenditure more than pays for itself. This multiplier effect produces a remarkable
amount of benefits for retirees, with the Department of Commerce reporting that in
2010 employer-sponsored retirement plans paid out $836 billion in benefits,’
substantially more than the $577 billion in retirement benefits paid by Social Security in
the same year.’

The importance of the current system is demonstrated by the fact that retirement
plans held approximately $17.9 trillion in assets as of December 31, 2011." These
trillions of dollars in assets, representing ownership of a significant share of the total
pool of stocks and bonds, provide an important and ready source of investment capital
for American businesses.” This capital permits greater production of goods and services
and makes possible additional productivity-enhancing investments - investments that
help companies grow and add jobs to their payrolls and raise employee wages.

THE CURRENT TAX INCENTIVE STRUCTURE IS THE FOUNDATION OF OUR SUCCESSFUL
RETIREMENT SAVINGS SYSTEM

The U.S. retirement savings system successfully encourages individuals to save for
retirement by providing tax incentives - including income tax exclusions or deductions
- for contributions to employer-sponsored retirement plans and IRAs, up to statutory
limits. This tax structure provides a strong and effective incentive for individuals at all
income levels to save for retirement and encourages employers to sponsor plans that
deliver meaningful benefits to Americans up and down the income scale. The
fundamental building blocks of the current tax incentive structure are:

Contributions are Excludible or Deductible From Income: Contributions to qualified
workplace retirement plans, both those made by employees and those made by
employers, are generally excludable from employees” taxable income, and contributions.
to traditional Individual Retirement Accounts (IRAs) are tax-deductible in some
instances. This pre-tax treatment allows individuals to save more from each paycheck

' 91 Bureau of Economic Analysis, U.S. Dep’t of Commerce, Survey of Current Business 8, National
Income and Product Accounts Table 6.11D (Aug. 2011).

* Social Security Trustees Report 2011.

" See Investment Company Institute, Refirement Assets Total $17.9 Trillion in Fourth Quarter 2011, available
at http://wwwici.org/research/retirement/retirement/ret 11 _g4.

" At year-end 2010, 48% of mutual funds’ assets were held in a tax-deferred household account. See
Investment Company Institute, 2011 Investment Company Fact Book, Figure A 2, available at
ffwww.ici.org 2 n
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than would be the case with after-tax contributions.” For a worker in the 25% income
tax bracket, for example, a $20 deferral into a 401(k) plan will only reduce take home
pay by $15, making saving into the plan an efficient economic proposition.

Employer Contributions are Exempt from Payroll Tax: Because employer contributions
to plans are not regarded as “wages,” neither employees nor employers owe payroll
taxes on these amounts. These payroll tax savings are most significant for modest-
income employees earning amounts below the Social Security wage base ($110,100 in
2012) since payments in cash rather than into the plan would be fully subject to payroll
taxes.

Taxes on Investinent Gains are Deferred: There is no tax on investment gains while
funds remain inside the retirement plan. This deferral is critical for incenting savings as
workers know they will not have to divert income year-by-year to pay tax on their
retirement savings. Itis critical to remember that pre-tax contributions made to DC
plans and IRAs - and the earnings on these contributions - do not escape taxation but
rather are taxed when withdrawn. Thus, the federal tax incentives devoted to spur
savings are not lost but are reclaimed as additional tax revenue when individuals make
withdrawals.

Saver’s Credit Supplements Exclusion/Deduction: The Saver’s Credit, which provides a
credit of up to $1,000 ($2,000 if married and filing jointly) to low- and middle-income
individuals’ who contribute to DC plans and IRAs, provides a more robust savings tax
incentive for eligible individuals than would be provided by the exclusion or deduction
alone. Between availability of the underlying income tax exclusion/deduction for
contributions, payroll tax savings on employer contributions and the supplemental
Saver’s Credit, eligible individuals are provided with.a very significant tax incentive to
contribute to retirement accounts. It is one that far exceeds mere proportionality to
their income tax bracket.

Contributions Are Limited and Rules Promote Fairness: Congress has imposed
maximum dollar limits on individual contributions to DC plans and IRAs. In 2012, the
maximum individual contributions are generally $5,000 to IRAs ($6,000 if 50 or older)
and $17,000 to DC plans ($22,500 if 50 or older). Separate limits also apply to total
combined employer and employee contributions for any employee and to the
maximum benefit a worker can accrue at retirement in a defined benefit plans. These
limits act to constrain the tax-preferred savings of upper-income savers while allowing
robust tax-preferred savings by low- and middle-income households, and retaining

* Contributions to Roth 401(k) Accounts and Roth IRAs are not deductible or excludable, but they derive a
comparable tax benefit when the taxpayer withdraws assets in the form of an exclusion from tax on
earnings while the funds were in the account.

" In 2012, the Saver's Credit is available to married couples filing jointly with adjusted gross income (Al)
of up to $57,500 and single individuals with AGI of up to $28,500.
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enough of a personal incentive for business owners and decision-makers to set up and
maintain plans for their workforce. In addition, a substantial statutory and regulatory
regime requires employer plans to adhere to coverage, nondiscrimination and top-
heavy rules, which are designed to ensure that individuals at all income levels receive
fair benefits.

THE FIRST PRINCIPLE OF RETIREMENT TAX POLICY: DO NO HARM

Today's retirement laws and policies are working well and are helping many
millions of families (supported by their employers) accumulate savings and generate
retirement income. For that reason, the first, and most important, principle we urge this
Committee to consider in the context of tax reform is to do no harm. Policymakers
should avoid actions that make it more difficult to accumulate savings and generate
sufficient retirement income. Since the employment-based retirement system is the
most effective and significant source of retirement saving, any changes in that area
should in particular be approached with extreme caution. The wisest course in most
instances will be to not enact new laws or implement expansive new regulations that
would disrupt the successes of the current system.

The American people agree with that assessment. In a study published in 2012, 84%
of U.S. households said that continuing to provide incentives to encourage retirement
saving should be a national priority. In spite of recent stock market volatility, 89% of
households expressing an opinion had favorable impressions of 401(k) plans. Nine out
of 10 households with DC accounts agreed that these plans helped them think about the
long term and made it easier for them to save. More than 80% of DC-owning
households said the immediate tax savings from their retirement plans were a big
incentive to contribute. With almost half of DC-owning households stating that they
probably would not be saving for retirement at all if it weren’t for their DC plans.”

Dramatic changes in the rules and incentives governing retirement plans are not
warranted and would be perilous. Unintended consequences are likely, and we simply
cannot afford to gamble with the retirement security of working and retired Americans;
especially when retirement assets are 36% of total household financial assets.”" In this
context, it is important to remember that the employer-sponsored retirement system is
premised on its voluntary nature - employers can choose to provide retirement plans to
their workers, but they are not required to do so. Changes in the tax incentives would
require each employer to reevaluate and potentially redesign retirement plan offerings

" Holden, Sarah, and Bass, Steven, America’s Conmitent to Retirement Security: Investor Attitudes and
Actions. Washington, DC: Investment Company Institute (January 2012).

" Investment Company Institute. 2012. “The U.S. Retirement Market, Fourth Quarter 2011” (April), Table
3. http://www.ici.org/info/ret_11_g4_data.xls.
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and could lead to eliminating the plans entirely. Even seemingly small changes in laws
and regulations generate confusion and enormous costs for individuals and employers.

RETIREMENT TAX INCENTIVES LEAD TO LONG-TERM REVENUE GAINS

The retirement savings tax expenditures should not be reduced or tinkered with to
pay for other initiatives, whether inside or outside a tax reform process. Significantly,
the bulk of the existing "tax expenditure" for retirement plans is attributable to the
deferral of tax provided to already saved retirement assets, not to future annual
permitted contributions. True, there are trillions of dollars in existing retirement plans
and IRAs, but those funds are the primary retirement nest eggs of millions of American
families. Those existing savings should not be taxed in order to finance more
government spending, deficit reduction, or to offset other tax initiatives (including
lower marginal tax rates). Similarly, proposals that purport to increase short-term
federal tax receipts by redirecting, eliminating, or eroding the existing retirement
savings incentives would realize those additional tax revenues largely because individuals
would be saving less for retirement. We cannot afford to let Americans save less for
retirement; we need to encourage them to save more.

Particularly troublesome is that any short-term revenue gain that might be derived
from changes in the retirement tax incentives is largely illusory and cannot responsibly
be used to offset costs of reducing tax rates or other long-term government initiatives.
The revenue scoring that is performed by the Treasury Department and the Joint
Committee on Taxation generally produces estimates in five- and ten-year budget
windows, using a cash-flow analysis. Under that methodology, the taxes an employee
will pay when he or she retires and starts taking taxable plan distributions generally
occur outside the budget window. Proposals that reduce retirement savings today will
mean the government actually collects less revenue in years outside the budget window
because retirees will have less taxable retirement income. Asa result, total long-term
budgetary savings that might result from scaling back the existing retirement savings
tax incentives would be considerably smaller than the short-term revenue estimates
might suggest. In fact, a recent study completed by former staff of the Joint Committee
on Taxation finds that the present value of tax benefits attributable to current-year
retirement savings contributions is as much as 77% less than estimates of revenue loss
under Treasury’s methodology.” In effect, proposals that reduce retirement savings
would actually increase the burden on future generations. That type of shortsighted
thinking will not help the Nation address its structural budget deficits, nor would it
offset the long-range costs of other changes in the tax law. In that regard, it is important
to bear in mind that the assets saved in the employment-based retirement system

" Judy Xanthopoulos and Mary M. Schmitt, Retirement Savings and Tax Expenditure Estimates, American
Society of Pension Professionals & Actuaries, May 2011, available at hitp:/ /www.asppa.org/Document-
s/ GAC/ 20 i ntSavings TaxE i S PP 2011 pdf.as
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supplement and help reduce pressure on other government programs, like Social
Security.

RECENT PROPOSALS COULD SERIOUSLY UNDERMINE THE RETIREMENT SAVINGS SYSTEM

Two sweeping proposals that have gained some recent attention illustrate the
dangers that could flow from even well intentioned rewriting of the current retirement
rules.

One illustrative option for deficit reduction that was explored in the National
Commission on Fiscal Responsibility and Reform Report was to lower the cap on
annual total employer and employee retirement plan contributions to the lesser of 20%
of the employee’s compensation or $20,000 (the 20/20 proposal). This proposal and any
similar proposal to further limit the incentives to save (or discourage business owners
from establishing plans) would, over time, do irreparable harm to the retirement
security of Americans at all income levels.

Today, total employee and employer contributions to 401(k) and other DC plans
cannot exceed the lesser of 100% of compensation or $50,000 per year (in 2012)." Even
those contribution levels can only be reached for owners and higher-paid employees if
the plan satisfies tough non-discrimination rules that ensure participation and
contributions for rank-and-file workers. Theexisting tax incentives play a critical role
in encouraging key decision-makers to sponsor and maintain plans. When a typical
small business owner evaluates the significant legal responsibilities, risks, and costs of
plan sponsorship, it is often the promise of meaningful tax benefits for key employees
that is the deciding factor in choosing to maintain a retirement plan. If tax benefits to
decision-makers are substantially diminished, businesses that would have considered
plan sponsorship will no longer do so and existing plan sponsors will reduce matching
contributions or stop offering retirement plans altogether. All employees will suffer.

The 20/20 proposal would severely depress aggregate retirement savings for all
income levels. The Employee Benefit Research Institute (EBRI) found that enly 5% of
workers save for retirement on their own without the benefit of an employer sponsored
plan. By contrast, 70% of workers earning between $30,000 and $50,000 participate in
employer-sponsored retirement plans when they are offered. Preliminary EBRI analysis
of the 20/20 proposal projects reductions in 401(k) balances at retirement of between 5%
and 14% across all income levels. Younger savers with the lowest income would be hit
particularly hard, with projected savings at retirement dropping by about 10% for

" In many cases, key employees of small businesses do not reach these levels every year. Many
contribute more during years their business is doing well and less in other years.
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individuals under age 45 in the bottom income quartile. And this EBRI analysis does
not take into account the fact that the 20/20 proposal could cause many plans to be
terminated and would cause other employers to eliminate or reduce matching and
other employer contributions.

Retirement tax incentives are not like other tax incentives, and changes in that
structure can very easily harm the very people who are most in need. Today, 79% of
the federal tax incentives for DC plans are attributable to taxpayers with less than
$150,000 of adjusted gross income.” Under current limits, working families with less
than $100,000 in income receive 62% of the tax benefits associated with qualified
retirement plans - despite paying only 26% of the total personal income taxes received
by the federal government."’ In other words, lower- and middle-income taxpayers
receive more thantwice as large a share of savings tax breaks as the share of income
taxes they actually pay.'? As a practical matter, those low- and middle-income plan
participants would suffer the most under the 20/20 proposal when they lose access to
employment-based retirement plans and the employer contributions that go with them.

Another recent proposal, by Brookings Economist William Gale, suggests replacing
all exclusions and deductions for retirement savings with a flat 18% tax credit that
would be deposited directly into the individual's retirement savings account (the "18%
match proposal").” This restructuring of the current system (and previous proposals
like it) would also be disruptive, counterproductive, and potentially catastrophic. It
would cause a steep decline in retirement plan sponsorship and would lead directly to a
significant reduction in retirement savings across all income classes.

Cﬂppmg Tax-Preferred Retirement Contributions: Preliminary Evidence of the Impact of the National
Commission on Fiscal Responsibility and Reform Reconmendations 32 EBRT NOTES No. 7 (July 2011) at 2-6.

" American Society of Pension Professionals and Actuaries, Estimated Benefits of Tax Expenditure
Estimates for Defined Contribution Plan Participants and Retirees with Account Balances (Aug. 2009)
(analyzing IRS data), available at http:// www.asppa.org/document-
vault/pdfs/mediaroom/LTENYT082509.aspx

'"ASPPJ’\ Re]ease May TI 20‘!]. ilable at I‘|tlD f.-"ww“ a&ppgm-w.;yggz; ]] g[;;z{ |£g;ppﬂ research-

A recent study published by the Center for Retirement Research at Boston College provides further
evidence that the DC plan incentives are more progressive than traditional income distribution analysis
would predict. The study found “evidence that additional employer contributions to 401(k) plansreduce
money wages much less for low-income than for high- income workers" and concluded that: "[blecause of
non-discrimination rules, employers must induce participation of low-income employees in order to
provide qualified benefits to high-income employees. Therefore, employers who wish to contribute to
plans in order to attract high-income employees may be unable to reduce money wages to low-income
workers in exchange for compensation in the form of retirement plan contributions. See, Eric Toder and
Karen E. Smith, Do Low-Income Workers Benefit from 401(k) Plans? available at

http:/ /www.policyarchive.org/handle/10207/bitstreams/96517.pdf

" See, William G. Gale, Testimony to the United States Senate Committee on Finance Sept.15, 2011.

10
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As with the 20/20 proposal, the 18% match would substantially reduce the incentive
for key business decision-makers to have a plan. Even where the business did keep a
plan in place, it is likely that any employer matching contributions would be curtailed
substantially or eliminated. The fact is that the 18% tax credit provides so little benefit
to a business owner (especially when compared to other available investment options)
that there would often not be sufficient incentive for a business owner to take on the
many costs, responsibilities, and risks of maintaining a retirement plan. As indicated
above, when plan sponsorship declines, all employees suffer.

A March 2012 study by EBRI confirms that the 18% match proposal will reduce
retirement security for workers at all income levels, not just high-income workers.
Specifically, the study revealed that some employers would decide to no longer offer a
plan to their workers and some participants would decrease their contributions. The
combined effect of these changes would result in reduced savings balances at retirement
between 6% and 22% for workers currently age 26-35, with the greatest reductions for
those in the lowest income quartile. Lowest-income participants in small business plans.
would see final retirement savings reductions as high as 40%."

For those employers who might still continue to maintain plans under the 18%
match, most other employer contributions to retirement plans, like profit-sharing
contributions, could well become a distant memory. The reason is simple. Under the
18% match proposal, if an employer were to contribute 51,000 to each employee's
retirement account, the government would then contribute $180 to the individual's
account. The $1,180 in the employee's account would be locked in. The employee could
not access the $1,000 employer contribution without incurring substantial taxes and
penalties, and the $180 government match could not be withdrawn for any reason for
some period of time (perhaps not until retirement). The problem is that employees
would immecliately owe income tax on the $1,000 employer contribution, even though
they may not even have the money to pay the tax. Employers will not want to put their
employees in a situation where they are forced to pay income tax today on wages they
never saw, in order to get a small government match that they may not be able to access
until retirement.

Furthermore, the majority of 401(k) plans that include matching contributions
provide for a match of at least 50% with respect to employee contributions.” This
provides a powerful incentive for employees to save. Employers have found that the
match must be sufficiently large to get the employees' attention. It is not at all clear that
the “government match” under the 18% match proposal would be a sufficient incentive
to save. Younger employees, in particular - the very people who should be encouraged

" VanDerhei, Jack. “Modifying the Federal Tax Treatment of 401(k) Plan Contributions: Projected Impact
on Participant Account Balances,” March 2012, EBRI Notes

¥ See Plan Sponsor Council of America, 54th Annual Survey, Reflecting 2010 Experience, Table 45.
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to save - will be reluctant to set aside money today in order to get a small government
match.

Finally, moving to this complex new regime would create great confusion among
individuals, thereby deterring savings. This would be extremely counterproductive at a
time when all have agreed that the way to foster savings is to keep things simple.
Reducing and impeding the incentives to save in plans and IRAs in this way would be
particularly detrimental as such savings typically represent a significant share of
families’ total financial assets.

CHANGES IN RETIREMENT POLICY SHOULD BUILD ON EXISTING SYSTEM, NOT ERODE IT

Promoting retirement savings must remain one of our Nation's top policy priorities.
We urge this Committee to continue its leadership in pursuing policies to improve our
Nation's retirement system. But any changes that are made should build upon our
existing and successful tax incentive structure so that it works even more effectively to
facilitate retirement plan coverage and savings by American families.

As this Committee considers these issues in the future, the Council urges you to
focus on four objectives when crafting specific retirement policies. These objectives are
all designed to advance the goal of retirement income adequacy for American workers.

Accumulating Retirement Savings: The first and most important policy objective in
helping Americans generate adequate retirement income is to assist them in
accumulating retirement savings during their working lives (which can then be used to
generate income in retirement). Current retirement policies and vehicles, particularly
employer-sponsored plans, successfu]ly assist American families in doing so.
Employer-sponsored retirement plans make effective use of payroll deductions, provide
ficluciary oversight and group pricing, typically involve substantial financial
contributions by employers to employees” benefits, and facilitate access to investment
education and advice. But in order to ensure that as many Americans as possible
accumulate the retirement savings they need, policy improvements should be made in
the following areas:

e Coverage - expanding access to individual and workplace retirement savings
plans;

e Adequacy - helping individuals (supported by their employers) to save at higher
levels;

e [nvesting - encouraging the wise investment of retirement assets; and

e Preservation - promoting portability of retirement savings and avoiding spending
of savings prior to retirement (leakage).

12
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Unfortunately, given the fiscal condition of the federal government, it will be
difficult to remove revenue considerations from policy debates, even in the retirement
area. Some good proposals will likely have to be delayed at this time because they are
too costly and the required federal resources are simply not available.

Still, incremental improvements in each of these areas can and should be made and
even small changes that help create a culture of saving will make a big difference. One
area that deserves special attention is promoting the use of default enrollment and
increase strategies. Automatic enrollment and automatic escalation strategies hold
great promise for increasing DC plan coverage, and also increasing contributions to
those plans. Such plan designs, under which workers must opt out of plan
participation rather than opt in, have been demonstrated to increase participation rates
significantly, helping to move toward the universal employee coverage typically
associated with-defined benefit plans.”" More employers are adopting these designs
every year, but accelerating those trends is important. Employers are also beginning to
increase the default savings rate at which workers are automatically enrolled and
designs that automatically increase an employee’s rate of savings into the plan over
time, typically on a yearly basis. Those changes all will help ensure that workers will
have saved enough to generate meaningful income in retirement. In particular, studies
show that automatic enrollment has a particularly notable impact on the participation
rates of lower-income, younger, and minority workers because these groups are
typically less likely to participate in a 401(k) plan where affirmative elections are
required.”

Recent experience shows the power of automatic enrollment and automatic
escalation designs to increase participants’ annual savings percentages to the higher
levels that they will need to achieve a secure retirement. Plan sponsors that establish an
initial automatic enrollment default rate of 6% see very little reduction in the participant
opt out rate, but experience substantial increases in total employee contributions when
compared with employers who establish a more modest 3% default rate. Significantly,
even those employees who affirmatively make their own choice on how much to defer,
appear to save more when the default level is set higher. Similarly, plan sponsors that

* See, e.g., Vanguard Center for Retirement Research, Measuring the Effectiveness of Automatic Enrollment,
(Dec. 2007) (stating that “[a]n analysis of about 50 plans adopting automatic enrollment confirms that the
feature does improve participation rates, particularly among low-income and younger employees”);
401(k) Benchmarking Survey - 2008 Edition, Deloitte Consulting LLP (2008) (stating that “[a] full 82% of
survey respondents reported that auto-enrollment had increased participation rates”).

 See, e.g., Copeland (Oct. 2008), supa note 27 (noting that Hispanic workers were significantly less likely
than both black and white workers to participate in a retirement plan); Jack VanDerhei & Craig Copeland,
The Impact of PPA on Retirement Savings for 401(k) Participants, EMPLOYEE BENEFIT RESEARCH INSTITUTE
IsSUE BRIEF No. 318 (June 2008) (noting that industry studies have shown relatively low participation rates
among young and low-income workers); Fidelity Investments, Building Futures Volume VIII: A Report on
Corporate Defined Contribution Plans (2007) (stating that, in 2006, among employees earning less than
$20,000, the participation boost from automatic enrollment was approximately 50%).
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allow participants the choice to opt in to an annual automatic contribution escalation
feature find that only 5.8% of participants do so. But if participants default into
automatic escalation (with the opportunity to opt out), then 79.6% take advantage of
automatic escalation.”

We encourage this Committee to find ways to create incentives that will accelerate
the trend toward employer adoption of automatic enrollment designs that include
higher initial default contribution rates and automatic annual increases. Those changes
could include the creation of new and simpler nondiscrimination testing safe harbors,
removal of the existing limit on auto escalation levels in existing safe harbors, and tax
credits to employers that adopt automatic enrollment and escalation features.

These enhanced automatic enrollment strategies should be accompanied by an
extensive effort (1) to educate all Americans on the importance of the level of savings
needed to meet anticipated retirement expenses and (2) to inform low- and moderate-
income taxpayers on the availability and operation of a simpler and improved Saver's
Credit.

Translating Retirement Savings into Retirement Income: A second important policy
objective is helping individuals understand how their accumulated retirement savings
from all sources (including the savings and benefits of one’s spouse, where applicable)
may be converted into streams of income in retirement. Recent guidance from the
Internal Revenue Service and the Department of the Treasury provides an example of
how even modest clarifications can simplify decisions for retirees and provide new
ways for them to gain comfort that they will not outlive their retirement savings.

Supporting an Evolving Approach to Retivement: A third important policy objective is
to facilitate a flexible and evolving approach to retirement that accommodates those
individuals who need or choose to continue paid work into the traditional retirement
years. Those individuals should be able to reduce their level of work over time as they
transition into full retirement.

Simplification: Tax reform efforts in the retirement area should focus on simplification
and reducing the administrative burden on plan sponsors. For example, the number of
required notices should be reduced and streamlined and rules should be updated to
better accommodate electronic delivery. Those changes could substantially reduce the
costs of plan administration. But simplification should not necessarily need to involve
consolidation of existing retirement plan options. Different types of employment-based
retirement plans provide employers with the flexibility to design plans that meet the
unique needs of their particular workforce in the business's specific competitive
environment. DC plans, traditional DB pla.ns, hybrid plans, and SIMPLE IRAs all are

* Data from the Principal Financial Group” December 2010 and May 2011; Profit Sharing/401k Council of
America 2011.
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the right fit in different situations. Plan participants are not asked to choose between a
401(k) plan and 403(b) plan, they simply have one or the other (and most are quite
happy with the one they have). IRAs have their own unique roles, and are critical for
individuals rolling over funds from employment-based plans and provide an
opportunity to save when they may not have access to another retirement plan. We alsa
do not believe that existing retirement savings plans should be consolidated or
eliminated in favor of other types of non-retirement savings vehicles (e.g., Coverdell
Education Savings Accounts, Medical Savings Accounts, or Health Savings Accounts),
which have their own purpose and relative merits.

We stand ready to assist the Members of this Committee in continuing its long
history of promoting retirement savings. Thank you.
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Chairman CAMP. Thank you all for that excellent testimony.

Today is tax filing day, and it is a deadline which Americans
have to spend millions of hours preparing their taxes because our
system is a complex one, and not only is compliance complicated,
but long-term financial planning is complicated as well because of
our Code. And I would like to just explore and ask each of you how
the Tax Code is performing in the area of retirement security. Em-
ployers who want to offer a retirement plan, as many of you—re-
tirement savings option, as you mentioned, they have a choice, as
many of you said, of many different proposals out there with dif-
ferent rules. And certainly individuals trying to save for retirement
have one set of rules; individuals trying to save for health have an-
other system with another set of rules; and families trying to save
for education also have many options available, each with its own
set of rules.

But my question is, should the system—and why don’t I start
with Mr. Hardock and go down the line. But should the system of
existing tax-advantaged retirement savings, should those be con-
solidated to make it easier for individuals to save, if you have an
opinion on that?

Mr. HARDOCK. Most Americans that have retirement plans are
quite happy with the plans they have. The fact is that plan partici-
pants and most employers do not choose between a 401(k) plan or
403(b) plan or 457 plan; they simply have one. Those choices are
not particularly difficult, and when they do come into play, they
are made by employers.

What you get if you try to consolidate is you make everyone re-
consider and everyone amend their plans. That can be very disrup-
tive, disruptive for the individuals involved and expensive for the
employers that have to do that. I would add that the members of
the American Benefits Council are also very concerned about any
proposals that would consolidate retirement savings options with
savings vehicles for other purposes like education or health. Most
people save for a purpose, and confusing that retirement savings
message could be very counterproductive.

Chairman CAMP. All right. Mr. John.

Mr. JOHN. I understand what my colleague just said, but the
fact is when we talked to multiple small businesses and the like,
the number of different types of savings plans and, frankly, their
rather confusing numbers and names cause a fairly great anxiety
among small businesses that were considering starting some sort
of a plan, especially the ones that were fairly early in that process.
So something that would consolidate, something that would sim-
plify, not the least of which—as I say, it is a simple marketing
technique—just changing the name of the blasted things—I mean,
what is a 401(k) when it comes right down to it—would be exceed-
ingly useful.

There is another aspect to this, though, which is that you re-
ferred to savings for different things, and as you pointed out, there
are a wide variety of different types of advantages or Tax Code
treatments of this. It would actually be much simpler if you just
created all real savings the same way and exempted it from income
without necessarily having to have one level for a 401(k), one for
college savings, one for various and sundry other savings. Savings
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that is not consumption is actually an exceedingly valuable thing
and should be encouraged. So to the point that you look at sim-
plification, it is not just the matter of the accounts, it is the matter
of savings itself.

Chairman CAMP. All right. Thank you.

Mr. Sweetnam.

Mr. SWEETNAM. Thank you.

Well, let me first focus in on the individual retirement savings
vehicles. First off, I think one of the things that we tried to do in
the Administration’s proposal was to eliminate the income limits,
because when you have those income limits you really weren’t quite
sure whether you were eligible to make a contribution to an IRA.
In fact, if any of you remember prior to the income limits being put
on, banks used to stay open on tax day until midnight in order to
accept people’s IRA contributions. There used to be lines in banks
to make IRA contributions on April 15th. Once we put in the in-
come limits, those lines went away. So I think that was one of the
things that we tried to do in our proposal.

The second thing that we tried to do, and I think David alluded
to this, was with our RSA and LSA proposal. Our LSA proposal
was a means for people to save for any reason and to pull money
out of those accounts to use for any reason.

I think one of the things that people have to realize is that peo-
ple’s savings needs change over time. Younger people may be
thinking about savings, but they may not be thinking about retire-
ment savings. I have a 30-year-old son now, and he is doing saving,
but what is he saving for? He is saving to buy that house, which
I think would be a really good thing. But when he gets a little bit
older, he is going to be saving for retirement. What we tried to do
with our LSA proposal was to give lower-income people or people
who were at the margins of savings a way to have a tax-favored
vehicle in order to have savings.

On the retirement side, I think one of the things that you have
seen—I have probably been practicing as long as Randy, and what
we have seen over the years is Congress legislating to make the
differences between the various types of retirement plans less and
less and less, and so that what we were trying to do in our proposal
was just take that final step. We had all of the plans have the
same contribution amounts. We said, let us just take the final step
and eliminate the various Code differences between the two. But
Congress has been going that way over the last few years.

Chairman CAMP. Thank you.

Ms. Miller.

Ms. MILLER. Thank you.

I would like to focus on the employer side of this, and I think
it actually ties into the individual, too, in that when you are talk-
ing to a small employer, it really isn’t that confusing. I mean, if
you poll somebody that is not thinking about a retirement plan and
say, here is this, this, this, but if you are actually talking to an em-
ployer saying, do you want to put in a retirement plan, you are
really saying, do you want to have an IRA-based plan, or do you
want to have one that has a trust that your employees are more
likely to leave the money in? You know, if you put your money into
a 401(k) for them, they can’t pull it out right away. If you put it
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into a SIMPLE plan, they might run off with it. So you are draw-
ing those distinctions. Then you are really talking about how much
can you afford and what would you like to do.

This is where I get concerned about the proposals for individual
savings in that right now we have the $5,000 IRA limit, and then
you can go up to %10,000 for a SIMPLE plan, and then you can go
up to $17,000 for the individual deferral in a qualified retirement
plan. So there really are rewards for stepping up and providing
better benefits, and I think that is why the system really has been
working so well.

If you have—and there is a proposal for, I am sorry, a deferral-
only safe harbor of like 8- or $10,000. What happens is if you have
somebody that can put $5,000—a small business owner can put
$5,000 in an IRA, $5,000 in an LSA. Suddenly there is absolutely
no reason in the world in terms of what they can save on a tax-
favored basis for them to put in a SIMPLE plan. Right now they
have the $5,000 IRA. If they want to put in $10,000, they are going
up to a SIMPLE plan. So you have to be careful that what you do
on the individual savings side doesn’t disrupt the structure that
really works pretty well on the individual employer side.

And I think when you look at it from an employer’s perspective
in selling them a plan, there are options, there are things you can
do as opposed to the IRA charts at the beginning of Bill’s testimony
where 1t is basically telling you when you can’t do something. With
the employer side, it is here is what you can do, here are your op-
tions. So it is very positive on the employer’s side.

Chairman CAMP. All right. Thank you.

Mr. VanDerhei.

Mr. VANDERHEI. Thank you.

While EBRI doesn’t take positions on proposals of this sort, I find
a lot to agree with in what Randy and Judy just said, and I think
from a rather abstract viewpoint, if you look at what is happening
with respect to employers, you would introduce a whole new set of
nondiscrimination testing if you did something like this.

The other thing you have to keep in mind is many employees are
very targeted in what they are saving for, and I think what you
would need to keep in mind is if you make it rather amorphous as
far as an overall savings target, it is going to be much more dif-
ficult for any individual to find out whether or not they are basi-
cally on track for a specific retirement income.

Chairman CAMP. All right. Thank you.

Mr. Levin may inquire.

Mr. LEVIN. Well, thank you very, very much for your testimony.

Mr. Chairman, I think this is a hearing that has significance for
tax reform for this issue and beyond, because while there are some
differences among you, and while I think everyone believes that we
can improve the system, I think your testimony issues a warning
to those who propose to eliminate all tax expenditures or those who
equate tax expenditures loosely with tax loopholes. Because this
tax expenditure, I think, is not a loophole. It is a policy. And some
have essentially said, let us start by eliminating them all and go
on from there, and some propose getting down to a certain point,
assuming the elimination of all tax expenditures. And do any of
you favor eliminating this tax expenditure? No.
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Mr. HARDOCK. That is a big no from this end of the table.

Mr. SWEETNAM. No.

Ms. MILLER. No.

Mr. LEVIN. And I am not sure that this is quite the way to put
it, but, Mr. Hardock, you said here after talking about the impor-
tance of retirement savings, you say for that reason the first and
most important principle you urge this Committee to consider in
the context of tax reform is to do no harm. I am not quite sure I
would put it that way. But maybe as to this area I think that is
true, and the same is true in other areas relating to policies em-
braced in tax expenditures.

So maybe I will leave it at that except to say, Mr. Sweetnam, I
think there is a distinction between what you save for—I am all
in favor of supporting, for example, savings for education purposes
and for buying a house. I think the proposals to eliminate the
present provision for purchasing a house and homeownership,
again eliminating that without reference to any income level or
anything else, is a mistake.

But I do think you all feel that the retirement structure is more
or less working, while we still need to improve it. I think we need
to be careful not to lump everything together and lose the emphasis
on having a strong Social Security system, which is added to by
savings for retirement. I think we need that combination, and I
think the point we want to drive home (you mentioned that the
percentage now saved for retirement has improved a bit) is that we
need to try to build that up not by eliminating Social Security, but
by adding on to it.

So I really think your testimony has importance today for this
issue and all other issues relating to tax reform. We need to look
at it, but with care, and not with such broad strokes that we would
sweep away a system like retirement savings that is working, basi-
cally working. Thank you.

Mr. SWEETNAM. May I respond?

Chairman CAMP. Thank you. Well, I will do that on somebody
else’s time. I do want to say, though, that I think we are having
a very good discussion today. I do think it is important to point out
that I don’t think there is anyone who is proposing eliminating this
area. The closest thing that came to it was Simpson-Bowles, the
President’s Commission on Fiscal Responsibility, which capped
this, did not eliminate this, and there is no proposal to do such a
thing itself.

Mr. LEVIN. Mr. Chairman, let me just say, in the chart that is
on page 29 of Simpson-Bowles, it has a number of alternatives

Chairman CAMP. Yes.

Mr. LEVIN [continuing]. Including eliminating all tax expendi-
tures.

Chairman CAMP. Yes, and that is one reason why I voted
against the Simpson-Bowles Commission, as did Mr. Ryan.

So Mr. Herger, you are recognized for 5 minutes.

Mr. HERGER. Thank you, Mr. Chairman.

Mr. John, I want to thank you for your work you put in on an
automatic IRA proposal. As someone who comes from a small busi-
ness background, I know the first question that many small busi-
ness owners will have about any kind of mandated automatic IRA
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is what is this going to cost me. Would automatic IRAs create any
significant new costs or burdens on employers who offer the IRAs?

Mr. JOHN. No, it actually would not. The way that it is struc-
tured, it is simple enough that most employers that are covered
with this, roughly 97 percent according to studies by a variety of
firms, actually already use some form of payroll-processing soft-
ware or an outside payroll processor, and for those, having had
many discussions with both of those industries, this would just
simply be a new module that would be added.

Plus the fact there is a tax credit. The tax credit has two compo-
nents to it, one part which applies for 2 years which would cover
any capital costs of setting up an auto IRA, and the other, which
would last for 6 and could be extended if Congress chose to do so
during that period of time, would provide a certain amount to cover
the costs of actually putting employees on and off the system. It is
a very simple, easy-to-understand system, and we found—a major
insurance company did some market research with employers for
us, and they found that the more they discussed it with the em-
ployers, the stronger the employer support for the proposal went

up.

Mr. HERGER. Do the rest of you agree with this or have any ad-
ditional thoughts?

Ms. MILLER. I definitely would agree with that. Even for those
that don’t use a current payroll provider, we have members who
are very interested in providing this. An employer could do it
strictly over the phone. The credits should more than cover any
cost incurred by the employer.

Mr. HERGER. Thank you.

Mr. John, I understand your proposal would utilize private finan-
cial institutions to administer the automatic IRAs. In the past
there has been proposals to create personal retirement accounts
that would be administered by the Social Security Administration,
and some might argue that it would be simpler for small busi-
nesses if this could be tied in to the existing payroll tax with-
holding process. Could you comment on the pros and cons of these
different approaches?

Mr. JOHN. Sure. This is a very different—this is completely sep-
arate from the proposal in 2005 and before to set up personal re-
tirement accounts in Social Security. There is a private sector
funds management industry which works exceedingly well. We
don’t see any reason to supplant it by government entity for that.

We do have the ability if the private sector provider so chooses
to have what is called an R bond, which is a retirement savings ac-
count. It is somewhat similar to the I bond, which has been a U.S.
Treasury savings account for a number of years now, and that
would allow small savers to accumulate roughly $5,000, but at that
point then that would be rolled into the private sector. We feel that
the private sector is going to be more innovative, it is going to cre-
ilte more jobs, and frankly it will do a better job of keeping costs
ower.

Mr. HERGER. Thank you.

Thank you, Mr. Chairman.

Chairman CAMP. Thank you.

Mr. Tiberi.
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Mr. TIBERI. Thank you, Mr. Chairman. Thank you for holding
this hearing today and for your leadership on these issues as well
as overall tax reform. As someone who has been interested in pen-
sion and retirement issues since I have been here, I look forward
to working with you, Mr. Chairman, and others on this issue.

I think strongly that we need to make sure that Americans have
the tools and the education necessary to feel as though they can
make the right choices with respect to retirement, and one of our
panelists did a study with the Employee Benefits Research Insti-
tute, and in that study, Mr. VanDerhei, only 14 percent of Ameri-
cans are confident they will be able to afford a comfortable retire-
ment, and more than half of all workers reported they have not cal-
culated how much they will need to live during retirement. And
you are nodding your head in agreement. Those are pretty unbe-
lievable numbers.

I find out there—anecdotally, I have a friend of mine who is a
lawyer who took a 401(k) plan and put it into an IRA, and then
ultimately put his IRA into a real estate investment that he has
a third party, pretty sophisticated and doing really well according
to him, versus others who have not quite an understanding of how
much—it has been talked about before—how much they can put in
because of the contribution limits or what they can put it in.

My question to all of you, and I will start here on my right, is
whether it is simplification, whether it is reform, whatever it is—
how do we get more Americans to change that 14 percent number
so they have a better understanding, and can make better choices,
and can have that—so we can have that 14 percent number be
something substantial, like 75 percent of Americans feel they com-
fortably can live in retirement and understand what they need in
retirement? How do we get there as policymakers? Starting here.

Mr. HARDOCK. Well, I like to think of the American people as
falling into three buckets. There are the folks who really aren’t
going to save no matter what you do. If you force them to save,
they will borrow more money somewhere else. There are the folks
I call the squirrels, who will save no matter what. That is my
mother. And then there is almost everyone else, certainly including
me, that want to do the right thing, know they need to save,
doesn’t know quite how to do it, doesn’t want the government tell-
ing them how to do it, but want to do the right thing. Strategies
like auto-enrollment and auto-escalation send a signal to that vast
group of people that these are the levels you should be achieving
to get to retirement security.

So, earlier Mr. Sweetnam talked about his son who felt that sav-
ing for his first home was more important. Well, my son is 25 years
old. He asked me, I want to buy a home, but I have this 401(k)
plan at work, and there is a match. I said, put the money in the
401(k) plan first. And that goes back to the issue I mentioned ear-
lier, people save for a purpose—for retirement. We need to set up
structures and incentives that let people know how much to save,
and we will see Mr. VanDerhei’s savings numbers for the Gen X-
ers and others start to go up even more. We need to start them
young, get them involved and get them into the habit of saving, ul-
timately changing the culture of saving in this country.

Mr. TIBERI. Thanks.
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Mr. John.

Mr. JOHN. I actually have four thoughts on this. They will re-
peat, and I imagine you are going to hear much of the same thing
here. Number one is obviously everyone has to have access. If you
don’t have access, we can talk all we want to about doing it on your
own, but 95 percent of people don’t.

hSecond is, of course, start young. That is absolutely crucial with
that.

Another thing is the auto structures, auto-enrollment, and par-
ticularly auto-escalation. And one of the things that this Committee
can do as part of its discussion of tax simplification, tax reform, is
to look at the 3 percent default rate for auto-enrollment. There are
a number of studies out there that show that people will have pre-
cisely the same participation rate if it is 5 percent, 6 percent and
the like to start. People think that they are doing the right thing,
and that 3 percent, since that is the way it starts, that must be
the right amount for them to save, and they find themselves in a
trap later on.

Mr. TIBERI. Mr. Sweetnam.

Mr. SWEETNAM. One of the things that we were looking at
when we did our retirement simplification proposals is that we
thought that we were trying to harness the industry to do a lot
more advertising with regard to savings, and one of the things that
we looked at was by eliminating the income restrictions for IRAs,
that people—that there would be advertisements to get people to
come in and do this.

You know, we actually saw this happen when Congress enacted
the Roth IRA. I was working on Senator Roth’s staff at that time.
And when the Roth IRA was enacted, we saw for all different types
of IRAs additional savings because everybody was promoting it.

Mr. TIBERI. All right.

Chairman CAMP. Thank you.

I see we are over the time. Mr. McDermott is recognized.

Mr. MCDERMOTT. Thank you, Mr. Chairman.

I think this is a very important hearing to have to talk about,
and I agree, Mr. Tiberi and I probably come at the same concern
over having people’s security. But I fly back and forth from Seattle,
where United Airlines has its largest base, its oldest base. Most of
the flight attendants are about 55 to 60 years old, and one of them
told me a story, and I would like you guys to respond, and ladies
to respond to this.

Her husband worked for a big bank in Seattle, Washington Mu-
tual, and one day they closed the bank, and he lost his entire
401(k). Boom, gone. All gone because it was invested in the bank.
Right? Because he was required to invest it in the bank. Now she
flies for United Airlines. They have gone into bankruptcy twice,
and each time they go into bankruptcy, the first thing the bank-
ruptcy judge does in response to the company’s pleadings is to
scrape off the retirement. So this woman who has flown for United
Airlines for 29 years now has a guarantee of $231 a month from
the PBGC on top of her Social Security.

Now, here are middle-class Americans who did everything right,
and they got clobbered by the system, and I want to hear that this
automatic system that we are going to enroll everybody in is going
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to protect those people. This woman said to me, I and my husband
are going to work until we die because we have nothing but Social
Security.

Ms. MILLER. I would like to take a first stab at that, because
the situations you described are just horrible, and Congress has
acted to prevent a company forcing an employee to put all their
money into employer stock.

That is no longer permissible. And that was—you know, the abil-
ity was phased out. And you guys did a great job on that. So hope-
fully that one won’t happen again.

I think the key on automatic enrollment is really all the defaults,
and one of those defaults is investment. And in PPA, that was

Mr. MCDERMOTT. Let me stop you, though. You heard Mr.
Tiberi talk about how many people know how to invest or under-
stand, 14 percent.

Ms. MILLER. Right. Uh-huh.

Mr. MCDERMOTT. So how in the world can anybody sit up here
and sensibly believe that we can design a system that says we are
going to give all of you a choice, but only 14 percent of them under-
stand what in the world they are in?

Ms. MILLER. Most people don’t take advantage of that choice;
they will stay where you put them. If you automatically enroll
them, they will stay in your default investment. So I think the key
is having a secure and appropriate default investment. And again,
there were changes made in PPA, and I think there has been a re-
cent study——

Mr. MCDERMOTT. Does that mean then, that the company, the
small business or whatever, has certain places they could put the
money that is safe? They will be restricted as well? Or can they do
whatever they want?

Ms. MILLER. They choose the provider, but the type of invest-
ment that is the default investment is defined. It is like a target-
date fund. Or you could, frankly, that is something that you could
be considering, what should that be? But there is ample evidence
that whatever you say the default investment can be is where most
people are going to end up putting their money.

Mr. MCDERMOTT. So the automatic investment or the auto-
matic enrollment would put it into something that is judged to be—
by whom? Who would say that this is a safe investment? Because
I would like to know who those people are.

Ms. MILLER. You define the parameters in terms of the indi-
vidual companies.

Mr. MCDERMOTT. The Treasury will ultimately put the bless-
ing, they will bless the company that is going to make these invest-
ments; right?

Ms. MILLER. Right now, it would be the plan sponsor or if you
are in—would be the one that is choosing their investment advisor,
and the investment advisor, if they hire an investment advisor,
would accept fiduciary responsibility—would have fiduciary respon-
sibility for choosing a company that provides

Mr. MCDERMOTT. Who is on the hook if they made a bad
choice?

Ms. MILLER. The fiduciary that is responsible for that decision.
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Mr. MCDERMOTT. So any investment counselor would then be
responsible for making the patient—the patient, I am a doctor—
would be responsible for making the client whole?

Ms. MILLER. Well, in theory. You know, fortunately, there
aren’t very many situations—now that employer stock is off the
table—there aren’t many situations where you have a company
that the investment has gone down to zero. When you do have re-
sponsible people choosing investment providers, it is not—there
are—horror stories are more and more rare.

Mr. MCDERMOTT. And the flight attendants, I should just tell
them tough luck; $231 is what you are going to get?

Ms. MILLER. The defined benefit system is a whole other

Mr. MCDERMOTT. It seems to me they ought to be connected
somehow. Or we should take away the ability of the companies to
take off the pension at bankruptcy.

Chairman CAMP. Thank you. Time has expired.

Dr. Boustany is recognized.

Mr. BOUSTANY. Thank you, Chairman Camp, for holding this
very important hearing.

As we look at tax reform and the very equally important area of
retirement security, I have taken away a few things just from all
of this discussion: Number one being that, obviously, we need to
look at how you can promote personal responsibility and savings.
Second, whatever we do, I certainly appreciate the adage of, first
do no harm how. So how do you avoid major disruptions? And
thirdly, can we simplify yet maintain flexibility.

And so, as I am trying to think through this, I remember when
I was running a small medical practice and dealing with some of
these issues after a full day in the operating room and focusing on
the clinical side of my practice, oftentimes individuals come in to
work for you, and they have worked somewhere else. They have a
retirement account, multiple retirement accounts. And yet—and
they may also have an IRA on top of that. And there are a variety
of rules that govern this. And I remember having to make phone
calls to figure out, how do you incorporate somebody into your busi-
ness structure when they have had these other outside arrange-
ments in the past.

Talk to me about the rules, the complexity that these rules really
present to a business owner trying to work with incoming employ-
ees and is this an area that we can really simplify? Any of you,
please.

Mr. HARDOCK. I will just start by saying that the problem you
describe has been around for a while. The changes made in 2001
on portability of assets allowed individuals to combine, when they
switched jobs, assets from one employer plan to the next employer’s
plan—or an IRA to consolidate those assets in one plan. That was
a major improvement and really streamlined the process and made
it possible for a business owner to take those assets in for new
hires.

It is still complicated because you have items that may have
been contributed as pre-tax dollars and others as post-tax. Those
are issues we have to deal with no matter what because they exist
today and you can’t take away someone’s pretax treatment or post-
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tax treatment. But we have made enormous strides since 2001 in
improving those rules.

Ms. MILLER. Yes, I think there has been an awful lot of
progress made. And I also think that if you look at the options that
are available, these days you are more likely to have somebody
that comes into your practice that also had a 401(k) plan at their
other arrangement. And so there is a little more simplicity because
I think sometimes when we talk about consolidation, then you are
talking about a 403(b), 457, 401(k); in the medical practice, maybe
there was a 403(b), but as Randy said, the rules have been sim-
plified to make that an easier process.

But in most instances, you now will have somebody coming from
a similar type plan to your current arrangement. And I think that
really smoothes it. I do think—in our written testimony, there are
some comments on rules that can be changed that make it a little
easier for small business to not get themselves in trouble. And I
think we should get rid of those rules that trip people up. Frankly,
they are rules that apply whether it was an ERSA or 401(k). Just
plain commonsense stuff.

Mr. JOHN. And if I may add, the real serious problem is the fact
that people forget to combine. I have actually an IRA that was
rolled over from TSP 20-plus years ago, and I keep meaning to roll
it into Heritage’s plan, but I have yet to do that. What we see is
we have a significant number of people who lose their accounts, es-
pecially over the years, whether employers go out of business, the
providers change and the like. And there is some suggestion in my
written testimony about a way to use tax information to enable
pﬁzople to find their lost accounts and to encourage them to combine
them.

Mr. BOUSTANY. Thank you.

One last question. Are there incremental steps that would make
it easier for employers to offer annuity options as part of a defined
contribution plan?

Mr. SWEETNAM. Well, I think that this is something that the
IRS and the Treasury Department are currently looking at. And I
think that it has been something that the policymakers are really
looking to give people that ability to address, to use an annuity.

Now I am not speaking for the current Treasury Department or
the IRS, but I think what they have been trying to do is to elimi-
nate some of the difficulties under the current law to go and to
move into an annuity product. And that is something that I think
policymakers have been looking at over a number of years.

Mr. BOUSTANY. Thank you.

Chairman CAMP. Thank you very much.

Ms. Jenkins is recognized.

Ms. JENKINS. Thank you, Mr. Chairman.

Thank you for holding this hearing, and thank you to all the
panel for participating. I have a question for you, Ms. Miller. The
President’s 2013 budget proposal includes a proposal capping cer-
tain individuals’ itemized deductions to 28 percent.

Ms. MILLER. Right.

Ms. JENKINS. And the limitation on deductions under the pro-
posal include the exclusion or above-the-line deduction for pretax
employee contributions to defined contribution plans and contribu-
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tions to traditional IRAs. Given that the tax break for retirement
savings is a deferral, not a permanent write-off, wouldn’t limiting
deduction on the front end but not when the amount is distributed
result in double taxation? And what are your thoughts on how the
President’s proposal would affect retirement savings rates and also
on small business owners’ decision to set up or maintain retirement
plans for their employees?

Ms. MILLER. I appreciate that question.

I was very disappointed to see retirement savings included in
that proposal because you are right, it would be double taxation if
you have someone who—because this is a deferral. So if you have
someone who is at a 31 percent marginal rate and you are giving
them 28 percent cap on that, then they are paying that 3 percent
now. But when they pull it out, there is no special accounting. I
am not saying there should be because that would be a wreck. But
when you pull it out, they are paying taxes on it again. So it really
literally is double taxation.

And if you are being honest when you are talking to an em-
ployer, why would they want to put themselves in that position? So
I do think it would be harmful and anything that reduces the tax
incentive for a small business owner, to me, I think will discourage
coverage.

Ms. JENKINS. Okay. Thank you.

Mr. Sweetnam, your testimony mentioned that following the
Bush administration’s proposal simplifying this area, many inter-
ested parties were concerned about the proposal resulting in fewer
savings opportunities being available to small businesses, causing
them to opt out of offering an employer-based savings vehicle. You
also mentioned that the 2005 budget proposal addressed some of
those concerns. Can you just elaborate for us on what you heard
during your proposal and what changes you made to the 2005
budget? And if Congress were to move forward to meaningful re-
forms, what are some of the transition rules that you might advise
us to keep in mind?

Mr. SWEETNAM. Well, the two big things that were problems,
one, in 2004, we had the LSA and the RSA contribution amount
at $7,500, and we reduced it to $5,000. And what we heard from
some of the policy folks, particularly ASPPA being one, was that
by having that high of a tax-favored savings amount, some smaller
businesspeople might say, well, you know what, I can put in $7,500
in my LSA, $7,500 in my RSA. I have sheltered everything; I don’t
need any further savings through an employer-provided plan.

The other thing that we did was in our ERSA proposal, we tried
to simplify some of the nondiscrimination rules. And one of the
things that we did was we eliminated all the various testing meth-
odologies that are currently available, thinking that that was sim-
plification. Well, as I think Judy has said before, one person’s sim-
plification is another person’s opportunity to make various changes.
And so we listened to them and what we did was we just reduced
the general complexity of the test. We didn’t reduce some of the op-
portunities that small businesses would have in order to create
more flexible types of plans.

Ms. JENKINS. Thank you.

I yield back.
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Chairman CAMP. Thank you. Mr. Neal is recognized.

Mr. NEAL. Thank you, Mr. Chairman.

Mr. Chairman, I have had a long-standing issue and I think pret-
ty strong credentials in this area. Just to recount quickly, I worked
with Bill Thomas before he was Chairman of this Committee on
raising IRS rates. As you recall, that was not a favorite of Mr. Ros-
tenkowski at the time. And I carried the RSA proposal for the Clin-
ton administration with Bob Rubin, recalling that the Clinton pro-
posal in terms of differentiating itself from the Bush proposal was,
the Clinton RSA proposal was as an addition to Social Security; the
Bush RSA proposal was as a substitute for Social Security.

And I have carried this auto IRA proposal for a long period of
time. Now, I introduced this bill 5 years ago, and at least three of
the panelists I know have already endorsed it, and I suspect the
other two have some sympathy for it. Now this proposal would
raise the national savings rate by nearly $8 billion a year. En-
dorsed by Brookings and now with hard work from David John and
The Heritage Foundation, we have developed this proposal. I have
kidded David many times; it is not every day that a Massachusetts
Democrat’s legislation is endorsed by The Heritage Foundation. We
have done just that.

Let me tell you who else supports this legislation: The AARP,
Latinos for a Secure Retirement, the Black U.S. Chamber of Com-
merce, Putnam Prudential, Natixis. And I must say with some
grave disappointment, since Phil English left, I can’t get one Re-
publican to sign on to this legislation.

Mr. Herger I thought was headed in the right direction. He was
headed in the right direction as he began to question Mr. John. He
couldn’t bring himself to say it was the Neal proposal, but came
very close to going to the altar without saying “I do.”

Now, David, why does Heritage support this proposal?

Mr. JOHN. Heritage supports this for two reasons. And we have
enjoyed working with you over the years. Although, for some of my
colleagues, it has been a little—I tell some of them I just went to
a bar.

I have also enjoyed working with your staff, both Melissa ini-
tially and Kara Getz now.

Conservatives support the auto IRA for two very good reasons.
Number one is that savings changes behavior. It takes people and
it brings them closer to the community. It makes them more fu-
ture-oriented and makes a variety of cultural changes that are very
important.

A second one which is equally important, crucial that every
American has the opportunity to save, is the alternative: If we
don’t have a retirement savings system that applies to all and al-
lows people to start at one company and move to another and con-
tinuously save, inevitably, we are going to see the data that Jack
had initially, where people do not have sufficient retirement sav-
ings, and they are going to come to Congress, and they are going
to say: Please, sir, we need more taxpayer benefits. We don’t have
the money for that right now.

Mr. NEAL. Also endorsed by The Brookings Institution, that is
important.
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Ms. Miller, could you tell me why you have endorsed the IRA
proposal that I have offered?

Ms. MILLER. Yes, we are very supportive because it really does
build on the current employer structure. And we think once em-
ployers—first of all, people need to have an opportunity to save at
work and you just can’t do that without having the employer in-
volved. When you get over that hurdle, then we feel that once em-
ployers are used to doing payroll deductions and feel comfortable
with that, it will be easier to approach them and say, listen, you
have been doing this; can you afford to do a little more? Maybe a
simple plan would work for you or a 401(k). And once they are in
the system, they will more comfortable moving up and providing
some employer contributions as well.

Mr. NEAL. It would require no matching contributions from the
employer.

Ms. MILLER. It would require no matching contributions from
the employer. And just the way—you know, 30 years ago, it was
a different story, but right now with the development of electronic
systems, it would be so easy and so little trouble for the employer
to make this work.

Mr. NEAL. Particularly good for the small employer.

Mr. Hardock, why do you like the proposal?

Mr. HARDOCK. The good thing about the proposal is that it
sends a signal that we need to get more employers into auto-enroll-
ment and auto-escalation. The proposal is one way to move in that
direction.

As Dr. John indicated, providing incentives to employers to do
that—making it attractive to employers to go in that direction—is
something that I think is well worth exploring. Providing those in-
centives, getting more employers to do it, and giving employees
that option of the auto IRA if they don’t have a plan of their own,
is valuable. So it expands the reach.

I think there is a question of how quickly you can get there.

Chairman CAMP. Thank you.

Mr. Buchanan is recognized.

Mr. BUCHANAN. Thank you, Mr. Chairman.

And I also want to thank our witnesses today.

As you know, we have 10,000 Baby Boomers retiring every day,
they claim, for the next 30 years, 20 years. But a lot of them are
very uptight, frankly, about planning on retiring with all of these
concepts that they had, and now they are getting to the point
where they can retire, 60, 65; they don’t know if they are going to
have enough money, if they are going to get the return on their as-
sets because they like to put them in more conservative assets
going forward. And then the other thing is they are not sure,
maybe at one point, they thought they were going to live to 75; now
my mother-in-law is 92. They are all concerned about it.

What can Congress do, do you think, if anything, to help bring
a little bit more security and dignity? What incentives or what
would be one thing that we could do that we are not doing to make
a difference? I can tell you I am slowly getting to that age, and a
lot of our friends who thought they were fine 10 years ago in terms
of retirement are very, very concerned today. They are working
longer; they are not sure. Any thoughts on that.
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I will start with you, Ms. Miller.

Ms. MILLER. Yes, thank you. When we are talking Baby
Boomers with such a short timeframe, I think one thing that you
should do is, when you are looking at tax reform, keep those catch-
up contributions in. Because as a Baby Boomer, I can say that I
am a lot more conscious of how much I need to save now that it
is too late. And it would be very good to keep those options there.

I think looking further down the road, it is really important to
engage younger people. And automatic enrollment and auto-esca-
lation are critical.

But I also think we need to look more at e-delivery of things. We
are all very supportive of all sorts of disclosures, but when people
get a stack of paper, they don’t necessarily look. And if we could
approach people more with something that is interactive, it could
be easier for them to plan, easier for them to get engaged, and they
really would like you to enable more electronic delivery.

Mr. BUCHANAN. Mr. John, would you comment?

But let me just mention, I was reading in USA Today, they were
talking about where they are at in terms of retirement. I think it
was 60 percent, an enormous number, that was just relying on So-
cial Security, and they don’t have much beyond that. It is pretty
scary to think you worked 40 years of your life, and there is not
something in place. Do you have anything you want to add to that?

Mr. JOHN. Let me add two things if I may. First, of course, is
to take this as an object lesson. The fact is if you reach 55 or 60,
you don’t have nearly the flexibility that you used to have. And we
need to make sure through the auto IRA and a wide variety of
other things to make sure that this doesn’t happen to the next gen-
eration.

But we have a second crisis that is coming with the Baby
Boomers. The first one is going to be not having enough money,
and the second is not managing it properly so that they run out
of money at the time when they are 80 or 85. We need to very care-
fully examine the question of guaranteed lifetime income, annuity
type products, whether they are ones that kick in at the age of 80,
whether they are ones that are purchased at the time of retire-
ment, to make sure that we don’t have the same individuals who
are worried now even more worried when they are 85 and their
bank account is empty.

Mr. BUCHANAN. Let me ask one more quick question just in
terms of Congress helping small business. I am concerned there are
a lot of small employers out there where employees would like to
have some kind of retirement; they don’t offer it. What—you know,
that is tax deductible—what incentive can we help with small busi-
nesses in terms of making sure that as many of them as possible
would provide some kind of retirement package, 401(k) or whatever
else that is available out there?

Mr. Hardock, do you have any comments on that?

Mr. HARDOCK. I think many Members of this Committee, both
Republicans and Democrats, have supported incentives, for exam-
ple start-up credits for small business to send the signal that if you
set up this kind of plan the government will help you with that ini-
tial administrative expense. I think doing more on that front would
be helpful.
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I think Mr. Neal now has a bill in. But others on this Committee
have in the past supported that concept, and it could easily be ex-
panded on because that is where our problem is. Small businesses
that are not covering their employees partly because of the costs.
Electronic delivery would help there, too. It is amazing how expen-
sive it is to send out all of this paper.

Mr. BUCHANAN. Thank you.

Mr. Chairman, I yield back.

Chairman CAMP. Thank you.

Mr. Marchant is recognized.

Mr. MARCHANT. Thank you, Mr. Chairman.

Mr. VanDerhei and Ms. Miller, you both state in your testimony
that despite what some may claim, studies show that current tax
incentives for savings for retirement are quite progressive. What
would be the effect on progressivity if you lowered the top marginal
rate to 25 percent?

Ms. MILLER. That is a very complicated question and depends
in part on what else you have done when you have lowered that
marginal rate to 25 percent. I mean, it is a fact that as the top rate
declines, there is less incentive for tax deferral because you are
saving less money when you contribute. But there are other com-
peting ways to save. It depends in part on what is happening with
capital gains and dividends. If you have no tax to be paid on an
investment, as David would like to see generally, then it becomes
very difficult to incentivize an employer to put in a plan unless you
specifically have a targeted tax credit or some other specific benefit
to encourage that employer to put in a plan.

So I think that this is something that is particularly sensitive to
what else is happening. But it is true that as the rate declines, the
incentive, cash that is freed up by putting it in this plan, also de-
clines. So you have to be careful not to give it a double hit certainly
by also—maybe you need to increase the contribution limits in
order to maintain an incentive there for employers to put in plans.

Mr. MARCHANT. Thank you.

Mr. VANDERHEIL. I agree with what Judy said and would like
to amplify it a bit. We had done some work last summer looking
more at the Simpson-Bowles type proposal, but a lot of that could
be expanded to this type of proposal. If you are reducing the mar-
ginal tax rates, especially for the small business owners, you are
changing the calculus of what their cost-benefit analysis is of pro-
viding that to the employees. And Judy has in her written testi-
mony a graph that we worked on last year that actually shows—
I believe we had as much as an 11 percent decrease in the number
of small plans, defined as plans with less than 100 employees,
because of the 20-20 limits. If that is something you would be in-
terested in, we could very easily modify that to look at what the
impact of decreasing marginal tax rate would be apart from the
20—20 limits. I could get back to you on that if you are interested.

Mr. MARCHANT. I think we would be interested in that in all
our proposals, that that tax rate be capped at 25 percent. And for
Mr. John, what would be the overall effect on retirement savings
of adopting the 20—-20 proposal as was proposed by the Bowles com-
mission?
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Mr. JOHN. I am not a micro or macro economist, so I have not
really modeled it. I usually tend to defer to Jack on issues along
that line.

Mr. MARCHANT. Okay. Well, Jack.

Mr. VANDERHEI. The 20-20? Actually, we have a figure in the
written testimony that takes a look at what would happen. I don’t
think, surprisingly, the biggest hit would be on the highest income
quartile. We found, for example, that people currently 36 to 45 if
it were applied today would have a 15 percent reduction on average
in their retirement balances. What I think comes as a surprise to
many, though, is that the second biggest hit actually comes on the
lowest-income quartile and that is because of the 20 percent, not
the 20,000. And one thing that many people ignore is that often-
times, people will come back into the workforce later on in their
age. They may be a spouse, and they may find that because of
catch-up or whatever, they have the ability to put much more of
their income in. We find that they are the ones who typically end
up triggering the 20 percent as opposed to the high income, who
trigger the 20,000. But even for what we found for 36 to 45, almost
10 percent for the lowest-income quartile, 10 percent reduction in
average account balances because of 20—20.

Ms. MILLER. I think that is actually understated for the lower
paid, because small business owners, they would have about zero
incentive for putting a plan in, and the safe harbor contributions
they make for rank and file workers would be gone. And so I think
that really understates the negative impact.

Mr. MARCHANT. Thank you, Mr. Chairman.

Chairman CAMP. Thank you.

Mr. Thompson is recognized.

Mr. THOMPSON. Thank you, Mr. Chairman.

And thank you for holding this hearing. I think it is extremely
important, and it is an area where we ought to have a lot of com-
mon agreement. This is something we can actually do to help peo-
ple. A lot of young folks out there who could really benefit from
good work that this Committee could do.

I want to follow up on a couple of questions that were asked by
other Members. Mr. Buchanan asked about what to do to encour-
age small business folks to participate.

Ms. Miller, in your written testimony, you mentioned that em-
ployers who don’t offer any sort of retirement plan for their employ-
ees cite business concerns. Could you elaborate on what those busi-
ness concerns are? And did your research show any downturn or
any of the folks who were offering it, did they jettison those pro-
grams during this recession?

Ms. MILLER. Sure, I don’t have any data on that last piece, al-
though our members certainly anecdotally if a business goes out of
business, obviously, the plan is gone. And certainly as a small busi-
ness, when your resources are drained, you will cut back on con-
tributions if nothing else.

But when employers say they are not putting a plan in for busi-
ness reasons, there are a few that are top line reasons. One is that
they don’t think the employees care. And if the employees say, give
me cash, then the employer would rather just give them cash if
they have it.
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The second is that small businesses are notorious for not lasting
very long. And if you aren’t sure you are going to survive, then you
are hesitant to do something that really says, hey, I have arrived,
I can plan long term, too.

And the third is the cost. I think there is—some employers don’t
understand how inexpensive it is to actually set up a plan. But
most commonly the issue is that they don’t feel they can afford to
make a contribution or to promise to make a contribution. And that
is why really we are supportive of the auto IRA proposal, because
it could get employers in without out-of-pocket costs themselves.
And we think that they will find that employees do actually appre-
ciate it, and we can get over a couple of hurdles at the same time.

Mr. THOMPSON. I think Mr. Neal’s bill would speak to that
issue.

Ms. MILLER. Absolutely. Yes. Yes.

Mr. THOMPSON. For public record, I told him a minute ago that
I would coauthor the bill. I think it is a good one.

Mr. John, you have done some research on retirement savings
plans in other countries. Was there anything there that really
knocked your socks off?

Mr. JOHN. There were actually a couple both good and bad. If
we look, for instance, at New Zealand, New Zealand has a form of
the auto IRA, but given the fact that they only have 3 million peo-
ple, it is a much more centralized form. But it works exceedingly
well early on.

The one that is a huge mistake is the United Kingdom. The
United Kingdom went through and back in 1997, then Chancellor
of the Exchequer, Gordon Brown, increased the taxes of retirement
plans by about 5 billion pounds a year. The net result obviously
was a collapse. The second thing they did was the U.K. continu-
ously tinkers. They come up, they set up a program, they actually
have a brilliant program called NEST, National Employment Sav-
ings Trust, that starts to go into effect this fall, except that the
government just announced within the last week or so that now
they are looking at a completely different approach. And what that
does is to breed confusion and distress.

Mr. THOMPSON. Is there anything that we should take from
the different foreign programs that you evaluated and look at put-
ting in place here?

Mr. JOHN. The ones that work the best are the ones that have
the broadest coverage and start people young and keep them sav-
ing throughout. Australia has a mandatory system which works ex-
ceedingly well. I am not suggesting that the United States move to
something along that line, but the broader the coverage, the better
it is. And it is possible to do a very simple system, like the auto
IRA, and keep it cheap. Frankly, we studied overseas systems very
extensively in developing it.

Mr. THOMPSON. Thank you all very much for being here.

Thank you, Mr. Chairman.

Chairman CAMP. Mr. Berg is recognized.

Mr. BERG. Thank you, Mr. Chairman.

You know, obviously, the goal in this whole thing is, how do you
make it simple and easy to pick the right plan for each individual?
And you know, obviously someone’s understanding of financial
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markets and what is best for them and trying to make a lifelong
decision rather than a short-term decision, so I was intrigued by
the automatic IRAs.

And in part of your testimony, Mr. John, you talked about sim-
plifying things but also having an automatic IRA. So kind of my
question to you, does the simplification come first, or do you do the
automatic IRAs and then simplification after that?

Mr. JOHN. I anticipate that, given the direction of things, that
the auto IRA comes first. The auto IRA is crucial, because if people
don’t save, if they do not get started early on, it doesn’t matter if
you simplify or not.

Mr. BERG. Thank you.

I just had one kind of out-of-the-box question. And it seems like
so many people are going through a lot of different jobs today and
sort of the new normal is several different careers, several different
jobs. And a lot of younger people that I know have been to two or
three different employers in a short period of time. So each time
you are trying to analyze what is the best retirement program?
Here is what the employer is offering. Has there been anything
done like out of the box and looking at a plan that would just be
an individual’s plan, and this plan would follow the individual,
even though they are an employee but, again, they would make the
decisions on what is the right package for them for their working
career? And as they went in and out of different careers and dif-
ferent jobs, those employers might pay into their individual plan
rather than the employer sponsoring a separate plan?

Mr. JOHN. There have been some examinations of that sort of
thing, but the key factor is that most people, especially when they
are starting out, don’t have the expertise to make that kind of
choice. And the natural human reaction when you are faced with
a choice that you don’t understand is that you do nothing. So peo-
ple stop. That is the value of both an employer-sponsored plan,
where you have the payroll deduction and the auto-enrollment and
the auto-escalation. And what we find as time goes on that a cer-
tain proportion of people who started out in auto-enrollment later
learn and take more control over their activities.

Mr. BERG. Any other comments on more of an individual plan
that follows an individual?

Ms. MILLER. I think it is very hard to motivate an employer to
participate in that kind of an arrangement, because the employer,
once they feel financially secure enough to put in a plan, they are
looking at the tax benefits. They are also looking at what works for
their company. And what sometimes, I think, gets forgotten in talk
about a single, simple plan is that employers will use—they still
use vesting schedules. If they are putting in a contribution for
workers, it might be fully vested because it is a safe harbor, but
if there is something more than that, they don’t like the idea of giv-
ing money to somebody that is coming and going right away. And
so the money won’t necessarily all be vested right away. And it will
vest after a few years, or maybe a graduated schedule, it is 5 years.

So that really doesn’t work when you have an individual account.
And so there are things that employer—flexibility that the em-
ployer has under an employer-based arrangement that would dis-
appear and I think make them less engaged.
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Mr. BERG. Thank you.

I yield back.

Chairman CAMP. Mr. Reed is recognized.

Mr. REED. Thank you, Mr. Chairman. To follow up on Mr.
Berg’s sentiment, one of the issues I see is the need—we talk a lot
about employers and the government here in Washington being the
ones to choose best what individuals should do with their futures,
especially when it comes to retirement. And we kind of have this
attitude up here sometimes that I try to fight every day that Wash-
ington knows best; just trust us, we will take care of it. And I want
to get to ways to try to enhance individual accountability and re-
sponsibility for people, allowing them to control their own destiny.

So are there things that we could be doing to encourage literacy
when it comes to financial planning? Any ideas, thoughts from the
panel as to where we could really change the mindset of individ-
uals as they go into the workplace of actually being aware that 20,
30 years will come, and we need to have something in the bank to
take care of us? Are there any proposals that anyone could share
with us that they would say we should be taking a real close look
at and advancing?

Ms. MILLER. I have to get back to electronic delivery and really
getting people engaged. There are some amazing things going on
out there in terms of enrolling people and having their own indi-
vidual information set up on their iPad or handing them out when
people come in to get enrolled and letting them work through and
see what it is really going to be like.

And yet there are constraints on how everything has to be han-
dled right now that minimizes what you can do. And so it almost
ties—you know, this market is incredibly competitive and creative
and can’t always get to do everything it could do because——

Mr. REED. Could you give me some examples of those con-
straints? When you say there are constraints, are they regulatory
constraints?

Ms. MILLER. Yes, regulatory constraints. For example, right
now, we have all of this paper that is due out for disclosure on in-
vestments, and it is going to be—we support the disclosure, but
people are going to be getting a stack of paper, and I don’t think
they are going to read it.

And if you were able to—if you had their email address, I mean,
we give people at work an email address. You can’t necessarily use
that if they aren’t—you know, that is not a routine part of their
job and all of this other stuff and even though they may have used
our Web site. So if somebody uses the Web site, you should be able
to drive them to that Web site to get this information. Once they
are there, there are fun things you can do. There are people work-
ing on games to encourage people to save. We need to really be able
to get them involved.

But right now, you have to send them that stack of paper unless
they went through certain steps. And it is just really a major ex-
pense, and it really discourages creativity and truly engaging peo-
ple, especially younger people that are so much into electronics. If
we can’t deliver this information on their iPhone, they are not
reading it. And right now, we can’t.

Mr. REED. Mr. John, I see you nodding over there.
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Mr. JOHN. I agree with everything that Judy has said, as I usu-
ally do.

But there are other areas—for instance, the U.K. has something
called the Platform Account, which combines the retirement sav-
ings account with a variety of other types of savings and invest-
ment vehicles. And one of the things that they have found that
works exceptionally well over there is that because the employer
knows how old this employee is and in what stage of life they are,
they can shoot them little target videos. So if the individual has
just got a child, they can shoot them a video talking in 2 minutes
about, here is what you can do to start saving for your child’s fu-
ture. Or if you just married, here is what you can do to start saving
for a house. And we found in studies that these work exceptionally
well, and they work even better if the person who is being recorded
is someone that is someone like a coworker or someone who has
some sort of a connection to that individual.

Mr. REED. How about in the educational, like our high schools,
elementary school? Any thoughts on that type of forum?

Mr. JOHN. Yes, my older daughter, who 1s 25, went through one
of the finest high schools in the United States up in Montgomery
County. And she took a variety of courses in photography, cooking
with amazing results, and I think she didn’t have to take a single
financial literacy course.

Mr. REED. That is a great point.

With that, I yield back, Mr. Chairman.

Chairman CAMP. Thank you.

Mr. Lewis is recognized.

Mr. LEWIS. Thank you very much, Mr. Chairman.

Mr. Chairman, I want to apologize to members of the panel. I
had to run out and speak to a group of eighth grade students. So
they kept me for a while.

I heard your testimony, and I want to thank you all for being
here. And thank you for your service.

Ms. Miller, it is good to see you again. Thank you also for all that
you do.

Ms. Miller, many of the people who criticize or question our tax
incentives for retirement savings argue that they are for the
wealthy. They say that these laws favor high-income people. In
your experience and research, do you find this to be true? Do you
have any ideas as to how we can further increase participation
among lower- and middle-income workers? How can we make it
easier for people to save for retirement?

Ms. MILLER. That is a very good question. I think if you look
at the retirement savings incentives, first of all there is a cap on
compensation that can be considered. It is at $250,000. So when we
hear a lot of talk about let’s cut incentives for people who make
over $250,000, I cannot help but think, we already cap it. We can’t
include compensation over $250,000.

That applies also when you are testing for nondiscrimination. So
somebody might make a million dollars, but when you are com-
paring their percentage of pay in this plan to the lower-income per-
son’s percentage of pay, you use the $250,000. So we already have
something that is built in to limit that.
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The nondiscrimination rules generally will say that if the busi-
ness owner wants to put in the maximum of $50,000, those workers
are going to be getting a contribution; 3 percent, 5 percent, you
know, depending on the arrangement. They are going to be getting
the employer money. And it really is additional money.

There have been some people who will say, oh, they would have
been getting that as pay anyway, but there was a really good re-
cent look at this by Eric Toder and somebody else, I forget, showing
that for lower-income groups, if there is a 401(k) plan, it is new
money. It is largely new money. They have like 89 percent, but for
small business, it is more like 100. It really is additional money.

So I think these nondiscrimination rules do that. It is a matter
of getting access to more people, and that is why we are strongly
supportive of something like the auto IRA program, that would
make these arrangements available to more workers and just grow
what we have here.

Mr. LEWIS. Mr. Sweetnam, you mentioned that in another time
in another period, that the banks would stay open. And I remember
rushing down to the bank when I was much younger, had all my
hair, with my wife before the banks closed to get a $2,000 IRA.
thle;:c) happened to that spirit? What happened? Should we bring it

ack?

Mr. SWEETNAM. That was one of the things that we proposed
doing in the Bush administration simplification proposals.

What happened was that we put income limits on who could
make contributions to IRAs. So when you and I were seeing the
lines going in and the banks staying open, it meant that everyone
could make a $2,000 IRA contribution. Now, everyone cannot make
a $2,000 or—can’t make a deductible IRA contribution. It depends
on what their adjusted modified adjusted gross income is and
whether they are an active participant in an employer plan.

You will see in my testimony, I have two pages worth of charts
that talk about who can and can’t make contributions. Before, you
didn’t have that, and everyone could go in, and the banks could
say, come on in, and we will set up your IRA. That is the dif-
ference. That is the difference now.

Mr. LEWIS. Thank you.

Mr. Chairman, could I yield the balance of my time to the gen-
tleman from Oregon?

Chairman CAMP. There is only 30 seconds left, but you will get
your own time in a few minutes.

Mr. BLUMENAUER. Then I will wait.

Chairman CAMP. Mr. Paulsen is recognized.

Mr. PAULSEN. Thank you, Mr. Chairman. We have had a lot of
good discussion. I appreciate the testimony in the hearing. One
thing that we haven’t talked about is ESOPs, Employer Stock Own-
ership programs that enable workers to accumulate substantial
amounts of retirement savings, as compared to some of these other
defined-contribution retirement plans. And there are studies that
even show that the value of the retirement accounts of an employee
that works for, say, an S ESOP, as an example, for that firm,
would average $100,000 in 2008, and you compare that to only
about a $45,000 average of an employee with an average 401(k) ac-
count. So I think these statistics definitely show that ESOPs have
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been tremendously successful when it comes to helping workers
save for retirement.

Mr. Sweetnam, if I can just ask you, should Congress make sure
that we protect ESOPs in the context of successful retirement sav-
ings vehicles as we tackle tax reform and also attempt to simplify
the defined-contribution retirement system as well?

Mr. SWEETNAM. When we looked at the retirement simplifica-
tion when I was part of the Treasury Department, we thought that
the ESOPs worked perfectly fine, and we didn’t try to modify them
at all. I have dealt with ESOPs and S ESOPs over my career, and
they have provided very good benefits for people. So I think that
one of the things you are hearing from everyone here is that we
shouldn’t be cutting back on retirement benefits and ESOPs and S
corporation ESOPs are an important benefit, and I think that ev-
erybody is fine with continuing on.

Mr. PAULSEN. Ms. Miller, you are nodding your head a little
bit, too. But should ESOPs or S ESOPs be used, that structure
serve a little bit as a model for tax reform or just having that en-
compass?

Ms. MILLER. I think that it is important to maintain them. I am
not sure that I could say they are a model because when you are
dealing with an employer and what they should be doing, when it
fits a situation, it is a wonderful thing, but it doesn’t always fit a
situation. I think it sits alongside other retirement programs.

Mr. PAULSEN. Let me ask a question for some of the other pan-
elists, too. There has been a lot of mention of some of the current—
or some mention, I should say, of some of the current law, the non-
discrimination rules that apply to 401(k) plans that make sure that
lower-income workers also can benefit from these plans. Can you
talk a little bit about how these rules work from the perspective
of how a tax incentive could help the owner of a small business af-
ford the contributions that would be required for those type of
rules? Anyone?

Ms. MILLER. I can speak to that. I think, most commonly, if you
are dealing with a small business who has—probably their account-
ant has said, go see so-and-so about putting in this retirement
plan, and they have gotten to the point where they are finally mak-
ing some money, and they are coming to the end of the year, and
they are going, wow, I have this $30,000 sitting there. I am going
to take it out as a bonus, and I am going to pay all sorts of income
tax on that money.

You can show them if they put in a qualified retirement plan and
make a contribution for themselves and save on that for income tax
purposes, they can use some or close to all of that tax savings to
make the required contributions for other people. And that way,
then you say to them, okay, you can take this bonus home and you
can write out a check to Uncle Sam for 28 or 31 percent of it or
36. Or you can put in this plan and give that money—you find out
the receptionist’s name when you go in, of course, you can give that
money to your employees. And most times, they are very eager to
have retirement savings themselves and help their employees save
as well. So that tax incentive, though, is a key part of it. You have
to show them how it can be better used than to just take it home.

Mr. PAULSEN. Anyone else?
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Thank you, Mr. Chairman.

Chairman CAMP. Mr. Blumenauer is recognized.

Mr. BLUMENAUER. Thank you very much, Mr. Chairman.

I apologize, I have been in the Budget Committee defending the
interests of the Ways and Means Committee.

Chairman CAMP. Thank you for that service.

Mr. BLUMENAUER. It is a pleasure.

And I am sorry that I was not able to be more of a part of this.
I had a chance to review some of the material. It strikes me as
something that would be—our time is well spent. With all of the
vagaries that are surrounding tax changes, some of the budget
pressures, retirement security seems to me to loom very large.

And I appreciate advice and admonition from the panel members
about looking at the big picture, about things that encourage em-
ployers to provide a range of choices. I know at times, it may be
bewildering, which is why I have supported the automatic IRA en-
rollment. It is why I am a lead cosponsor on the ESOP; where it
is appropriate, it is very powerful.

But I was struck by something Mr. John said about the experi-
ence in Great Britain. Be careful about tinkering—about taking an
already confused and confusing system and, with all the best of in-
tentions, changing it again.

It seems to me that with your help and advice, and Mr. Chair-
man and the Committee, zeroing in on things that truly are refine-
ments, not sea change, I am willing to explore all sorts of modifica-
tions in the Tax Code, including in some cases, raising taxes on
myself and others. But I think that the investments that have been
made in the Tax Code to incent retirement savings, insurance,
these are things that a lot of people are relying on. These are
things that it takes a while for the consumer to be educated. And
there are opportunities for a whole host of unintended con-
sequences if we are not careful.

So I just wanted to express my strong support for the Committee
working on this for the advice and counsel about refinement at a
time when Americans have hit choppy water economically; where
millions of people have lost what they thought was the value of
their home, maybe it was artificially inflated, but they borrowed
against it, and they were counting on it; where retirement savings
and college education accounts have been diminished.

I think the advice that we are getting here about refinement, not
tinkering, moving forward is well taken. And I hope it is something
that we can work on together to strengthen these retirement oppor-
tunities, send clear signals, automatically enroll, incent innovative
approaches but have continuity and follow through. It seems very,
very important to me.

And I appreciate the courtesy. I am sorry I wasn’t with you more,
but I think your contribution is very important, and this hearing
I think is very important.

Thank you very much, Mr. Chairman.

Chairman CAMP. Thank you very much. And to another Ways
and Means Member who also serves on Budget Committee, Dr.
Price.

Mr. PRICE. Thank you, Mr. Chairman, and I, too, apologize for
not being here for the entire hearing.
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I want to thank you for your testimony on what is, I think, an
incredibly important issue. And I want to hone in, and it may have
already been discussed, but ask Mr. VanDerhei and Ms. Miller, if
you would, my sense, the small business folks at home, people that
I talk to tell me that there are impediments and obstructions into
both the employer and the employee being able to contribute to
what might be a more open, flexible, and I think you called it cre-
ative plan. Ms. Miller, if you had to identify the greatest impedi-
ment that the government puts in place to either the employer or
the employee for setting up a flexible, responsive retirement plan,
what would that be? Mr. VanDerhei.

Mr. VANDERHEIL Well, I will focus on the responsive part of
that. One of the major improvements we have had in the retire-
ment system in this country, certainly since 2006, is the increased
adoption of automatic enrollment and automatic escalation of con-
tributions. For a variety of reasons, a number of employers have
adopted a safe harbor approach, this automatic escalation, which
unfortunately currently has a maximum cap of 10 percent.

I think if you talk to most financial planners, they would say
that in addition to what the employer is probably matching, per-
haps 3 percent, you need, especially for employees who are starting
this process late in their careers, something more than just a 10
percent contribution per year, and I think if there were ways to not
only, first of all, have employers increase the default contribution
rate, as David had already mentioned, from perhaps 3 percent to
6 percent or more, but to allow those employees who want to auto-
matically allow their contributions to escalate over time, to go be-
yond the 10 percent.

Mr. PRICE. You would increase the cap?

Mr. VANDERHEI. Yes.

Mr. PRICE. Increase the cap.

Mr. HARDOCK. Mr. Price, on that same issue there is some data
in our testimony that shows that when you do that, it is like telling
your kid a C is a good enough grade, you will get a C. If you tell
him an A is the grade you want, you are going to get closer to an
A. And then the data we have seen shows that if you set that bar
higher, even the people who don’t do the automatic escalation do
more because they see the bar, and they say, oh, that is what I am
supposed to do.

Mr. PRICE. Ms. Miller.

Ms. MILLER. Yeah. I think one important point to make here is
that auto-enrollment isn’t as popular with smaller employers as it
is with larger ones, and the reason is that it is too easy—practi-
tioners don’t recommend it to them because it is too easy to trip
up, and then you get hit with penalties on it.

And I think we need to take a look at some issues that would
make it easier for small employers to do this kind of thing without
incurring additional expense. And, you know, an example is if you
are automatically enrolling, then when someone completes their
year of service, you sign them up. With a small business, some-
times you forget that, that date passes, and you didn’t do it, and
you get to the end of the year, and whoever is doing your retire-
ment plan work says, oh, so-and-so should have been enrolled.
Well, if they happen to only have missed a few months, that is
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okay, you can get them signed up, but if they were out for close
to a year, the small business owner, to do this automatic—this safe
harbor correction not only has to put in whatever match they
would have made, but they have to put in the automatic enroll-
ment contribution, too, so the employee got their salary, but they
also get the employer money. And it just is so much hassle that
they just don’t want to bother, and that makes no sense. If they
have to make the match, yes, but not to have to put the contribu-
tion in.

Also, small business deals with top-heavy rules where if over 60
percent of benefits are for key people, then there is a minimum
contribution of 3 percent of pay, which is fine, but if the owner
wants to be nice and let everybody contribute to the plan, even if
they haven’t had a year of service in, suddenly they have to make
the contribution for everybody, which, as I mentioned, if they are
going to be short term, they really don’t want to. So they really are
constrained by some of these things that are particularly difficult
for small business and really would be pretty easy to clean up.

Mr. PRICE. Thank you.

My sense is that there has to be a right balance between this
1competi‘cive and creative market that we want out there and regu-
ation.

Ms. Miller, would you say that that balance has been struck
right now, or are we out of balance?

Ms. MILLER. There is room for improvement, let me—definitely
room for improvement.

Mr. PRICE. Great.

I thank you. I would appreciate each of the panelists, if you de-
sire, to follow up on that score, identifying those areas where the
regulatory environment is actually less helpful to employers and
employees.

Thank you, Mr. Chairman.

Chairman CAMP. Thank you, Dr. Price.

Again, I want to thank our panelists for excellent testimony
today. Some good information was transmitted to us as many good
points were made. And with that, this hearing is now adjourned.

[Whereupon, at 12:06 p.m., the Committee was adjourned.]

[Submissions for the Record follow:]
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American Council of Life Insurers (ACLI) Statement for the Record
“Tax Reform and Tax-Favored Retirement Accounts”
Committee on Ways and Means
United States House of Representatives
April 17, 2012

The American Council of Life Insurers (ACLI) commends the Committee for holding this
hearing on the important tools Americans use to save for their retirement. We applaud
Chairman Camp (R-MI) and Ranking Member Levin (D-MI) for holding this particular hearing
to consider the current menu of options Americans rely on to save for retirement and to
examine how they increase retirement and financial security for American families. ACLI
urges the Committee, first and foremost, to do no harm to the existing retirement system
as it is considered in the context of tax reform. Policymakers should avoid disrupting a
retirement system that works well for most Americans and instead focus on enhancing the
system so that it works well for more Americans.

THE AMERICAN COUNCIL OF LIFE INSURERS

The American Council of Life Insurers is a national trade organization with over 300
members that represent more than 90% of the assets and premiums of the U.S. life
insurance and annuity industry. ACLI member companies offer insurance contracts and
investment products and services to qualified retirement plans, including defined benefit
pension, 401(k), 403(b) and 457 arrangements and to individuals through individual
retirement arrangements (IRAs) and on a non-qualified basis in an annuity. ACLI member
companies also are employer sponsors of retirement plans for their employees. As service
and product providers, as well as employers, we believe that saving for retirement, managing
assets throughout retirement, and utilizing financial protection products are critical to
Americans retirement and financial security.

Seventy-five million - or two out of three - American families count on life insurers’ products
for protection, long-term savings, and a guarantee of lifetime income when it's time to retire.
Given today's economic uncertainties, the financial and retirement security these products
provide has never been more important. To provide context on the extent to which the life
insurance industry protects American families, in 2010 alone, American families received
$58 billion in life insurance death benefits, $70 billion in annuity payments, $16 billion in
disability income insurance benefits, and $7 billion in long-term care insurance benefits.
Through these products, and other qualified offerings, Americans are able to plan, and save,
for a secure retirement.

AMERICA’S PORTFOLIO OF RETIREMENT SOLUTIONS

Recognizing the need for Americans to have a private sector means by which to save for their
retirement, Congress has worked over several decades to create retirement solutions that
meet the needs of varied employers who want to offer their employees a plan and individuals
who want to save on their own. In this way, Congress acknowledged that “one size does not
fitall.”

In fact, ACLI and other financial services providers have worked to provide educational
resources to make sure these plans are well understood by the employers that offer them
and by the individuals that choose to save on their own. Workers that are covered by an
employer-sponsored retirement savings plan understand their plan offerings through
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educational efforts by their employer. Similarly, individuals and employers have access to
advisors, internet education sites, and governmental resources that can help guide them to
the best suited retirement solution.

ACLI supports simplification of the retirement system to the extent that changes improve
retirement outcomes for American families. In the past, piecemeal changes in the name of
simplicity have actually resulted in more complexity - both for employers who are required to
implement these changes and for individuals who had become accustomed to the previous
rules. As policymakers consider ways to improve the current retirement system, itis
important that we build on its successes, not reduce the available solutions.

AMERICA'S EFFICIENT SYSTEM OF RETIREMENT SAVINGS

ACLI thanks the Members of this Committee for their support of the H.Con.Res. 101 and its
statement of support for the current structure of retirement savings tax rules. To date, more
than half of this Committee - led by Reps. Gerlach and Neal - support this resolution
recognizing the important role that 401(k), 403(b), 457, IRAs, and other current law
retirement savings tax rules play in helping Americans build retirement savings.

As noted in the resolution, a critical component of the current system is the tax rules
designed to encourage Americans to save for their retirement. While enhancements can and
should be made, in general the current system, and in particular the tax rules designed to
encourage savings, have worked extremely well and are highly valued by American savers.

A recent survey found that “a vast majority of households agree that preserving the current
retirement savings incentives should be a national priority. Eighty-eight percent of
households owning DC accounts or IRAs agree with this policy priority, while 76 percent of
households without DC accounts or IRAs agree.”! Further, another survey by the National
Association of Home Builders found that retirement savings programs like an IRA or a 401(k)
are rated by American voters as the most important investment that will pay off for one’s
family. 41% of respondents cited “retirement savings programs” as their number one priority
(the second place choice of “a home" was the top priority of 28% of respondents).?

Additional savings incentives have also been put into place to further encourage low-income
Americans to save for their retirement. There is a supplemental retirement saving incentive of up to
$2,000 exclusively for lower- and middle-income individuals. This Saver's Credit is only available to:
an individual earning less than $27,750, or a married couple earning less than $55,500. The ACLI
would support enhancing this credit by permitting the credit to be deposited directly as additional
savings to an employee's retirement plan. More generally, when considering the distribution of
public retirement benefits, we would note that low-income Americans enjoy significantly greater
public retirement subsidies in the form of Social Security benefits than do upper and middle-income
Americans. “Measured against wage-indexed average earnings, the lowest [income] quintile receives
a median replacement rate of 244 percent versus 47 percent for the middle quintile and 34 percent
for the highest quintile.”®

POLICYMAKERS SHOULD NOT LIMIT SAVINGS OPPORTUNITIES
Unfortunately, short-sighted proposals that would dramatically change the current tax rules
for retirement savings have been put forward and analyzed by members of Congress.

' Holden, Sarah, and Steven Bass, 2012, America's Commitment to Retirement Security: Investor Attitudes and Actions.
i oC: (January).

7 Meil Newhouse, Alex Bratty, Public Opinion Strategies, NAHE National Survey of Likely Voters, January 2012

3 Andrew G. Biggs and Glenn R. Spring: Al M of Rep Rates for Social Security Benefits and
Retirement Income,” Social Security Bulletin, Vol. 88, No. 2, 2008.
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Independent analyses have generally found that these proposals would be detrimental to
retirement savings and would disproportionately - and negatively - impact younger and lower
income workers.

In his testimony before the Senate Finance Committee in 2011, Dr. Jack VanDerhei,
Research Director at EBRI, discussed EBRI's analysis of a proposal to fundamentally change
the retirement savings system put forward by Dr. Bill Gale, Senior Fellow, Brookings
Institution. His proposal envisions transitioning the current deduction-based retirement
system into a system incentivized by refundable tax credits for retirement savings. EBRI's
analysis of this proposal found that the lowest income workers would be most likely to react
to such a change by reducing their retirement savings (56.7% of respondents to their survey
would reduce savings). Additionally, EBRI found that a proposal of this sort would
significantly reduce Americans’ total retirement savings. This is especially true for younger
Americans who, under EBRI's most generous assumptions, could see a reduction in their
401(k) account balances of at least 11% -- however this reduction could be as high as 30 or
40% under more realistic assumptions.

Another analysis by EBRI revealed that the recommendation by The National Commission on
Fiscal Responsibility to limit contributions to defined contribution retirement plans to the
lesser of $20,000 or 20 percent of compensation will reduce retirement security for workers
at all income levels, not just high income workers. According to the study, those in the lowest
income quartile will have the second highest average percentage reductions and small
business owners may be less likely to offer a plan to their employees if contribution limits are
lowered. Proposals to reform retirement savings incentives must focus on crafting policy that
will result in better long-term retirement outcomes for Americans, rather than on short-term
deficit reduction.

Separately, some states are considering legislation to create government-sponsored
retirement plans for private sector workers. These proposals raise many questions and
concerns, including application of ERISA to state-run plans, increased taxpayer liabilities, and
direct state competition with the private sector. Instead, states should focus their efforts on
state-wide education programs that raise awareness of retirement security issues, promote
retirement savings, and encourage the adoption of new plans.

INCREASING RETIREMENT AND FINANCIAL SECURITY
ACLI urges this Committee to look at proposals that would enhance retirement and financial
security.

The ACLI supports reforms to and expansion of the private multiple employer plan (MEP)
system to further encourage and facilitate participation by employers that are not prepared
to sponsor a stand-alone retirement plan.

MEPs can be an important tool to reduce costs and administrative burdens. Under a MEP,
businesses join together to achieve economies of scale and advantages with respect to plan
administration, and advisory services. MEPs may be a good option for employers that are not
confident they can or should sponsor their own retirement plan. Participation in a MEP may
facilitate a smooth transition to a stand-alone employer-sponsored retirement plan. ACLI
would like to thank Reps. Kind and Neal for introducing legislation that would expand the
private MEP system (H.R. 1534 and H.R. 4050, respectively).
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ACLI also supports expanding participation by encouraging employers to enroll workers
automatically in defined contribution plans and IRAs, and to increase contributions through
auto-escalation.

Rep. Kind has introduced automatic IRA legislation that encourages employers to enroll
workers automatically in an IRA, H.R. 1534, the SAVE Act. On the other hand, the
Administration has put forward the Automatic IRA (AutolRA) proposal in its budget proposals.
Rep. Neal has also introduced legislation to this effect, H.R. 4049. These later proposals
would require any employer in business for at least two years and having ten or more
employees to automatically enroll eligible employees into a Roth IRA. If the employer offers a
qualified plan, SEP or SIMPLE retirement plan for its employees, it is not required to
participate. However, if the employer's qualified plan otherwise excludes a portion of its
workforce (i.e., a subsidiary, or division of the company) from participation in its qualified
plan, the employer must provide an AutolRA for those excluded employees.

Other initiatives that would increase American's retirement and financial security include:

* Efficiently distributing disclosures to individuals through the electronic delivery of
notices. Rep. Neal's legislation, H.R. 4050 also includes a provision to this end.

* Facilitate the use of longevity insurance. The Department of the Treasury has taken
important steps to allow the use of longevity insurance, however Congress should
consider doing more to modernize and reform minimum required distribution (MRD)
rules.

* Facilitate the use of lifetime income options in retirement plans. Rep. Neal's
Legislation, H.R. 4050, also includes provisions to provide lifetime income portability
and ease plan administration.

PRESERVE ACCESS TO INVESTMENT ADVICE

Access to affordable investment advice is key to helping individuals and employers select
and utilize the most appropriate retirement savings solution. ACLI thanks Chairman Camp
and many other members of this Committee for sharing their concerns over the Department
of Labor's (“Department”) initial proposed rule on the definition of fiduciary for purposes of
giving investment advice. In response to these concerns, in September, the Department
announced that it would re-propose the rule. ACLI appreciates the Department’s concern that
under some circumstances the current rule impinges the Department’s ability to bring
enforcement actions in situations that are clearly abusive. We share the Department's
interest in seeing that plans and participants who seek out and are promised advice, receive
advice that adheres to the standards imposed by ERISA. At the same time, we are concerned
that the initial proposed rule's pursuit of this objective would have disrupted investment
sales and distribution practices that are customary in the marketplace, well understood, and
commonly relied upon by financial service providers, plans and participants alike. We are
also concerned that these changes would have resulted in plans, plan participants, and IRA
owners having less access to investment information.

The SEC soon will issue a Request for Information in pursuit of its rulemaking. This is in
response to Section 913 of the Dodd-Frank Wall Street Reform and Consumer Protection Act
that a uniform fiduciary standard be implemented for all broker-dealers, their registered
representatives and investment advisors. This initiative directly impacts many of the same
individuals that would be affected by the fiduciary rule being promulgated by the
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Department. ACLI has requested that these two agencies coordinate and issue their
proposed regulations simultaneously. We hope that any re-proposed rule will advance the
Department's and the SEC’s enforcement objective while avoiding unnecessary disruption
and negative impacts to plans, participants and individuals.

IMPORTANCE OF LIFETIME INCOME

As the first wave of the baby boom generation reaches retirement age, it is important to
educate American workers about the need to consider the need to have guaranteed lifetime
income in retirement. Many current retirees are fortunate in that they are receiving lifetime
monthly income from both Social Security and an employer-provided defined benefit (DB)
pension. That situation is rapidly changing. Today, more workers have retirement savings in
defined contribution (DC) plans, which largely do not offer the option to elect a stream of
guaranteed lifetime income. This change leads to questions of how individuals will manage
their savings to last throughout their lifetimes. Workers need to understand the value of their
retirement savings as a source of guaranteed lifetime income. With this information, workers
would be in a better position to consider augmenting their Social Security benefit with
additional amounts of guaranteed lifetime income. This income may be used to meet
anticipated monthly expenses and it shifts the risk of outliving one's savings to a life insurer.

ACLI thanks Reps. Kind and Reichert for their continued support of the bipartisan “Lifetime
Income Disclosure Act,” a provision that is part of their legislation, H.R. 1534. This is the first
step in helping individuals think of defined contribution plan savings as not only a lump sum
balance, but also as a source of guaranteed lifetime income. With this additional income
information on a benefit statement, coupled with the Social Security income statement,
workers can see how much monthly income they could potentially receive in retirement.
Workers can better decide whether to increase their savings, adjust their 401(k) investments
or reconsider their retirement date, if necessary, to assure the quality of life they expect in
retirement.

Over the long-term, the nation will benefit when individuals address their long-term financial
security needs today, and will be less likely to rely on public assistance tomorrow.
Government policies that encourage prudent behavior, such as long-term savings for
retirement, should not only be maintained, they should be enhanced. Therefore, ACLI
continues to urge policymakers to support and build on the current retirement savings
system and reject any proposals that would limit Americans’ opportunity to save and prepare
for their future.
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Comments for the Record
U.S. House of Representatives
Committee on Ways and Means
Hearing on Tax Reform and Tax-Favored Retirement Accounts
Wednesday, April 17, 2012, 10:00 AM
By Michael G. Bindner
Center for Fiscal Equity

Chairman Camp and Ranking Member Levin, thank you for the opportunity to submit these
comments for the record to the House Ways and Means Committee. Our comments are an
expansion of last month’s comments and are, as always, in the context of our tax reform plan,
which has the following four elements:

.

A Value Added Tax (VAT) to fund domestic military spending and domestic
discretionary spending with a rate between 10% and 13%, which makes sure every
American pays something.

Personal income surtaxes on joint and widowed filers with net annual incomes of
$100,000 and single filers earning $50,000 per year to fund net interest payments, debt
retirement and overseas and strategic military spending and other international spending,
with graduated rates between 5% and 25% in either 5% or 10% increments. Heirs would
also pay taxes on distributions from estates, but not the assets themselves.

Employee contributions to Old Age and Survivors Insurance (OASI) with a lower income
cap, which allows for lower payment levels to wealthier retirees without making bend
points more progressive.

A VAT-like Net Business Receipts Tax (NBRT), which is essentially a subtraction VAT
with additional tax expenditures for family support, personal retirement accounts, health
care and the private delivery of governmental services, to fund entitlement spending and
replace income tax filing for most people (including people who file without paying), the
corporate income tax, business tax filing through individual income taxes and the
employer contribution to OASI, all payroll taxes for hospital insurance, disability
insurance, unemployment insurance and survivors under age 60.

Under our proposal, tax deferred accounts will no longer be needed. Returns on investment and
savings will be tax free until spent for the vast majority of households. Households who do pay
the income and inheritance surtax will need no incentive to save (they already do) and none
should be granted to them in the tax code. More importantly for reform is the question of the
transition from the current patchwork system of tax deferred and pre-taxed retirement accounts
to a system without them.
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Some VAT proponents take the position that if the tax replaces taxes paid by employees and
shareholders, introduction of a VAT will be price neutral while others contend that it will result
in an increase to price levels whenever the rate in increased and upon introduction. As many
VAT adoptions occurred in Europe during times of high inflation, the matter is eminently
debatable.

Our detailed proposal to the Fiscal Commission in 2010 assumed that there would be a one-time
price increase of some level and that during the transition, net pay would be allowed to rise for
most wage earners by the same rate as the VAT by adjusting tax withholding tables by that
amount. If prices did not increase by the same percentage, this would be a one-time bonus for
most workers and an inducement to either save or to increase consumption. Other analysts are
also of the view that the perception that VAT introduction will raise prices in the future will
result in immediate spending in the period just before introduction. In either scenario, VAT
introduction may just kick-start the economy.

An argument against VAT introduction is that it would impose additional taxes on Social
Security recipients and individuals who have already invested in Roth Individual Retirement
Accounts with funds that have already been taxed.

In order to hold Social Security beneficiaries harmless, there should be a one-time Cost of Living
Allowance increase by the same percentage as the tax, as well as an additional increase whenever
the VAT rate increases. Additional increases to the base benefit would result to offset any
increases to Medicare Part B and Part D premiums. Both of these would be paid for by our
proposal to shift the employer contribution from an income capped payroll tax to an uncapped
Net Business Receipts Tax.

Roth holders would get a one-time tax rebate on their income taxes equal to the VAT rate based
on their account size. Assuming a 10% VAT and a Roth IRA of $100,000, the rebate would be
$10,000. This rebate could be paid out over a period of years, as most accounts have been
accumulated in that fashion. Holders of tax deferred accounts would obviously need no rebate
and would simply pay consumption and income taxes upon withdrawal, with income taxes due
only if the additional income pushes total income above the income tax floor.

No adjustment to incomes for workers or retirees will be made to offset the NBRT, as this tax is
replacing a variety of taxes including payroll taxes for disability insurance, unemployment
insurance, hospital insurance, survivors insurance for non-retirees, the employer contribution to
old age and older survivors insurance, the corporate income tax, business taxes collected through
the personal income tax system and a portion of personal income taxes. Transition to this tax will
reduce gross income, but not necessarily net income. Additionally, some families will receive an
increase of income due to the introduction of an expanded refundable child tax credit, while
others may experience a salary decrease if they have a smaller family size as base wages are
reduced within companies to account for the expansion of this credit.

Thank you for the opportunity to address the committee. We are, of course, available for direct
testimony or to answer questions by members and staff.
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Michael Bindner

Center for Fiscal Equity

4 Canterbury Square, Suite 302
Alexandria, Virginia 22304
571-334-8771

fiscalequitv(@verizon.net

Committee on Ways and Means
Hearing on Tax Reform and Tax-Favored Retirement Accounts
Wednesday, April 17, 2012, 10:00 AM

All submissions must include a list of all clients, persons and/or organizations on whose behalf
the witness appears:

This testimony is not submitted on behalf of any client, person or organization other than the
Center itself, which is so far unfunded by any donations.
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May 10, 2012

The Honorable Dave Camp

The Honorable Sander Levin

House Committee on Ways and Means
1102 Longworth House Office Building
Washington, D.C. 20515

RE: Corporation for Enterprise Development, Letter of Record for the April 16, 2012 hearing
on “Tax Reform and Tax-Favored Retirement Accounts”

Dear Chairman Camp and Ranking Member Levin,

The Corporation for Enterprise Development (CFED) would like to thank the House
Committee on Ways and Means for holding its hearing on retirement savings and tax
reform. The retirement security of American households is imperative to the long-term
stability of the American middle class. We appreciate that the Committee is exploring
options within comprehensive tax reform for improving retirement savings options for
Americans.

CFED advocates for tax policies that encourage and enable all Americans, regardless of
income, to save for retirement. It is a well-known fact that most Americans put aside too
few resources for their retirement, despite the importance of retirement savings for financial
security during their senior years. According to the Employee Benefit Research Institute
(EBRI), just 14 percent of Americans are very confident that they will have enough money
to live comfortably in retirement'. Those without savings set aside for retirement tend to be
the most vulnerable populations: poor health, lower educational attainment, Latino and
African-American workers and part-time employees. EBRI reports that 60 percent of
workers report that the total value of their household’s savings and investments is less than
$25,000, excluding the value of their primary home and any defined benefit plans.

These figures are dismal and discouraging; however, there are plans in place designed to
help Americans save for their retirement. Employer-sponsored retirement plans are often
the easiest way for workers to save, with pre-tax contributions and employer payroll-
deductions. These policies have greatly contributed to families increasing their retirement
plan participation and savings rates. CFED would like these accounts to be maintained; the
ability for Americans to save for retirement is imperative. Unfortunately, these policies

! Ruth Helman, Mathew Greenwald and Associates, Craig Copeland and Jack VanDerhei, The 2012
Retirement Confidence Survey: Job Insecurity, Debt Weigh on Retirement Confidence, Savings, EBRI Issue Brief
£369, March 2012 (Employee Benefit Research Institute, 2012).

Corporation for Enterprise Development 1200 G Street NW, Suite 400, Washington, DC 20005



155

—
__cfed

expanding economic opportunity

could use reform; in their current design they disproportionately go to the top percent of
earners and largely miss middle and lower-income families.

In fact, the overwhelming majority of tax payers who benefit from federal incentives for
retirement fall disproportionately in the higher tax brackets. Roughly 70 percent of workers
who earn $50,000 or more participate in an employer-retirement plan while only one-
quarter of workers who earn between $15,000 and $19,999 participate. Those who earn less
are even less likely to participate?, This is critical because every dollar not saved for
retirement reduces post-retirement income or extends the number of years that must be
worked. A median worker who is 35 years from retirement will have to work an additional
year for every $2,350 not saved for retirement. Insufficient retirement savings increases the
likelihood of income poverty and a dependence on public assistance during an individual’'s
senior years. The retirement tax policies that are in place that benefit the wealthy and skip
the middle class and working poor are not only unfair but unproductive. They miss the
savings capability and needs of low- and moderate-income individuals and hurt the
economic security and mobility of American households and the American Economy.

The discussion around how to improve the participation and savings rates for all
Americans through comprehensive tax reform is incomplete without a fair and honest
discussion on installing a truly universal savings and investment infrastructure and
incentive for low-income families. The best way to effectively incent retirement savings for
working class Americans is to create a refundable tax credit for those who set aside money
in tax-preferred retirement plans.

As you know, there is already a tax credit that is designed to incent retirement savings,
called the Saver’s Credit, which was designed to provide a modest retirement saving
incentive for low- and moderate-income households. However, the current Saver’s Credit is
highly underutilized. This is because the credit is only available to offset a taxpayer’s
income tax liability, thus making credit unavailable to the 50 million working households
who pay payroll taxes but have no income tax liability®. In a universe of more than 50
million eligible tax filers, only 6 million Americans claimed the credit in 2009. More could
be done to expand the Saver’s Credit and tax credits similar to it in order to reach the
majority of low- and moderate-income households.

2 Beadsie Woo, Ida Rademacher and Jillien Meier, Upside Down: The $400 Billion Federal Asset Budget
(CFED and Annie E. Casey Foundation, 2010).

3 Split Refund and Saver's Credit: Two Better Ways fo Save for Refirement, The Retirement Security Project,
February 2008.

Corporation for Enterprise Development 1200 G Street NW, Suite 400, Washington, DC 20005
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CFED supports the concept of a refundable tax credit designed for savings, whether that tax
credit is an expanded Saver's Credit or proposals like the Freedom Savings Credit?,
designed by the Aspen Institute Initiative on Financial Security. There are multiple benefits
of installing a refundable credit for savings into the U.S. Tax Code:

* Asset-building subsidies are primarily embedding in the U.S. Tax Code. The
President’s Fiscal Year 2013 Budget proposed a total amount of $548 billion in
resources to promote federal asset-building opportunities, including $165 billion for
retirement security; of the $548 billion, fully $508 billion will consist of tax subsidies’.

* The tax filing process is an amazing opportunity for the majority of low-income
households. Many households do not have a complete review of their finances until
this critical time of year. Through payroll withholding and refundable tax credits,
families receive an average refund of approximately $3,000, according to 2008 tax
data. Some portion of this lump sum of money, sometimes the largest sum of funds
that American families will receive all year, could be saved and used for asset-
development, like funding a ROTH IRA or another retirement savings vehicle.

Creating a refundable tax credit for savings that reaches the bottom 60 percent of
households that are asset-poor (e.g. households without sufficient savings to survive at the
federal poverty level without income), would allow families to slowly improve their
financial security through our already established federal tax code, build savings and invest
in assets, which would help households become more financially resilient and successful.

CFED also supports policies, like the Automatic IRA Act of 2012 (H.R. 4049) introduced by
Congressman Richard Neal (D-MA), that support automatic enrollment as a method of
increasing retirement participation. Automatic enrollment is a simple, cost-effective way to
help Americans save for retirement through payroll deductions for most workers who
currently do not have an employer-provided retirement plan. According to the Retirement
Security Project (RSP), automatic enrollment dramatically boosts 401(k) participation rates
from a national average of about 75 percent of eligible employees to between 85 and 95
percent®. In addition, RSP estimates that automatic IRA initiatives could increase net
national savings by nearly $8 billion annually. Automatic enrollment would provide a

4 Lisa Mensah, Raymond O'Mara Ill, Colby Farber, Robert Weinberger, The Freedom Savings Credit: A
Practical Step to Build Americans’ Household Balance Sheets, The Aspen Institute, Initiative on Financial
Security (February 2012).

* Reid Cramer, Rachel Black and Justin King. The Assets Report of 2012, An Assessment of the Federal " Asset-
Building” Budget, April 2012 (New America Foundation, 2012).

® Automatic IRAs: Extending Retirement Saving Opportunities to 78 Million More American Workers. The
Retirement Security Project {August 2009).

Corporation for Enterprise Development 1200 G Street NW, Suite 400, Washington, DC 20005
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secure retirement option for workers, lessen dependence on Social Security and present an
opportunity to lift low-income working families out of poverty during retirement.

We would like to thank the Committee again for bringing to the table the important issue of
retirement savings and participation for American families during this important
discussion of comprehensive tax reform. We ask the Committee to consider proposals to
establish refundable tax credits designed for savings for low-income households as well as
policies that would simplify the process of saving for retirement.

Sincerely,

A I aJurnd—

Ida Rademacher
Chief Program Officer

Corporation for Enterprise Development 1200 G Street NW, Suite 400, Washington, DC 20005
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Thank you for the opportunity to submit this statement for the record. We applaud the
Committee for its leadership on tax reform and retirement security issues.

Retirement security is an important policy objective. Done properly, comprehensive tax
reform offers the opportunity to achieve the goals of simplification, efficiency, and
strengthening retirement and financial security for American families.

In the interim, we want to ensure the Committee is aware of an issue that requires more
immediate attention. As other sources of credit have become scarce for American
families, more and more are turning to their defined contribution plans and accessing
their retirement savings to meet emergency cash needs. American families lose billions
of retirement savings annually due to defaults on these loans as a result of death or
disability. This easily avoidable loss of retirement savings is growing rapidly and is the
result of the current policy framework that does not ensure access to insurance or debt
protection options to plan participants.

THE PROBLEM

Approximately 90 million Americans participate in defined contributions plans, including
401(k) plans." More than 85 percent of these plans allow participants to borrow from
plans.? Plan loans are preferential to an early withdrawal and allowing participants to
borrow from such plans has had a positive effect in increasing participation levels and
contribution amounts.

However, due in large measure to recent economic events, the incidence of participants
borrowing from their accounts has dramatically increased.” The borrowed funds are
largely being used by plan participants to assist in meeting emergency financial
obligations, such as to mitigate the impact of unemployment, to make mortgage payments
and prevent foreclosure, or to pay medical expenses. 28 percent of all allowed
participants have elected to take loans.” However, the borrowing rate is higher for those
of more modest incomes and among minority groups.” Additionally over a quarter of
borrowers have multiple loans outstanding.

1.8, DEPARTMENT OF LABOR, EMPLOYEE BENEFITS SECURITY ADMINISTRATION, ABSTRACT OF 2009
FORM 5500 ANNUAL REPORTS (Dec. 2011).

? CONGRESSIONAL RESEARCH SERVICE, AN ANALYSIS OF BORROWING FROM DEFINED CONTRIBUTION
RETIREMENT PLANS, R40828 (Sept. 22, 2009).

* ARIEL/AON HEWITT, LEAKAGE OF PARTICIPANTS” DC ASSETS: HOW LOANS, WITHDRAWALS, AND
CASHOUTS ARE ERODING RETIREMENT INCOME (2011).

Y 1d

* Loan frequency peaks among those with incomes between $30,000 and $89,999. Nearly 50 percent of all
African-Americans and 40 percent of Hispanics, compared to about a quarter of whites and Asian-
Americans, carried a plan loan balance in 2010. ARIEL/AON HEWITT, 401(K) PLANS IN LIVING COLOR:
401(K) PLANS IN LIVING COLOR: A STUDY OF 401(K) SAVINGS DISPARITIES ACROSS RACIAL AND ETHNIC
GROUPS (2012),

® ARIEL/AON HEWITT, LEAKAGE OF PARTICIPANTS® DC ASSETS, supra note 3.
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Outstanding loans present a considerable risk to retirement security, as the consequences
for an unprotected borrower are significant. The unfortunate reality is that, from time to
time, participants with outstanding plan loans die and become disabled. If a borrower
does die or become disabled without this type of protection, the borrower would be
required, within 60 days, to pay back the outstanding balance or have the entire amount
treated as an “early withdrawal” from the plan. This forced early withdrawal immediately
becomes a liability for the borrower at the state and federal income tax levels.
Regrettably, in most instances, borrowers or their beneficiaries are left with no alternative
other than using their remaining account balances to cover the resulting tax liability, thus
eliminating the pre-tax accumulation of the plan for retirement.

Exacerbating this problem, defined contribution plans are tax-advantaged and are
governed by the Employee Retirement Security Act (“ERISA™) which, under present law,
effectively dissuades plan sponsors from embracing private market solutions for fear of
litigation. Providing legal certainty would ameliorate this issue.

THE SOLUTION

Insurance or debt protection could mitigate the leakage of retirement savings that occurs
as a result of borrowers’ death or disability. Unfortunately, the current policy framework
does not ensure access to such coverage.

However, H.R. 3656 presents a solution to this problem. Mirroring the auto-save features
of the highly successful and bipartisan Pension Protection Act,” this legislation would
amend the Internal Revenue Code (“Code”) so that defined contribution plans may elect
to provide automatic enrollment for plan participants into loan life and disability
insurance or similar protection. The bill also provides plan sponsors with an incentive to
incorporate auto-enrollment options by affording greater legal certainty as a safer risk
path than what currently exists. 1f enacted, this modification to the Code would create a
mechanism to assist millions of plan participants by providing the option to protect their
retirement savings from the adverse consequences of loan defaults.

Under the proposal, if a plan chooses to automatically enroll participants into coverage, a
borrower may elect to decline (“opt-out of™) this protection. This protocol ensures
guaranteed coverage at the most affordable cost available and is issued at the time the
emergency loan is initiated. With coverage in place, in the unfortunate event of death or
disability of the borrower with an outstanding loan, the insurance provider would repay
the full amount of the loan balance as well as an amount sufficient for the borrower or
beneficiary to pay any accompanying Federal tax liability as a result of the deemed
distribution or early withdrawal. Upon a participant’s affirmative decision to borrow and

7 Research has widely demonstrated that plan participation rates have increased significantly as a result of
the auto-enrollment provision contained in the Pension Protection Act. Enrollment in plans has increased
significantly among younger and lower-paid employees and the participation gap has decreased among
racial groups among employees subject to auto-enrollment. For these reasons, some commenters have
recommended building on this success and expanding auto-enrollment into other areas. See, e.g..
ARIEL/AON HEWITT, 401(K) PLANS IN LIVING COLOR, supra note 5.
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access coverage, the protection afforded would provide repayment and avoid loss of
retirement savings. This repayment would avoid loss of retirement savings by effectively
replenishing the borrower’s account balance. Thereafter the borrower or his or her
beneficiary would have the same options currently available to them under current law
(e.g., arollover of the plan balance to an Individual Retirement Account (“IRA™)). This
legislative solution is budget neutral in that it does not require new federal spending to
implement. Moreover, it provides a private market “backstop” provided by an efficient
market with various providers that would ensure taxes are paid on the loan proceeds
deemed to be a distribution.

The proposal would also encourage plan fiduciaries to take the costs of protection into
consideration when determining the interest rate to be charged on loans. Allowing plans
to offset the cost of the optional coverage to borrowers would still deliver a healthy rate
of return on a protected loan. This solution does not create any undue imposition on plan
sponsors and actually maintains current operational and distribution protocols. In
addition, this broadly supported solution would create thousands of new jobs and provide
an estimated $5 billion plus of new overall economic impact.

CONCLUSION

Current policy fails to include a provision for loan insurance or debt protection options,
exposing plan participants to significant risk of loss of retirement security. As
recommended in the 2012 Ariel/Aon Hewitt Study, in recognition of the stress faced
during difficult economic times, public policy should “allow retirement plan participants
to weather short-term economic hardship without compromising their financial future.”™
We strongly urge Congress to consider H.R. 3656, which would provide a solution to this
problem and strengthen retirement security.

We greatly appreciate the opportunity to submit this statement. We are pleased to be a
resource to the Congress, the Committee, and the Subcommittee on these and related
matters. We look forward to our continued work together on these important issues.

8 1d.
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House Ways and Means Committee
1102 Longworth House Office Building
Washington DC 20515

Following is a statement from The ESOP Association for the Ways and Means Committee’s
April 17, 2012 hearing: Hearing on Tax Reform and Tax-Favored Retirement Accounts.

The statement is being submitted by

The ESOP Association
1726 M Street, NW

Suite 501

Washington, DC 20036
202/293-2791
WWww.esopassociation.org

The author of the statement is J. Michael Keeling, president of The ESOP Association. He can be
reached at the address and phone number provided above or by email at

Michael@esopassociation.org.

The ESOP Association is the national trade association for companies with employee stock
ownership plans (ESOPs). The Association’s primary members are U.S. corporations that
sponsor ESOPs. The mission of The ESOP Association is simple: To advocate for, and educate
about, employee ownership through the ESOP model.
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Statement follows:

Chair Camp, Ranking Member Levin, and distinguished members of the House
Committee on Ways and Means, | am J. Michael Keeling, President of The ESOP Association,
the national 501(c)(6) trade association for U.S. corporations that sponsor employee stock
ownership plans, or ESOPs, with nearly 1,500 U.S. corporations that sponsors ESOPs as our
primary members, and just under 1,000 persons who provide specialized services to ESOP
sponsors as secondary members.

Today's hearings are part and parcel of the Committee’s commitment to study our entire
Federal income tax laws, in a systematic process, before launching a detailed re-write of those
laws. Clearly, the tax code’s provisions that encourage private sector employers to fund, wholly
or partially a “savings” vehicle to provide income for employees when they retire from work, or
become disabled, are major provisions of current tax law. Not to review these laws, in terms of
impact on Federal revenue compared to why prior Congresses put these laws into place would be
a huge dereliction of duty; it is pleasing to see that this Committee continues to meet its
obligations as it has since the income tax laws were first enacted in the second decade of the 20"
century.

Today, 1 do not dwell on the reasons why Federal tax law encourages both retirement
savings growth and more widespread ownership of productive assets through the ESOP model of
ownership, as [ know the ESOP community will have ample opportunity to present to the
Committee members, and their staffs reasons that the ESOP model has created in the vast
majority of instances more retirement savings for ESOP participants in companies that are more
productive, more profitable, and more sustainable, while providing locally controlled U.S. jobs.
We have the macro data to back up these statements, such as the recent General Social Survey
2010 that evidences that during the Great Recession of 2008/09, employees of employees stock
owned companies were four times less likely to be laid off than employees of conventionally
owned companies. The percentage to be specific were employees of employee stock owned
companies were laid off during the Great Recession at rate of less than 3% whereas employees of
conventionally owned companies were laid off at a rate of just over 12%.

Again, we will dig into the track record of ESOP companies when the Committee begins
to dig into the details of what to do, if anything, about current ESOP laws in the tax code.

What | want to share with the Committee today is history of how ESOP laws developed,
and how they were supported by leading political figures of both those holding so-called
conservative views of government, and those holding so-called liberal views.

Clearly, the Ways and Means Committee of the 21 Century does not have to do what the
Ways and Means Committee of the 20" Century did with regard to ESOPs and employee
ownership. But knowing what your colleagues of this oldest Committee in Congress did over
nearly 100 years will assist your review.
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Interestingly, the first time the Ways and Means Committee undertook a major review of
Federal tax law, in the 1920 and 1921 period, in reaction to the first tax laws after the ratification
of the 16" Amendment of the Constitution, a major point of debate and discussion was how to
treat company stock that U.S. corporations were putting aside for their employees.

Yes, using company stock to help employees meet their retirement income needs pre-date
the Federal income tax law, and Social Security law.

For you see, back in the last half of the 19" Century, as the Industrial Revolution took
hold in our nation, corporations grew and their work forces grew. Leaders of these corporations,
such as Railway Express, Montgomery Ward, Sears and Roebuck, Procter and Gamble, to name
a few, came to see that loyal employees were reaching ages when their active working days were
coming to a close; but these employees had nothing to support them once their jobs terminated.
So, the leaders of these “new” national corporations begin to set aside company stock for the
employees to have when they retired.

The basic premise of the first income tax law was, and it still is the basic rule, that all
income of whatever nature and from whatever source is subject to the Federal income tax.

So the debate in 1921 was the value of the stock these corporations were setting aside for
employee’s taxable income to the employees the year it was set aside, and was the value of the
stock a compensation cost that was a deductable cost of business for the corporation?

After much back and forth, it was decided that the stock value was not current income to
the employees, and was a cost of compensation. The law arising in 1921 labeled the scheme as
tax qualified deferred compensation, and it was what is now labeled a “stock bonus plan™.

Frankly, the stock bonus plan is an ESOP that has not financed its acquisition of
employee stock for the employee’s retirement savings.

So, literally, the first retirement savings plan recognized in the Federal tax code was a
stock bonus plan.

While the Ways and Means Committee added many rules about how a tax qualified
deferred compensation plan should be managed in the 30s, 40s, 50s and 60s, really today what is
considered the defining law for tax qualified deferred compensation plans are the tax laws in
what is known as the Employee Retirement Income Security Act, or ERISA, passed in the mid-
T0s.

But important to note is that in the late 40s, and here details are a little fuzzy as private
letter rulings were not public until a tax law enacted in 1977, an Alaskan company asked the IRS
if it could borrow money to obtain the assets for its stock bonus plan, which was holding
employer securities. The IRS said yes, and the “leveraged” employee stock ownership plan was
born, though not labeled an ESOP.
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From the late 40s until the early 70s, a small number of these leveraged stock bonus plans
were established, as it was easy to see how it presented an excellent way for an owner to exit his
or her business without abandoning loyal employees, while enabling the exiting shareholder to
cash our her or his “chits”, without selling to competition, or liquidating his/her assets.

I know other witnesses will go over the general history of ERISA, and how ERISA had
roots in concerns over investments by certain large defined benefit pensions seemed to be
helping organized crime, and how the collapse of several large defined benefit plans heavily
invested in company stock left unionized work forces without any retirement income.

The Congressional and White House push to address these concerns of the 1950s and
1960s led to the creation of ERISA, which of course began in the House.

The first version of ERISA was drafted by your House Committee, Education and Labor
in the early 70s, and bluntly was focused almost entirely on defined benefit plans. A key rule
adopted by the Committee was any retirement savings plan, or tax qualified deferred
compensation plan, could not hold more than 10% of its assets in company stock.

When the Ed and Labor version was sent over to the House Ways and Means Committee,
American businesses, many of whom had sponsored stock bonus plans since the 19" century,
woke up, and persuaded Ways and Means to a make distinction between a plan that promised a
benefit, or a defined benefit, and a plan that made no specific promise to the employee as to the
level for the benefit, but did promise to make a certain contribution each year, if certain business
results were reached—in other words, profit sharing plans, of which stock bonus plans were one.

So the defined contribution plan was born, and it was permitted to hold company stock
beyond the 10% limit on company stock imposed on defined benefit plans.

The legislation moved on, and reached a Conference between the House and Senate, and
there decisions were made to permit, under certain very regulated circumstances, a stock bonus
plan to borrow money to acquire company stock for the plan. And the name “employee stock
ownership plan”, or ESOP was codified into the tax code’s ERISA section, as well as the labor
section of ERISA.

This is just a brief history of how ESOPs were created formally under ERISA that lays
out that the idea of rewarding employees with company stock did not just fall from the sky in the
mid-70s, but was actually a most time honored method of providing retirement income for
employees.

Let us fast forward to the last quarter of the 20" Century, when the work of the Ways and
Means Committee on ESOP issues became quite intense, especially in the period from 1987
through 2001.

While many of the early laws in the 1976 through 1986 period promoting retirement
savings and ownership through ESOPs were driven by the leadership of the late Senator Russell
B. Long, the legendary top Democrat of the Senate Committee on Finance, the truth is that he did
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not have an unfettered pathway, as Ways and Means members in Conference often altered and
even pushed back on some of his ESOP proposals adopted by the Senate. But today, the focus is
on what Ways and Means has done over the years with regard to ESOPs, not what the Senate
Finance Committee did.

Before looking at the 1987 through 2001 period, a short detour is in order with regard to
the last time Ways and Means reformed the tax laws in a major tax reform effort—the 1985 and
1986 time frame.

While the Democrats of 1985 and the Republicans of 1985 could hold differing views on
details of what should be in the tax laws, in 1985 there was a major, obvious coming together of
President Ronald Reagan and the Democrats who controlled the House, to rewrite Federal tax
laws, to make them more simple, and to lower tax rates.

After this general agreement, the Reagan Administration developed a comprehensive tax
reform proposal, labeled by the pundits, members of Congress, and lobbyists as “Reagan I7.

Reagan [ was a trial balloon, and the Administration welcomed the private sector, or
better put, private sector interest groups also known as lobbyists, to interact with the Treasury
Department where the heavy lifting was done to draft Reagan 1.

Interestingly, Reagan I did not have any provision about ESOPs. The tax experts at
Treasury knew that President Reagan, dating back to his days as a radio commentator, was a
huge fan of ESOPs, as was the important Louisiana Senator Russell Long. So frankly they
punted on ESOPs, waiting to hear from the White House and Senator Long on what was an
acceptable way to handle ESOPs.

Now, keep in mind, after just nine years of ESOPs as a formal tax qualified deferred
compensation plan, there had been some controversy among retirement income gurus in both the
public and private sector, as the data showing the strength of ESOP companies as providers of
jobs and retirement income was not as obvious in 1986 as it is today. The strongest voices were
candidly among Department of Labor ERISA experts; in a rather odd twist, the Treasury officials
asked the Department of Labor people to come up with a recommendation about ESOPs in what
was released in 1985 as Reagan II.

Here is what Reagan Il said about ESOPs: It proposed that all the tax benefits that were
added for ESOPs in the 1984 tax law known as DEFRA be retained, not reduced or eliminated,
but that ESOPs no longer be an ERISA plan. While purely speculation on my part, I assume the
DOL thinking was the strength of ESOPs in the tax committees was too strong to unravel tax
preferences for ESOPs, but since ESOPs were concentrated in company stock, ESOPs should not
be retirement savings plans.

Next, Ways and Means had long and lengthy hearings on Reagan II, that some called
Treasury 1L
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What did the ESOP community say, or more specifically, what did The ESOP
Association say about the ESOP provisions of Treasury/Reagan 11?

Interestingly, the ESOP witness before Ways and Means said that the Association had no
underlying problem with ESOPs not being ERISA plans, but that if the Committee agreed with
Reagan 11, the Committee should include in the ESOP laws of the tax code provisions related to
vesting, discrimination, fiduciary obligations of the trust, limits on contributions for highly paid,
distributions rules etc that were all part of existing laws in ERISA, as these were provisions that
protected employees.

In no surprise, the staff of Ways and Means, and the Joint Committee on Taxation, said to
themselves—"*what the heck, why move ESOPs out of ERISA legal and regulatory schemes, but
then impose on ESOPs the very same legal and regulatory schemes?”

So, when the chair of Ways and Means made his proposal to the Committee, the late Dan
Rostenkowski, he left ESOPs in ERISA, but eliminated most of their tax preferences in what was
known as Rostenkowski I, or “Rosty 1"

The Ways and Means Committee then sat down for days marking up what was known as
“Rosty I”. Chair Rostenkowski had a rule, primarily driven by the then Budget Act, that any
change in Rosty [ offered by a member had to be revenue neutral. In the many hours of mark up,
recall is that only three amendments were adopted by the full Committee amending Rosty I that
were not offset with increasing taxes elsewhere to pay for the amendment.

One of the three revenue losing amendments was an amendment restoring the ESOP tax
preferences adopted in 1984, offered by former Congressman Beryl Anthony; it was adopted on
a voice vote, with no public declaration of opposition.

(Note, to fit into the revenue matrix, Congressman Anthony’s amendment sunsetted the
ESOP tax preferences after five years; but still, other similar proposals, except for two, were
defeated by voice or roll call vote during the mark up of Rosty 1.)

(Also note, while tweaking some of the 1984 and earlier tax preferences for ESOPs in
Conference, the majority of the 1984 preferences for ESOPs were made permanent in the
Conference Committee work on the 1986 Tax Reform Act, with little or no debate.)

Senator Long retired at the end of 1986, and in the period from 1987 through 1994, the
Ways and Means Committee, both the full committee, but primarily its Oversight Subcommittee,
held at least six hearings on ESOPs. Nearly all were in the context of reviewing ESOPs as
takeover defense tactics during the hey day of hostile corporate takeovers in the late 80s. Two
hearings did review an idea that an employer could not sponsor a defined contribution plan such
as an ESOP as a primary retirement savings plan, but only as a second plan, so to speak, toa
defined benefit plan.
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In 1995, the Senate Finance Committee repealed a ESOP tax benefit related to lenders
getting a break for loans to ESOPs, and that provision was adopted by the House Ways and
Means Committee in a 1996 bill, which was included in then Chair Archer’s mark in a last
minute effort to have a revenue neutral reduction in small business taxes to offset the costs of an
increase in the minimum wage.

Now we come closer to current history, as since 1986, when the individual tax rate
became lower than the C corporation tax rate, there has been a push to open up more rules
permitting S corporations, or pass through entities. Part of the agitation was to have S
corporations for the first time to sponsor an ERISA plan, such as an ESOP, that could hold
employer stock.

In 1998, it was the Ways and Means Committee that adopted a workable provision of tax
law that permitted an S corporation to sponsor a leveraged ESOP. The amendment was offered
by former Congresswoman Nancy Johnson, and was adopted by the Ways and Means Committee
with no opposition.

Since 1998, approximately 5,000 U.S. corporations that are S corporations sponsor an
ESOP. Approximately 1,000 belong to The ESOP Association.

As it is not unusual with tax law provisions that are unique, the first S ESOP law was
abused by flim flamers. In the ESOP case it was primarily actors and athletes setting up one
person or two persons ESOPs.

In its 2000 budget proposal for FY 2001, the Clinton Administration proposed a major
reduction in the benefit for being an S ESOP corporation.

The ESOP community came to the Ways and Means Committee with a proposal to stop
the flim flamers that was not as drastic as what the Clinton Administration had proposed, and the
Ways and Means Committee, adopted as set fourth in Chair Thomas’s mark, a proposal put
forward by former Congressman Jim Ramstad. The Ramstad amendment, a very tight anti-
discriminatory rule related to how much key people could have in their ESOP accounts, ended
the flim flannery.

So, what is my point Mr. Chairman and Ranking Member Levin, and others distinguished
members of the Committee?

The point is that the Ways and Means Committee has a long, and complete record of
reviewing ESOP law, and has always come down in support of ESOPs as a retirement savings
plan, and as the Federal courts have said over and over, as an ownership plan.

The ESOP community only asks that you do the same kind of serious review of ESOP
companies and their providing of retirement savings benefits, and their contribution to
sustainable jobs, and higher performing companies that your predecessors did in putting together
primarily the 1986 Tax Reform Act, an other tax laws after 1986.
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We look forward to your questions, your review and the dialogue that will take place
during your work on tax reform over the next 18 months or so.

Thank you for permitting the submission of this statement.
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The Investment Company Institute® is pleased to provide this written statement in
connection with the hearing on April 17, 2012, in the U.5. House of Representatives Committee on
Ways and Means titled "Tax Reform and Tax-Favored Retirement Accounts.” The Institute strongly
supports efforts to promote retirement security for American workers. We thank Chairman Camp
and Ranking Member Levin for their past support of retirement savings plan improvements,
including provisions in the Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA) and
the Pension Protection Act of 2006 (PPA). Reflecting these improvements, Americans currently
have about $18 trillion saved for retirement, with more than half of that amount in defined
contribution (DC) plans and individual retirement accounts (IRAs).” About half of DC plan and IRA
assets are invested in mutual funds, which makes the mutual fund community especially attuned to
the needs of retirement savers.

As noted by this Committee, “the major components of retirement security are Social
Security, employer-sponsored plans, and personal savings.”? While Social Security is outside the
scope of this hearing, no assessment of employer-sponsored plans and IRAs can avoid a discussion of
the significance of Social Security in ensuring retirement security—or retirement income adequacy—
for American workers. In this respect, Social Security is the primary element for the majority of
American retirees® and replaces significant portions of income for lower-income retirees. Social
Security replaces 71 percent of average annual lifetime household earnings for the lowest lifetime
household earnings quintile; 43 percent for the middle lifetime household earnings quintile; and 30

* The Investment Company Institute is the national association of U.S. investment companies, including mutual funds, closed-end
funds, exchange-traded funds (ETFs), and unit investment trusts (UITs). IC] seeks to encourage adherence to high ethical standards,
P jpublic und ding, and otk ise advance the of funds, their shareholders, directors, and advisers. Members of
ICI manage total assets of $13.4 trillion and serve over go million shareholders.

* See Tables1, 6, and 12 in | Company Insti . “The LS, Reti Market, Fourth Quarter 2021* (April 2012); available
at www.ici.orgfinfojret_131 qs4_data.xls,

YgeeC Hearing A ement i April 10, 2012,

*Since 1975, there has been little change in the impartance of Social Security benefits in providing retiree income, Social Security
benefits continue to serve as the foundation for retirement security in the United States and rep the largest comp of
retiree income and the predominant income source for lower-income retirees. In 2010, Social Security benefits were 57 percent of total
retiree income and 87 percent of income for retirees in the lowest 4o percent of the income distribution. Even for retirees in the
highest income quintile, Social Security benefits represented one-third of income in 20120, See Figure 3 in Brady and Bogdan, "A Look
at Private-Sector Retirement Plan Income After ERISA, 2010," ICI Research Perspective 17, no. g (December 2011); available at
wonw.ici.org/pdfiperaz-oq.pdf.
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percent for the highest lifetime household earnings quintile.® Since the enactment of the Employee
Retirement Income Security Act of 1974 (ERISA), increasing numbers of retirees also receive benefits
from private-sector pension plans (defined benefit (DB) and DC) and receive more in benefits from
these plans.® Moreover, it is projected that more than 60 percent of 401(k) participants in their late
30s to mid-40s, who will turn 65 between 2030 and 2039, will accumulate enough in their 4o1(k)
accounts to replace more than half their salary.” These statistics speak to the success of the changes
implemented over the past 35 years. A crucial component of this success is the current retirement
savings tax incentives, including the contribution rates, that motivate saving and encourage
employers to maintain and contribute to employer-sponsored plans. While it is important to
consider how the retirement system can be improved, Congress should not throw out decades of
progress by taking away the ability of American workers to make full use of the retirement vehicles
they value so strongly in supplementing their Social Security benefits. Consistent with the views of
the overwhelming majority of Americans,® we urge Congress to maintain the current retirement
savings tax incentives, including the contribution rates, and allow our successful employer-provided
retirement system to flourish.?

CONTRARY TO CONVENTIONAL WISDOM, INCOME FROM EMPLOYER-SPONSORED PLANS
IS INCREASING

Retirement policy discussions often start from the premise that retirees’ pension income has
fallen over time. Looking at the entire period from 1975 to 2010, the data show that, contrary to
conventional wisdom, private-sector pension income has become more, not less, prevalent over
time. Across all income groups, retirement income from employer-sponsored retirement plans is
more prevalent among retirees today than in the mid-1g70s, when sweeping new retirement plan
regulations were enacted under ERISA.™ In 2010, 31.5 percent of retirees received income—either
directly or through a spouse—from private-sector retirement plans, compared with 21.3 percent in
1975 (see figure below).” The median income received by those with private-sector pension income

s Figures represent the median initial replacement rates for retired workers in the 1g4es birth cohort. See Exhibit 10 in Congressional
Budget Office, CBO's 2011 Long-Term Projections for Secial Security: Additional Information (August 2011); available at

5 tp 12375/08-05-lon i L pdf.
¥ See Brady and Bogdan, “A Look at Private-Sector Retirement Plan Income After ERISA, 2010," IC! Research Perspective 17, no. g
(December 2011); available at www.ici.org/pdfiperaz-og.pdf,

7 Americans in their late 305 to mid-40s represent the first segment of the population that could p ially participate in a 4o1(k) plan
during their entire working careers. Today’s Baby Boom Generation typically entered the workforce in the early 1970s—a decade
before the introduction of 4o1(k) plans. See Holden and VanDerhei, “Can 4o1(k) Accumulations Generate Significant Income for

Future Retirees?” ICI Perspective B, no. 3, and EBRI Issue Brief (i ber 2002); ilable at www.ici.org/pdfipero8-o3.pdf. The
EBRI/ICI 4o1(k) Projection Model also explored the p ial impact of ic enrollment on 4o1(k) accumulations. See Holden and
VanDerhei, “The Influence of Automatic Enroliment, Catch-Up, and IRA Contributions on 401(k) Acc lations at Retirement,” IC/

at www.ici.org/pdfiperaa-oz pdf,

Research Perspective 11, no. 2, and EBRI Issue Brief (July 2005);

5o Figures 6 and 7 in Holden and Bass, America’s Commitment to Retirement Security: Investor Attitudes and Actions, Investment
Company Institute (January 2012); available at www.ici.org/pdfippr_12_retir_sec_update.pdf and discussed later in this statement.

“ In this respect, the increases in retirement plan participation rates resulting from the implementation of automatic enrollment and
automatic increase provisions attest to the dramatic impact that even small changes building upon the existing system can have on
improving retirement savings for American workers. See note 24, infra,

* See Brady and Bogdan, “A Look at Private-Sector Retirement Plan Income After ERISA, 2010," I/ Research Perspective 17, no. g
(December 2011); available at www.ici.org/pdfjperiz-ogq.pdf.

* Overall, in 2010, 46 percent of retirees had income from private-sector pensions, g F or both. In 1975, 34 percent
of retirees had income from private-sector pensions, government pensions, or both. Data are IC| tabulations of the Current Population
Survey (CPS). See Figure 4 in Brady and Bogdan, "A Look at Private-Sector Retirement Plan Income After ERISA, 2010,” ICI Research
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increased to $6,000 per person in 2010 from $4,538 in 1975 (in 2010 dollars). Further, because the
survey data used to analyze retiree income do not fully capture payments from DC plans and IRAs,
the increase in pension income since ERISA is likely understated.”

Retirees Receive More Income from Private-Sector Pensions (DB and DC)
On a per capita basis, median, 2010 dollars, selected years

$5636 ¢5715 96,000

$4,588
$i i I s‘I}BE I I I I
1975

1980 1995 2010

Share of retirees with
private-sector pension 21.3% 24.7% 28.1% 34.0% 34.2% 32.7% 34.3% 31.5%
income

Source: ICl tabulations of the March Current Population Survey; see Brady and Bogdan, "A Look at
Private-Sector Retirement Plan Income After ERISA, zo10" ICI Research Perspective (December 2011)

This rise in private-sector pension income likely reflects changes in the pensions offered.
Since ERISA, an increasing share of private-sector workers has worked for employers that sponsor
DC plans, offsetting a decreasing share that has worked for employers that sponsor DB plans.” This
rise in DC plan coverage has resulted in a rising number of households with retirement assets. In
addition, accelerated vesting requirements and other rule changes have led to more DB plan
participants receiving benefits.*

Perspective 17, no. g (December 2011); available at www.ici.org/pdffper1z-oa.pdf; and Table 19 in Brady and Bogdan “Supplemental
Tables for A Look at Private-Sector Retirement Plan Income m’-w ERISA, 2010;" available at ww xls

 The CPS understates DC plan distributions and IRA withdrawals. ibid and see discussion and Figure 20 in Sabelhaus and Schrass,
“The Evelving Role of IRAs in U.S. Reti Planning,” I Company Instil Fund, Is 15, no. 3 (N ber z0049);
available at www.ici.org/pdfiperig-o3.pdf.

* By 1998, 56 percent of active participants in private-sector retirement plans were covered by a primary DC plan, and 36 percent had
a supplemental DC plan. In contrast, in 1975, 87 percent of active participants in private-sector retirement plans had primary coverage
through DB plans, dropping steadily over time to below 5o percent by the mid-1g9g90s. Data reported are from reports published by the
U.S. Department of Labor. Primary plan status and secondary plan status are not reported on Form gsoo. For firms with multiple
pension plans, the status was inferred by DOL analysts. Data are available through 1998; after 1998, DOL no longer inferred primary
and secondary status for plans, For the 1975 data, see U.S. Department of Laber, Pension and Welfare Benefits Administration (now
Empl Benefits Security Admini ion), Private Pension Plan Bulletin, Absrm:r of 1992 Form §500 Annual Reports, no. 5 (Winter
:996] Sﬂ also U.5. Department of Labor, Pensmn and Welfare fi ion (now Empl fits Security
Administration), Private Pension Ffan Bulletin, Abstract of 1998 Form 5500 Annual Reports, no. 11 (Winter 2001-2002); available at
www.dol.gov/ebsafpdff; lanbulletin.pdf. These data are summarlzed in Figure 2 in Brady and Bogdan, "A Look at Private-
Sector Rellrernem Plan Ifu:nme A&E( ERISA,” ICI Research Perspective 16, no. 2 (b ber 2010); available at www.ici.org/pdf/pera6-
oz2.pdf.

* See discussion on page 4 of Brady and Bogdan, "A Look at Private-Sector Retirement Plan Income After ERISA, 2010, IC! Research
Perspective 17, no. g (December 2011); available at www.ici.org/pdfiperiy-og.pdf.




173

DB plan coverage does not always translate into receipt of pension income. Many retirees
may have worked for companies that offered DB plans, but, because private-sector workers change
jobs often, the combination of long vesting periods and back-loaded benefit accrual resulted in many
retirees receiving little or no retirement income from the plans. The belief in a golden age of
pensions—a time in our history when most private-sector workers retired with a monthly pension
check that replaced a significant amount of their salary—is not supported by the facts. Furthermore,
the typical amount of private-sector pension income observed in the historical data can be
generated by relatively modest accumulations in DC plans or IRAs. Indeed, Congressional Research
Service (CRS) analysis of pre-retiree households’ balance sheets finds that the median accumulation
in DC plans and IRAs is $100,000, which is estimated to generate $8,400 per household per year in
retirement income.

THE DEFINED CONTRIBUTION SYSTEM IS WORKING FOR MILLIONS OF AMERICAN
WORKERS

With most households having accrued DB promises, retirement assets, or both by retirement
age,* and with the overall pension income of retirees rising, the data suggest the shift to DC plans
has been beneficial to American workers.” Nevertheless, DC plans continue to attract criticism and
unfavorable comparisons to DB plans. As noted earlier, the reality is that workers never were
universally covered by the DB system, and even those who were covered did not accrue significant
benefits unless they stayed at one employer for an entire career. In contrast, because of their
portability, DC plans are well-suited to a mobile workforce.”® DC plans also serve households across
all ages and incomes. There are a number of other indicators of the success of the DC plan system.

* 4o1(k) plan design provides discipline to save for retirement paycheck-by-paycheck and a
range of investment options. On average, research conducted in a collaborative effort with
EBRI finds that 401(k) plan participants have age-appropriate asset allocations.™ ICl research
finds that 401(k) investors have concentrated their mutual fund investments in lower-cost
funds.™ In recent years, the availability and use of target date funds have expanded.™

* CRS analysis of Survey of Consumer Finances data: “For ple, if the median reti account balance of $100,000 among
households headed by persons 55 to 64 years old in 2007 were converted to an annuity, it would provide a monthly income of $700 per
month (s8, 400 annually) to a man retiring at age 65 in 2009." See Purcell, “Retirement Savings and Household Wealth in 2007," CRS
Report for Congress, RL3og22 (April 8, 2009).

* See discussion in text on p.10 of this statement.

" It is too s0on to evaluate fully the impact of 4oa(k) plans because today’s retirees have not had full careers with such plans. However,
research finds that full careers with DC plans generate significant nest eggs and replacement rates. See discussion later in this
statement and notes 22-25, infra.

** s an indicator of workforce mobility, consider average job tenure among American wage and salary workers. In January 2010, the
median tenure that wage and salary workers age 25 or older had at their current employers was 5.2 years and ranged from 3.1 years
among those age 25 to 34, to 7.8 years among those age 45 to 54, to about 10 years among those age 55 or older. See U.S. Department
of Labor, Bureau of Labor Statistics, "Employee Tenure in 2010,” Mews Release USDL-10-1278 (September 14, 2010); available at
www, bls.govinews.release/pdfftenure.pdf.

* See Figures 21 and 30 in Holden, VanDerhei, Alonso, and Bass, “401(k) Plan Asset Allocation, Account Balances, and Loan Activity in
2010," IC] Research Perspective 13, no. 10, and EBRI Issue Brief (December 2010); available at www.ici.org/pdffperay-10.pdf.

* See Holden, Hadley, and Lutz, “The Economics of Providing 4oaik) Plans: Services, Fees, and Expenses, 2010,” IC! Research
Perspective 17, no. 4 (June 2011); available at www.ici.org/pdfiperiz-os pdf.
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* Even though 401(k) plans have been around for about 30 years—not even a full working
career—Americans have accumulated more than $3 trillion in these plans.* This figure does
not include hundreds of billions of dollars saved in 401(k) plans and rolled over into IRAs.*
Median 4o1(k) account balance statistics are often cited as evidence of inadequacy, but these
statistics are misleading because they tend to ignore other accounts that an individual might
have, including other 4o1(k) plan accounts and IRAs. It is important to judge the retirement
system as a whole. Not all workers have the same need to save in DC plans, as some will
receive higher replacement rates from Social Security and some will have DB plan benefits.

* DCplans have the potential to replace a significant share of income in retirement. In 2002,
EBRI and ICI projected what 401(k) plans could accumulate across a full career.* The EBRI/ICI
401(k) Accumulation Projection Model moves 4o1(k) participants through their careers, with
decisions as they age that reflect actual participant behavior on contributions, asset
allocations, job changes, rollovers, withdrawals, and loans. The study focuses on go1(k)
participants who will turn 65 between 2030 and 2039 (now aged 38 to 47). For more than 60
percent of this cohort, their 401(k) accumulations are projected to replace more than half
their salaries. Accounting for Social Security, the majority of the lowest income quartile of
this cohort is projected to fully replace their salaries.

* Other studies have come to similar conclusions. In a recently published article, economist
Peter Brady of ICl illustrates that most workers can achieve adequacy by supplementing
Social Security benefits with income from a 401(k) plan funded with moderate contributions
and invested conservatively.*® Economists Andrew Samwick and Jonathan Skinner of
Dartmouth compared typical DB plans and typical 401(k) plans under a variety of possible
labor market and investment return scenarios and concluded that “generally, 4o1(k) plans ...
are as good or better than DB plans in providing for retirement.”*® Economists James Poterba
of MIT, Steven Venti of Dartmouth, and David Wise of Harvard examined current and
projected 4o01(k) accumulations and concluded, “Our projections suggest that the advent of

* See Holden, VanDerhei, Alonso, and Bass, "401(k) Plan Asset Allocation, Account Balances, and Loan Activity in 2010, I€! Research
Perspective 17, no. 10, and EBRI [ssve Brief (December 2010); i at www.ici.orgfpdfjperiz-10.pdf. A target date fund pursues a
long-term investment strategy, using a mix of asset classes, or asset allocation, that the fund provider adjusts to become less focused
on growth and more focused on income aver time as the fund approaches and passes the target date, usually mentioned in the fund's
name.

“* At year-end 2013, 401(k) plans had $3.1 trillion in assets. See Table 4 in Investment Company Institute, “The U.S. Retirement Market,
Fourth Quarter 2011" (April 2012); available at www.ici.orgfinfofret_11_ge_data xls.

I gee Figure 8 in Brady, Short, Lutz, and Holden, The U.S. Retirement Market: Third Quarter 2010, Washington, DC: Investment
orglpdfjppr_11_retire_q3_10.pdf.

** See Holden and VanDerhei, "Can 4o01(k) Accumulations Generate Significant Incomne for Future Retirees?” IC/ Perspective 8, no. 3,

and EBRI Issue Brief ber 2002); available at www.ici.org/pdfiperog-o3.pdf. The EBRIICI 4o1(k) Projection Model also explored
the p ial impact of i i on 4o1(k) acc lati See Holden and VanDerhei, "The Influence of Automatic
Enroliment, Catch-Up, and IRA Contributions on 4o1(k) Acc lations at Reti ,” ICI Research Perspective 11, no. 2, and EBR!

Issue Brief (July 2005); available at www.ici.org/pdfiperaa-oz.pdf.

* See Brady, "Can 4o1(k) Plans Provide Adequate Retirement Resources?” Public Finance Review, vol. 4o, no.2: 177-206 (March 2012).
* Sep Samwick and Skinner, “How Will 4o1(k) Pension Plans Affect Retirement Income?” American Economic Review, vol. 54, no. 1:
325-43 (March 2004).
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personal account saving will increase wealth at retirement for future retirees across the
lifetime earnings spectrum.”

* DCplan participants and traditional IRA-owning households are responsible stewards of their
retirement nest eggs. A common criticism of DC plans is that retirees relying on this type of
plan could run out of money before death.*® Anecdotally, many believe most distributions
from DC plans are lump sums that are spent, which contributes to this popular belief that
people will run out of money. Research shows that a majority of individuals do not spend
their lump-sum payments upon distribution, but rather roll over these funds to IRAs or other
tax-deferred plans.*® At the juncture of retirement with a DC plan balance, households
indicate that they consult multiple sources of advice and information when making the
distribution decision.*” Traditional IRA-owning households typically postpone withdrawals,
take withdrawals based on life expectancy, and use withdrawals to pay for living expenses.®

AMERICAN WORKERS SHOW STRONG SUPPORT FOR THE DEFINED CONTRIBUTION SYSTEM
AND ITS ASSOCIATED TAX INCENTIVES

Americans highly value their DC plans and the features typically associated with them. A
2011 household survey demonstrated American households’ strong support for key features of DC
plans, including their tax benefit, and their appreciation for the investment opportunity these plans
provide.*”

+ Overwhelming support for preserving the tax incentives for retirement saving: Eighty-five
percent of all U.S. households disagreed when asked whether the tax advantages of DC
accounts should be eliminated. Eighty-three percent opposed any reduction in employee
contribution limits.®

+ Many oppose altering key features of DC plans: Nearly go percent of all U.S. households
disagreed with the idea that individuals should not be permitted to make investment
decisions in their DC accounts. Nearly eight in 10 disagreed with the idea of replacing all
retirement accounts with a government bond.*

* See Poterba, Venti, and Wise, “The Changing Landscape of Pensions in the United States,” NBER Working Paper, No, 13381
(September 2007); available at www.nber. org/papersfiwi3z8,

*The da nger of running out of money is not unique to DC plans. For example, just because a benefit plan payment may be regular or
guaranteed for the life of the participant does not mean that the payment is sufficient to support the participant’s retirement income
needs.

* In addition, individuals also may leave the balance in the DC plan until a later date. For example, see the experience of The Vanguard
Group in the DC plans that they recordkeep (Figures go-g5 in How America Saves, z011; available at
https:jfinstitutional.vanguard.comfiam/pdffHAS 11 pdf).

* See Sabelhaus, Bogdan, and Holden, "Defined Contribution Plan Distribution Choices at Reti : A Survey of Employees Retiring
between 2002 and 2007,” Investment Company Institute Research Series (Fall 2008); available at www.ici.org/pdfjrpt_o! pdf.

* See Holden and Schrass, "The Role of IRAs in U.S. H holds' Saving for Reti ., 2011, ICI Research Perspective 17, no. 8
(November 2011); available at www.ici.org/pdffpera7-08.pdf.

# See Holden and Bass, America’s Commitment to Retirement Security: Investor Attitudes and Actions, Investment Company Institute
(January 2012); available at www.ici.org/pdfippr_12_retir_sec_update.pdf.

 bid (Figure 7).
* ibid (Figure 7).
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+ Investors like choice and control of investments: Ninety-seven percent of all DC account-
owning households agreed that it was important to have choice in, and control of, the
investment options in their DC plans. Seventy-nine percent said their plan offers a good
lineup of investment options.*

+ Most households continue to have positive attitudes toward the 401(k) system: Sixty-five
percent of all U.S. households in 2011 had favorable impressions of 4o01(k) and similar plan
accounts, similar to 2020.° Nearly three-quarters of households expressed confidence DC
plan accounts that could help participants reach their retirement goals.”

ICI's household surveys during the past three years find that even in the depths of a bear
market and despite a broad economic downturn, Americans continue to be committed to saving for
retirement and value the characteristics, such as the tax benefits and individual choice and control,
that come with DC plans.

EFFECTIVE POLICYMAKING REQUIRES A BETTER UNDERSTANDING OF THE "COVERAGE
GAP"

While the current retirement laws and policies are working well and are helping tens of
millions of American workers accumulate savings and generate retirement income, some argue that
the system is a failure in that not all Americans have access to an employer-sponsored plan. This
perceived failure is referred to as the so-called “coverage gap.” The fact is that the majority of
private-sector workers needing and demanding access to pensions as part of their compensation
have pension plan coverage.®® Discussions about coverage, however, often rely on misleading or
incomplete coverage statistics. Household surveys, such as the Current Population Survey (CPS),
typically show lower rates of pension coverage than surveys of business establishments, such as the
National Compensation Survey (NCS). For example, the CPS data show that more than half (or 77.7
million) of all workers were without pension coverage in 2010.* The March 2011 NCS, on the other
hand, shows that 64 percent of all private-industry workers and 73 percent of all full-time private-
industry workers have access to a pension.*®

However, even if one uses the CPS data for analysis, looking below the aggregate statistics
paints a significantly different picture. Of the 77.7 million workers who report that their employer
does not sponsor a pension plan, 17.9 million are either federal workers, state and local workers, self-
employed, or work without pay.** This leaves 59.8 million workers who are private-sector wage and

* Ibid (Figure 6).
* iid (Figure 4).
# bid (Figure 8).

# 5o Brady and Bogdan, “Who Gets Retirement Plans and Why, zoao," IC/ Research Perspective 17, no. 7 (October 2011); available at
www.ici.orgfpdf/peray-oz.pdf.

* Ibid (Figure 4). Pension coverage includes DB andfor DC plans,

“ See Table 1in U.S. Department of Labor, Bureau of Labor Statistics, "Employee Benefits in the United States - March 2011,” News
Release USDL-11-1112 (July 26, 2011); available at www.bls.gov/ncs/ebs/spjebnrooaz.pdf. Pension coverage includes DB andfor DC
plans.

“ Federal, state, and local government employees are excluded from the analysis because the focus of public policy typically has been
toincrease access to pensions among private-sector workers. Self-employed workers are excluded because, being their own
employer, they can access an employer-provided plan by exercising their option to establish a plan. See Figure 4 in Brady and Bogdan,

7
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salary employees. Yet this still overstates the number on which to focus. Of these, 5.9 million are
under age 21 and 2.8 million are age 65 or older. This leaves 51.0 million private-sector wage and
salary employees age 21 to 64 who report that their employer does not sponsor a pension plan (see
figure below).”” Of these, 21.6 million are part-time, part-year workers** and 7.0 million are full-time,
full-year workers age 21 to 29.** This leaves 22.4 million full-time, full-year private-sector wage and
salary workers age 30 to 64 who report that their employer does not sponsor a pension plan. Of
these, 6.5 million earn less than $25,000 a year®® and 4.1 million earn $25,000 to $44,999 a year and
are age 30 to 44.*° The result is 11.8 million private-sector wage and salary employees who are likely
to desire to save in the current year and who do not have access to an employer plan. But 2.2 million
of these have a spouse whose employer sponsors a plan. The final result is 9.6 million private-sector
wage and salary employees who are likely to desire to save in the current year and who do not have
access to an employer plan through their own employer or a spouse.

"Who Gets Retirement Plans and Why, 2010,” ICI Research Perspective 17, no. 7 (October 20a1); available at www.ici.org/pdfiperaz-
o7.pdf. Pension plans include DB andfor DC plans,

** Ibid (Figure 5).

“! Most part-time, part-year workers have low income and high replacement rates from Social Security. They are unlikely to save for
retirement in the current year if they work full-time or year-round in other years. Ibid (Figure 5).

** Few in this age group save primarily for retirement. Workers age 21 to 29 save primarily for education, the purchase of a home, or
for precautionary reasons. Ibid (see ICI tabulations from the 2007 Survey of Consumer Finances , Figures 1 and A, in Brady and
Bogdan, *Who Gets Retirement Plans and Why: An Update,” ICI Research Perspective 17, no.3 (March 2011); available at
www.ici.org/pdfiperiy-o03.pdf.).

* The primary concern for warkers earning less than s25,000 per year is they do not have enough to spend on food, clothing and
shelter. In fact, many are eligible for government income assistance so that they will be able to spend more than what they eam on
these items. Social Security replaces a high percentage of their lifetime earnings. In retirement, they may be considered well-off
relative to their standard of living when they were working. Ibid (see Tables 42 and 42 in Brady and Bogdan “Supplemental Tables for
Who Gets Retirement Plans and Why, 2010;" available at www.ici.crgfinfo/peraz-o7_data.xls).

“ Warkers age 30 to 44 who earn between $25,000 and $44,999 a year may have the ability to save, but have other saving priorities,
such as starting a househald and having children. Given that they get a substantial replacement rate from Social Security, they are
likely to delay saving for reti until later in life-perhaps after age 44. tbid (Tables 41 and 42).

8
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A Closer Look at Workers Whose Employer Does Not Sponsor a Retirement Plan
Millions of private-sector wage and salary workers age 21 to 64, 2010

Employer does not sponsar Full-time, full-year Most likely to demand Most likely to demand
a retirement plan workers aged 30 to 64 retirement benefits' and retirement benefits'and
51.0 million workers and employer does not employer does not sponsor neither own employer nor
2 sponsor a retirement plan a retirement plan spouse’s employer sponsors
22.4 million workers 1.8 million workers a retirement plan

9.6 million workers

N part-time, part-year workers

7.0 Full-time, full-year workers
S aged 2110 29
Earn fess than $25,000
m and aged 30 to 64°
Earn $25,000 to $44,999
and aged 30 to 44
Earn $25,000 to §44,999

Full-time, full-year workers
LA aged 301064

Spousal coverage Employer has fewer

and aged 45 to 64 IEM than 10 employees
Earn $45,000 or more o sprcaal covemge ¥ Employer has more
and aged 30 to 64 than 10 employees

* Full-time, full-year workers who earn $45,000 or more and are aged 30 to 64 or earn $25,000 to $44,999 and are
aged 45 to 64.

* Amaong full-time, full-year workers aged 35 to 44, $25,000 represents the top earnings of the 2oth percentile of
annual earnings and $45,000 represents the top earnings for the soth percentile of annual earnings.

Note: Components may not add to the total because of rounding.

Source: Investment Company Institute tabulations of March 2011 Current Population Survey; see Brady and Bogdan,
“Who Gets Retirement Plans and Why, 2010," IC/ Research Perspective (October 2011)

Many more workers have access to an employer plan at some point during their working
careers than is implied by looking at a snapshot of coverage at any point in time. This can be seen by
examining data on households approaching retirement age. The figure below shows tabulations
from the Federal Reserve Board's 2007 Survey of Consumer Finances (SCF) for households
approaching retirement (i.e., households with a working head age 55 to 64), including both private-
and public-sector employees.*’ Eighty-four percent of these pre-retiree households had DB benefits
and/or retirement account assets, and such retirement resources are spread across the income
distribution. More than go percent of pre-retiree households in the top three income quintiles (with
total household income over $55,500) had such retirement resources; three-quarters of pre-retiree
households in the second income quintile (with income of $32,900 to $55,500) had such retirement
resources; and almost two-thirds of pre-retiree households in the lowest income quintile (with
household income of $7,200 to $32,900) had such retirement resources. Although lower-income
households are less likely to have both DB plan promises and retirement account assets, this group
also has less of a need to supplement Social Security with workplace or private savings to maintain
their pre-retirement standard of living.

L Figures are ICl tabulations of the 2007 Survey of Consumer Finances. Retirement assets include DC plan accounts (e.g., 401(k),
403(b), 457, thrift plans) and IRAs.
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Percentage of Pre-Retiree Households with Retirement Assets and/or DB Pension, 2007
Households with working head age 55 to 64, by income quintile, excludes top and bottom one
percent of the income distribution

W DB only
M Both retirement assets & DB
M Retirement assets only 91 o5 94 i
76 17 13
64 16 a1
2 = 31
8 28
a1
4
36 = a8 2
Bottom Second Middle Fourth Top i All
Quintile Quintile Quintile Quintile Quintile ]

Source: |Cl tabulations of Federal Reserve Board Survey of Consumer Finances

It is also important to remember that households with earned income have access to IRAs to
save for retirement on a tax-advantaged basis. For example, Congress designed the traditional IRA
with two goals in mind: (1) to create a contributory retirement account for workers without access to
plans at work, and (2) to provide a rollover vehicle to preserve assets accumulated in employer-
sponsored retirement plans (both DB and DC). Although a small share of individuals contributes to
traditional IRAs in any given year,*® the majority of those that contribute make repeat contributions
in succeeding years.*® In addition, many of those IRA investors contributing to traditional IRAs
contribute at the limit.*

The promotion of retirement savings—whether through employer-sponsored plans or IRAs—
has long been one of Congress’ top priorities and legacies. More recently, Congress strengthened
the private-sector retirement system by raising contribution limits in 2001 (EGTRRA) and making
those provisions permanent in 2006 (PPA). We welcome this Committees’ continued leadership in

% A number of factors may account for this relatively low contribution rate. Two of the major determinants of individuals' decisions to
contribute to traditional IRAs are their of their need for additional retirement savings and their ability to deduct
contributions from their taxable income. Individuals who are covered by retirement plans at work may find that they can meet their
saving needs through those plans. In addition, coverage by such plans may curtail their eligibility to make tax-deductible
contributions. For lower-income households, Social Security replaces a much higher fraction of pre-retirement earnings, which may
reduce their need for additional retirement savings. Furthermore, there is some evidence that confusion about IRA rules may prevent
some individuals from contributing.

“? See Holden, Sabelhaus, and Bass, The IRA Investor Profile: Traditional IRA | ‘Contribution Activity, 2007 and 2008,
‘Washi DC: | Company Insti (2010); available at www.ici.org/pdfjrpt_10_ira_contributions.pdf.

* Ibid.
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pursuing policies to improve our Nation's retirement system. But any changes should only build
upon our existing system that, through tax incentives and other features, successfully encourages
millions of Americans to accumulate savings during their working lives and therefore generate
adequate income in retirement.

11
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Chairman Camp, Ranking Member Levin, and Members of the Committee, thank you for the
opportunity to submit these written comments on Tax Reform and Tax-Favored Retirement
Accounts. | am an ERISA attorney and a former member of the ERISA Advisory Council, appointed
to that position by the U.5. Secretary of Labor. This statement should be attributed to me alone.

For the sake of brevity, | will limit my comments and submit them in a bullet point format.

Most Americans need to save more for retirement.

At least two persons who testified at the hearing may have suggested that deferrals
under a retirement plan qualified under L.R.C. § 401(a) et. seq. are tax-deferred only,
and that such deferrals do not escape or evade taxation because all benefits are taxed
upon distribution from the trust. At least two well-respected law review articles
indicate, however, that trust earnings in a qualified plan can be considered permanently
exempt from tax. See Daniel |. Halperin, Interest in Disguise: Taxing the “Time Value of
Money,” 95 Yale L.J. 506, 520 - 24 (1986); William D. Andrews, A Consumption-Type or
Cash Flow Personal Income Tax, 87 Harv. L. Rev. 1113, 1126 (1974).

As the ERISA Advisory Council concluded in 2010, there appears to be a great need to
bring more members of traditionally under-served segments of the population, such as
women and minorities, into the private retirement system. See 2010 ERISA Advisory
Council Report, Disparities for Women and Minorities in Retirement Savings, available at
http://www.dol.gov/ebsa/publications/2010ACreport3.html. To address this and
similar issues, the Office of the President has proposed auto-IRAs. A far more efficient,
and far less costly, approach would be auto-supplemental wage withholding.

Sincerely,

Kevin A. Wiggins
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The National Association of Government Defined
Contribution Administrators (NAGDCA) appreciates this
opportunity to submit its comments for the record on this
most important issue that touches so many Americans who
may or may not have adequate income for their retirement
needs.

Chairman Camp has indicated that the hearing is to
explore whether, as part of comprehensive tax reform, various
reform options could achieve the three goals of simplification,
efficiency, and increasing retirement and financial security for
American families.

He said in announcing the hearing,

“Retirement security is one of the most important
long-term policy priorities we face as a Nation. While
many argue that the existing menu of tax-favored
retirement plans provides choice and flexibility for
families and employers alike, others have questioned
whether the ad hoc development of retirement savings
incentives has led to undue complexity and inefficiency
that reduce the effectiveness of these incentives. The
general principles of tax reform apply to retirement
security as well: American families trying to save should

have options that are simple, fair, and economically
efficient.”
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NAGDCA was founded in 1980 and is the leading
professional association representing public employer
sponsored deferred compensation and defined contribution
plan administrators. NAGDCA represents administrators from
all 50 states and over 150 local governmental entities, as well
as private industry plan providers. These states have, under
their auspices, over 5,000 local government deferred
compensation plans. NAGDCA also represents nearly 100
industrial members that provide services to public plan
Sponsors.

NAGDCA is an organization in which its members work
together to improve state and local government defined
contribution plans including §457(b), §401(k), §401(a), and
8§403(b) plans through a sharing of information on
investments, marketing, administration and laws relating to
public sector defined contribution plans.

Our members administer state and local government
defined contribution plans that are regulated under the
Internal Revenue Code (IRC) and available to public employers.

These plans, which supplement state and local defined benefit
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plans, provide a convenient vehicle for public employees
across the country to save for retirement. In all cases, full time
employees of the entity offering the plan are eligible to
participate (and, in many cases, part time employees are also
eligible to participate). Altogether state and local defined
contribution plans administer approximately three trillion
dollars in assets across the country.

Since the inception of public employer defined
contribution arrangements as supplemental retirement
savings plans, there has been tremendous growth in access to
these plans, employer sponsorship, employee participation
and assets at every level of government throughout the United
States.

The data collected by NAGDCA from our membership
demonstrates that, over the years, there has been:

* increased participation in the plans, which
demonstrates that more individuals are taking
personal financial responsibility for preparing for their
retirement,

* increased deferrals made by state and local
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government employees,

* greatly improved satisfaction with the benefit payment

process, and

* increased consolidation of retirement assets.

The numerous changes that have been made to the laws
and regulations that govern public-employer defined
contribution plans have been essential to these increased
participation rates. We appreciate your continued support of
these improvements.

NAGDCA believes that to achieve retirement security—
and to ensure that millions of public employees will be self-
supporting during their retirement years—it is imperative to
maintain a shared responsibility between employers and
employees. Thus, defined contribution plans should not be
viewed merely as supplemental savings plans but as a critical
component of an individual’s overall retirement security.

It is in this spirit that NAGDCA advocates for policies
that enhance defined contribution plans. State and local
governments are proud of the supplemental retirement savings

plans that have been created by working jointly with the
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federal government. The existence of these plans has resulted
in higher savings rates and increased retirement
preparedness. The goal of any proposal to alter or significantly
change employer-sponsored retirement savings plans should
be to enhance or simplify the current procedures, and to
ensure that the administrative costs to employers and
participants are reasonable.

We at NAGDCA applaud Chairman Camp for initiating an
educational process to establish a basis for tax reform. We
appreciate that the review of tax favored retirement accounts
should be part of the process. We agree with the Chair’s
stated goals: simplicity, fairness, efficiency and increased
retirement and financial security.

NAGDCA believes that the defined contribution plans,
including §457(b), §401(k), §401(a), and §403(b), that its
members administer across the nation meet these goals.

While there is always room for improvement, the record of
these state and local government sponsored plans is
extraordinary.

The plans are operated with extreme efficiency in costs to
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both the state and local governments and the participants.
Even without the application of non-discrimination rules
there is little or no indication of inequities between employees.

In most cases where a state or local government offers a
457 or 401(k) plan there is little complexity. The complexity, if
any, that lies in all defined contribution plans is in the
investment decisions that must be navigated by each
participant. Here NAGDCA would urge Congress to address
how participants can access fair, honest and effective advice in
retirement planning and investments.

As our statement indicates, defined contribution plans
administered by NAGDCA members have an excellent and
documented record of administrative transparency, increased
participation rates, increased deferrals, greatly improved
satisfaction with the benefit payment process, and increased
consolidation of retirement assets.

Of particular importance to the participants in the plans
administered by NAGDCA members is the continued
availability of section 457(b) plans. These plans have been

available to government employees for some time preceding
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the broad availability of section 401(k) plans. A unique feature
of the 457(b) plan is the lack of a penalty for withdrawal at
employment termination when it occurs before the departing
employee has reached 59 and one half years of age. Should
there be a consolidation of defined compensation plans,
NAGDCA strongly believes, without question, that this feature
should be preserved for state and local government employees,
current and future, as an incentive to save and adequately
prepare for their retirement.

It is well known that many state and local government
employees retire before they are 60. Many state pension plans
allow for and encourage early retirement. The features of
457(b) plans are an important incentive to encourage savings.

We thank you for the opportunity to comment and look
forward to working with you as the Committee reviews these
issues. If we can ever be of assistance or serve as a resource,

please do not hesitate to contact us.
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Statement for the Record
To The House of Representatives Committee on Ways and Means
Hearing on Tax Reform and Tax-Favored Retirement Accounts
Held on April 17, 2012

Submitted by:
Robert L. Reynolds
President and Chief Executive Officer, Putnam Investments, and President of the
Putnam Funds

1 would like to thank Chairman Camp, Members of the Committee on Ways and Means
and Congressional staff for allowing us to submit this statement about an issue that has
been elevated by the ongoing debate about our federal deficits and national debt: the
need to preserve and enhance incentives for retirement savings in America.

Surging federal deficits and a national debt growing faster than our economy truly do
pose a national security issue. To ensure the stability of our financial system and
maintain global competitiveness, it is vital that we get our national debt on a sustainable
track. America needs to get our economy growing faster than our public debt or risk a
slide towards insolvency and debt-driven financial crisis such as we see playing out in
Europe today.

As we struggle to bring federal deficits down and get our national debt back onto a
sustainable path to solvency, savings, and retirement savings in particular, have a vital
role to play in a transition that America absolutely has to make. Simply put, our nation
needs to move away from rising public spending, surging debt, and excessive, debt-
driven consumption to a new economic model, grounded on higher savings, and greater
incentives for investment, business formation, and job creation. Ultimately, the best way
to deal with our deficits and debt will be to outgrow them. And a robust retirement
savings structure will be key to spurring such growth.

Regrettably though, there is now a real risk that tax incentives for companies to offer
workplace savings plans and for individuals to participate in them could be undermined
by ill-considered policy changes aimed at reducing the budger deficit. Proposals to cap or
roll back tax deferrals for retirement savings, which have emerged from ongoing deficit
debates, are particularly dangerous.

If adopted, such proposals could have the effect of reversing a generation’s worth of
congressionally driven progress on retirement savings. They would undercut incentives
for thousands of small and emerging companies to offer their workers retirement plans
and could thus deprive millions of future workers access to workplace savings plans.
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Moreover, potential cuts to current retirement savings initiatives would likely return far
less revenue to Treasury than their proponents estimate — even over the short-term —
while placing millions of future rerirees at risk.

National solvency and personal solvency, we believe, are murually reinforcing. Our rax
and economic policies should never pit one against the other. Strong personal and
workplace savings are essential to restoring America’s long-term solvency because true
solvency includes strong houschold balance sheets as well as a sustainable federal budget.
After all, every dollar that retirement savers set aside is one less dollar that will be asked
from the government in the future.

The benefits of savings —and the negative impact of excessive household debt on
national economies are both highlighted in a recent International Monetary Fund study,
“Dealing with Household Debt.” In it, the IMF found that, “Housing busts and
recessions preceded by larger run-ups in household debt tend to be more severe and
protracted.” '

This suggests that personal solvency, which is grounded primarily, though not
exclusively on retirement savings, is a key part of the solution to our national debt
concerns -- not part of the problem. Whatever actions we take to curb federal deficits,
we should preserve and indeed enhance incentives for the personal and workplace
savings that enable millions of working Americans to secure their own retirement
futures.

Savings Incentives Meet A Clear National Need

The need for enhanced savings in our country is clear and indisputable. Americans roday
live longer, more active lives. The cost of health care, especially in later life, is increasing
steadily. Traditional defined benefit pension plans have declined in number and scope,
and only a declining minority of today’s workers, primarily in the public sector, have
access to them. Meanwhile, Social Security’s projected ability to replace pre-retirement
income is declining, even under current law, as a result of rising eligibility age and the
costs of Medicare deductions. This “perfect storm” in the retirement income arena
makes incentives for saving even more essential.

To supplement dwindling sources of assured retirement income, working Americans
have come to rely on a broad spectrum of voluntary, private retirement savings
programs that Congress has created over the past several decades. These include
individual retirement accounts (IRAs), defined contribution savings vehicles including
401(k), 403(b) and 457 plans, and tax-advantaged variable annuities.

! International Monetary Fund, “Dealing with Household Debt,” April 2012, p.3
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These programs have enabled millions of workers and their families to save for more
secure, dignified retirements, While they can -- and should -- be improved, these
programs represent a major, made-in-America success story.

Defined contribution workplace savings plans, and the incentives and programs that
support them, have proven successful, enabling over 80 million Americans to
accumulate more than $4 trillion. And with the passage of the Pension Protection Act of
2006, Congress significantly improved these plans by endorsing several key plan design
elements which already show signs of enabling millions more participants to replace a
greater share of their pre-retirement incomes for life.

These key elements include automatic enrollment of participants (who remain free to
“opt out”), automatic escalation of participants’ deferral rates and legal safe harbor for
plan sponsors to default participants to qualified default investments (QDIAs) that
include balanced funds and target-date “lifecycle” funds (strategies that systematically
reduce investment risk as retirement dates approach). Numerous studies have illustrated
the success of such automatic features in lifting workers’ capacity to replace worklife
incomes when they do retire.

Putnam’s own research suggests that there is — already — a significant success story
underway for millions of workers within the existing 401(k) structure. A survey of the
retirement readiness of nearly 3,300 working Americans sponsored by Putnam
Investments and Brightwork Partners last year found that working Americans overall
were on track in calendar 2010 to replace 64 % of their current income in retirement.
This is somewhat short of what they are likely to need, burt close enough so that most
people, though not all, can still achieve secure retirements if they act now to raise savings
rafes.

The derails of these survey findings have major policy implications — and disclose “best
practices” -- that policy-makers should seck to spread across the whole workplace
savings system. For example, when you include future Social Security benefits, the best-
prepared quartile of working Americans are on track to replace 100% of current income
in retirement. The least-prepared quartile are on track to replace just 46% of pre-
retirement income even with their Social Security benefits. Yet the mean household
income of both groups in our 2010 survey was identical: $93,000.

Several factors account for this vast difference in retrirement readiness, but one in
particular appears crucial: The very best-prepared Americans — roughly 19 million
workers according to Brightwork estimates — both enjoyed access to a 401(k) or other
defined-contribution plan at work and contributed 10% or more of their income to their
plan.

Lad
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In short, today’s existing 401(k) plan structure can deliver solid retirement security for
those workers who make the decision to take part and who also defer 10% or more of
their salaries. In effect, we have discovered an antidote to the risk of elderly poverty —

and it has three simple ingredients: access to a workplace savings plan, the decision to

save, and willingness to defer at rates of 10% or more.

Today’s retirement savings programs were given the advantage of deferring federal
income taxes precisely because they could deliver results that are cleatly in the public
interest. Tax deferrals offer a powerful incentive for workers to maximize their savings
and have contributed greatly to the success of these plans. Today, roughly 70% of
American families have tax-advantaged retirement 5avi.ngsz and assets held in employer-
sponsored retirement plans, IRAs and annuities totaled $17.9 trillion at year end 2011,

Tax incentives are important to workers saving for retirement. A recent survey by the
Investment Company Institute found that 85% of households supported maintaining tax
incentives for retirement savings. The survey also found that 45% of respondents
reported they probably would not be saving for retirement if they didn’t have access to a
defined contribution plan.*

Limiting or eliminating these incentives could have a detrimental affect on workers’
ability to save sufficiently for retirement and the propensity of employers to offer
workplace plans. Recent analysis by the Employee Benefit Research Institute (EBRT)
demonstrated that “modifying the federal tax treatment for 401 (k) contributions would
result in an average percentage reduction in 401(k) balances of between 6% and 22%, at
Social Security normal retirement age for workers currently ages 26-35.” The study also
found that “smaller employers were more likely to respond negatively to the proposed
changes than larger employers.” EBRI cited other recent surveys which reported that
small companies may “have less desire” to offer a 401 (k) plan to their employees if the
tax incentive structure changed.’

Indeed, some smaller business owners and companies are motivated to offer workplace
savings plans to their employees because of the $50,000 pear year maximum that these
owners can set aside for themselves under current law. If that amount is capped at a
lower level, some business owners may become more selective about offering workplace
savings programs or simply decide to save only for themselves and key employees.

* Investment Company Institute, 2011 Investment Company Fact Book, p. 102

11, 2012

Y11, “America’s Commitment to Retirement Security: Investor Attitudes and Actions,” 2012, p. 14, 17

* EBRI, “Modifying the Federal Tax Treatment of 401(k) Plan Contributions: Projected Impact on Participant Account
Balances,” 2012

4
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Changes to savings tax incentives would impact workers of all income levels. But the
worst impact would likely be on low- and moderate -income workers. In a study
published in July 2011, EBRI found that proposals to cap tax deferrals would “most
affect the highest-income workers, but it also would cause a very big reduction in
projected retirement accumulations for the lowest-income workers.”™

Without incentives, workers reported they would probably save less. In its 2011
Retirement Confidence Survey, EBRI found that lower income workers — even those
earning between $15,000 and $25,000 -- would be negatively impacted if tax deferrals
were eliminated. A full 76.2% of workers in this household income category cited the tax
deductibility of contributions as “very important.” Also in that same cohort, 56.7% said
they would reduce the amount they would save if the tax deferral were eliminated.”

One frequently-cited argument in favor of limiting these tax incentives is the contention
that the deferrals benefit the wealthy more than average workers. But, workplace-based
retirement programs are particularly beneficial for lower- and middle-income workers.
Research by the American Society of Pension Professionals & Actuaries found that
households with annual incomes below $100,000 pay 26% of income taxes but receive
62% of the benefit from the tax advantages of 401(k) plans. In contrast, families earning
more than $200,000 per year pay more than half (52%) of income taxes, but receive just
11% of the tax advantage benefits from these plans.”

Indeed, savings deferrals for the establishment of workplace plans are uniquely
- ol i \ ;

progressive” because under the provisions of ERISA law, business owners and plan
sponsors must meet non-discrimination rules that ensure that the benefits of savings
deferrals are widely shared among all employees of a firm — not limited to top executives.

If similar rules were applied to, say, mortgage or charitable deductions, then affluent
taxpayers could be required somehow to assure that lower income employees also had
access to homeownership or were somehow subsidized in giving the charities of their
choice. Seen in that light, retirement savings deferrals under ERISA represent a major
policy success: effectively harnessing business owners’ legitimate self-interest to the
public good of retirement security for all.

“ EBRI, “Capping Tax-Preferred Retirement Contributions: Preliminary Evidence of the Impact of the National
Commission on Fiscal Responsibility and Reform Recommendations,” July 201 1.

" EBRI, “The Impact of Modifying the Exclusion of Employee Contributions for Retirement Savings Plans From
Taxable Income: Results from the 2011 Retirement Confidence Survey,” March 2011, pp. 3. 5

* ASSPA, “ASPPA Testifies in Defense of 401(k) System,” September 15, 2011
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Savings Deferrals are not true “tax expenditures”

The core rationale behind proposals to cut or curb retirement savings incentives is that
the tax deferrals at the heart of 401(k) plans and similar savings vehicles represent rax
“expenditures” that significantly reduce needed tax revenue. Thus, in 2011 testimony
presented to the Joint Select Committee on Deficit Reduction by CBO Director Douglas
Elmendortf, retirement savings deferrals were calculated as tax “expenditures”
comparable to employee health costs, mortgage interest deductions and charitable

giving.'}

We disagree with this assessment. Retirement savings deferrals, clearly, are not
permanent tax expenditures -- only temporary postponements of tax obligations. When
retirement savings are drawn down, the money is taxed as ordinary income, even though
the retitement accounts themselves are typically composed mostly of long-term capital

gains,

Equally misleading, the Congressional Budget Office uses a 10-year window for
analyzing the costs of tax deferrals. As a result, it neither accurately measures the true
cost of tax provisions that are incurred over the periods of decades that make up the
typical worker’s career, nor calculates the substantial tax flow-backs to Treasury decades
into the future. Today’s tax deferrals are counted as revenue losses, but the taxes that
will be paid beyond a decade forward are not counted at all. This practice distorts the
true “full-lifecycle” costs of these incentives, understates their social and economic
benefits, and overstates the cost of the tax deferrals to the Treasury and the revenue that
would be generated by cutting back on them.

In a recent report analyzing the challenge of individual income tax reform, the
Congressional Research Service again included savings incentives in calculating revenue
loss due to tax expenditures. But the researchers did note some obstacles facing
proposals to cut savings incentives. In the report they found, “Modification of many of
the savings incentives face significant technical or administrative barriers. Most of these
tax benefits are associated with unrealized income (pension benefits, including those
associated with defined benefit plans, unrealized gains at death, and inside buildup in
insurance plans), which can be difficult or impossible to value properly.”"

“ Congressional Budget Office, “Confronting the Nation's Fiscal Policy Chall " S of Douglas W.
Elmendorf, Director, September 13, 2011, p. 46

'" Congressional Record Service, “The Challenge of Individual Tax Reform: An Economic Analysis of Tax Base
Broadening,” March 22, 2012
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There are also many valuable economic and social benefits of the tax incentives that are
not captured by government accounting methods — but which definitely should be taken
into account by policymakers. Tax deferrals that support and strengthen our retitement
savings system help:

* Fuel the rise of a robust American financial services industry, centered on capital
markets, which, in rurn, help finance innovation and thereby economic growth.

* Enable parents to provide for their own retirement without burdening their children,
which is a foundational element in offering dignity and self-respect for older people.

* Free governments from possible demands for aid/welfare for elderly indigents — at
least until their savings are exhausted

* Offer a counter-cyclical, smoothing influence on consumption patterns by capturing
somewhat higher savings flows in boom times and enabling continued consumption by
retirees right through economic downturns.

* Give all holders of retirement savings a material stake in political stability and in
growth-oriented economic policy.

* Allow young and middle-aged people, who know they are on track to adequate
retirement incomes, to take greater risks with other assets, including making the choice
to pursue skills training or launch a business.

Congress should avoid any radical shift in savings policy

In the wake of the Great Recession, Americans are already struggling to save. As EBRI
reported, two thirds of all workers saving for retirement report total assets under
$50,000. Only about one quarter of ULS. workers have assets of $100,000 or more."
Access to workplace savings is vital to workers’ ability to save. Indeed, very little
retirement savings by low to moderate income workers takes place outside the workplace
system. An analysis by EBRI found that more than 70% of workers with annual incomes
of between $30,000 and $50,000 do save for retirement if they have access to a
workplace plan. Yet fewer than five percent of their peers who lack access to a
workplace plan save through TRAs."

"' EBRI, “The 2011 Retirement Confidence Survey,” April 2011
"2 EBRI 2010 estimate using 2008 Panel of SIPP (covered by an employer plan) and EBRI estimate (not covered by an
employer plan — IRA only)

7
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Absent access to workplace-based savings, then, most American workers simply fail to
accumulate any serious savings with which to fund their retirements or supplement their
Social Security benefits. Reducing the incentive for retirement plan sponsors to offer
workplace savings plans, then, could force millions of low- and moderate-income
workers to face retirement with little or no savings. Building on these retirement savings
programs, improving them and extending them to the tens of millions of Americans
who still lack access to on-the-job savings plans should be among our most important
national goals.

‘That is why we believe that Congress should not only preserve all existing savings
incentives, burt also support solid, bipartisan ideas such as the Auto-IRA, which could
extend access to workplace savings coverage for millions of workers who lack such
plans.

Capping or eliminating incentives for workplace savings would have almost the exact
opposite effect. Indeed, cutting into tax advantages for retirement accounts would be far
more than just a marginal revenue measure. It would mark a fundamental shift away
from highly successful programs that Congress has supported for the past several
decades. Long-term it would inflict compounding harm on millions of future retirees
and by reducing investment flows to the capital markets, might also limit future
economic growth. By reducing the incentive for millions of small- and medium-sized
businesses to offer such plans to their employees, such a policy shift could send millions
of low and moderate-income workers toward retirement with essentially no savings.

We live in a globalized economic and financial world. Whether we like it -- or not -- the
United States, like every country interested in guarding its fiscal health, is caught up in a
global “race to solvency.” Nations everywhere are struggling to achieve fiscal balance
and growth policies that will secure and sustain access to global capital markets and
investment flows. The alternative is to lose global market confidence and risk the kind of
debt-driven erisis Europe is struggling with today. We believe that strong national
savings policies are vital to success in this competition. For that Reason, Putnam
Investments supports policy choices that will sustain and strengthen all of America’s
retirement savings systems — public and private.

We do also view skyrocketing federal debt as a genuine threat to our nation’s long-term
prosperity. But attempting to reduce federal “dis-saving” by cutting incentives for
personal savings is a bizarre and short-sighted policy option that would take our nation
in the wrong direction.

Whatever limited tax revenues we might realize today from reducing savings incentives
would be immediately offset by the loss of capital flows for investment in new business
formation, job creation and economic growth. And such losses would compound, over

8§
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time, by the loss of investment gains in workers’ retirement portfolios and by the risk
that many of these less-well-off workers may need public assistance in their later years.

Policy changes that could diminish retirement security for future generations of workers
and increase poverty among elderly Americans would erode public confidence and
betray the optimistic vision that has driven Americans for generations. For all of these
reasons, we urge all members of Congress to oppose any policy change that would
undermine incentives for employers to offer workplace savings plans or for individuals
to use them to save for their retirement.

HEBHT

See attached page for contact information.
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Contact information

Submitted by: Robert L. Reynolds, Chief Executive Officer, Putnam Investments
Contact: Leonard Glynn, Director of Policy

Organization: Putnam Investments

Address: One Post Office Square, Boston, Massachusetts

Phone: 617-760-1074

Email: Leonard Glynn@putnam.com
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The Savings Coalition of America

Statement
of
Kathy Hamor
The Savings Coalition of America
SUBMITTED TO THE

Committee on Ways and Means
LS. House of Representatives

April 17,2012

April 27,2012

On behalf of its 45 member organizations, the Savings Coalition of America
(*Coalition™) is pleased to submit these comments and commends the Committee on Ways and
Means for its efforts to make it easier for American to save for their retirements. Currently, tens
of millions of Americans are saving for retirement because of the enhancements made to
retirement savings vehicles. The Coalition believes that more people will save if these vehicles
are easier to understand.

While there are many aspects of the current system to be addressed, the Savings Coalition
brings to your attention the provisions of the tax code that concern income limits and required
minimum distributions from IRAs. These areas of the law are unnecessarily complex, unfair and
distort personal financial decisions for Americans.

The Savings Coalition of America was established in 1991 to support incentives to
increase the level of personal savings in the United States. It has actively supported the
expanded Individual Retirement Account (IRA) provisions that increased contributions to
spousal IRAs from $250 to $2000 in 1996; the increased income limits for IRAs and the
establishment of the Roth IRA in 1997; and the increase in contribution limits for IRAs and the

creation of catch up contributions in the 2001 tax bill and making these provisions permanent in

2006. Savings is a key component of economic policy. Treasury Secretary Timothy Geitner, in
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an October 2009 interview with German weekly Die Zeit, stated,” If the U.S. starts saving more,
that changes the whole world's economic reality," he said, according to the German text of the
interview.

In 2001, the Congressional Joint Committee on Taxation made recommendations for tax
simplification in which it recommended the elimination of income limits on all IRAs and the
elimination of the age requirement for minimum required distributions and described the
complexity surrounding these sections of the tax code. The Coalition shares the view that these
sections of the tax code are complex and confusing and urges the Committee on Ways and
Means to review them.

Universally Available IRAs

Currently the tax code has a number of income limits for eligibility to contribute to IRAs.
In addition to different income limits for single and married Americans, there are different
income eligibilities for the traditional, deductible IRA, the Roth IRA, and the nondeductible

IRA. The lesson that we learned in the early 1980s, when IRAs were universally available to all

Americans, is that more Americans saved. The universal eligibility led to mass marketing of
these savings vehicles, which increased participation and more savings, something essential to
our economy. When income limits were imposed after the Tax Reform Act of 1986, there was a
precipitous drop in contributions to IRAs. The 1986 experience teaches us that limiting IRA
eligibility based on income confuses people and scares them away from establishing a pattern of
savings that IRAs would otherwise promote. One of the most important effects of the IRA
cutbacks in the Tax Reform Act of 1986 is the fact that IRA contributions for those who

continued to be eligible for deductible IRAs dropped by more than 40% in the first year and have

since dropped by over 65%.
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Members of the Savings Coalition believe that eliminating income limits and creating a
universally available IRA will help more Americans save. An IRA that is universally available
to all American workers would leave no doubt to their understanding of their eligibility.
Universally available IRAs will be marketed and advertised on a massive scale and this
advertising will have an ancillary benefit of educating people about the need to save. History
demonstrates that the simpler it is to save, the more Americans are inclined to do so.

Under current law, deductible IRA and Roth IRA eligibility is determined based on
whether a taxpayer falls under or between certain income thresholds, and for deductible IRAs,
whether the taxpayer or the spouse, has access to an employer-sponsored retirement plan —a so
called active participant. The 2012 income thresholds for the deducting IRA contributions are
$58,000 - $68,000 for single taxpayers and $92,000 - $112,000 for married couples filing a joint
return. If the taxpayer does not have access to a plan but the spouse does, the phase-out range is
$169,000 - $179,000. Roth eligibility thresholds are $110,000 - $125,000 for single individuals
and $173,000 - $183,000 for married couples filing a joint return. No income limits apply to
single taxpayers and married couples where neither spouse is an active participant for deductible
IRAs. Taxpayers making excess contributions are subject to penalties.

The confusing array of income limits and perceived lack of benefits discourages many
workers from establishing and contributing to IRAs. Taxpayers who could make IRA
contributions do not bother to establish a regular contribution schedule because they are
concerned about income fluctuations and the fear that they will be “penalized” for making excess
contributions that are not deductible. Further, the taxpayer could also establish a payroll
deduction schedule or direct deposit schedule with his financial institution. Being able to

establish a periodic contribution deposit schedule early in the year without the worry of a
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possible ineligible contribution or penalty is critical to facilitating IRA contributions because it is
a challenge for most individuals to come up with the funds necessary to make a lump sum
contribution at year end.

This simplification will lead to less confusion for taxpayers and likely encourage more
marketing of IRAs by financial institutions. Taxpayers need additional options to shore up their
financial position because of the market downturn — easy to understand options will boost
participation with confidence that contributions they make will not later be rendered ineligible.

Another area of confusion with income limits are the restrictions, for joint filers, around
contributing to an IRA and deducting it is limited by participating in an employer plan in
addition to income. If one spouse is covered by an employer plan and the other is not, as long as
their income is below $169,000, the non-covered spouse is eligible to make a deductible
traditional IRA contribution. If they are both covered, then the phase out is in place which is
between $92,000 and $112,000. Income is also considered for making a Roth IRA
contribution. If income exceeds the limits, the person simply can't make a contribution. Also, if
a person is not covered, or both spouses are not covered by an employer plan, then there is no
income limit to making a deductible traditional IRA contribution. This adds a layer of
complexity and confusion to already complex eligibility requirements which can have the result
of reducing Americans savings in these important savings vehicles.

To add to the confusion, there were income limits for conversion from a traditional,
deductible IRA to a Roth [RA until 2010 when the law changed to remove income limits for
converting from a traditional IRA to a Roth IRA. Prior to that time, American savers’ eligibility
to change from a traditional IRA to a Roth was based on having an adjusted gross income of

$100,000 or less. Now Americans wanting to save more for their retirements can make IRA
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contributions in a nondeductible IRA and convert the account to a Roth IRA the following year
and incur the tax on it then. The Savings Coalition feels that it would be much less confusing to
have IRAs that are universally available to lessen the confusion and encourage more retirement
savings.

Members of the Savings Coalition of America feel sirongly that tax reform should
encourage Americans to take more responsibility for their retirements. One way in which this
can be achieved is to promote values that we all share; such as savings and thrift. When it comes
to savings, our tax code should encourage Americans to save for their futures and make it easier
to do so. The variety of income limits for current tax-favored IRAs are cumbersome and
confusing and we encourage the Committee to recommend substantial simplification in this area.
Provisions that encourage individually responsible behavior such as savings should apply to all
Americans. Our current tax-favored savings vehicles already limit the amount that can be saved.
We should not limit eligibility of the people who can save through them. That just makes them
more confusing.

Required Minimum Distributions

Under present law, Americans who reach age 70 ' are required to begin taking
distributions from their [IRAs. This is one of the most complex areas of tax law affecting
retirees. For this reason, the staff of the Joint Committee on Taxation has recommended that the
age limit for minimum required distributions be eliminated. One unintended consequence of the
requirement is that individuals may be forced to take a distribution at a time when their
investment has declined in value. Over the past several years, many retirees and workers about
to retire have seen a drop in the value of their retirement nest eggs. Those subject to the

requirement may be forced to realize losses on part of their investments at a time when they can
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least afford to do so. The minimum required distributions rules merely determine when taxes
will be imposed on retirement savings, not if. When the IRA owner withdraws funds, it will be
taxed as ordinary income.

In addition, tax reform should take into account such things as a longer life expectancy
for most Americans. U.S. life expectancy rates have increased substantially since the minimum
distribution rules were first extended to all types of retirement plans. According to the Social
Security Administration (SSA), in 1974, the vear in which IRAs were created, the life
expectancies for males & females were 68.3 years and 76.0 years respectively. In 2000, SSA
projected life expectancies of almost 74 years for males and 80 years for females. With such
substantial increases in longevity, it is important that the minimum distribution rules be updated
to ensure that American workers are not forced to take distributions prematurely.

Critics also overlook recent trends in the numbers of seniors working past the age of 65
and into their seventies. According to the U.S. Bureau of Labor Statistics, more than 7 million
workers are age 65 and over — an increase of more than 100 percent since 1985'. With the recent
market downturn, more and more seniors are putting off their retirement. According to a 2002
survey, 1.9 million households will be delaying retirement, contributing further to the numbers of
seniors in the workforce. It is shortsighted policy to force distributions from retirement accounts
when seniors are pushing back retirement dates to ensure they will have enough to live
comfortably throughout their retirement years. As Americans live longer, we have learned that
the minimum required distribution rules have become more burdensome and need to be

eliminated or at the very least, changed to reflect gains in life expectancy.

! US Bureau of Labor Statistics, Labor Force Statistics from the Current Population Survey D:
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The Savings Coalition supports the Committee on Ways and Means’ goal towards tax
simplification and offers its assistance in this effort. We look forward to working with you on

this important initiative.
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Statement of Gerald E. Scorse

This statement recommends new rules for mandatory distributions from tax-advantaged
retirement accounts, and for the taxation of such distributions. They should begin at age 65, not
at age 70 1/2, as is now the case. The percentage amounts of the distributions should be
increased across the board. In addition, so-called “stretch IRAs™ should be prohibited.

The reasons for these recommendations are spelled out in an article which [ wrote, “Retirement
Taxes Shield the Affluent, Short-Change the Nation.” The current system is inherently
inequitable. The benefits flow entirely to affluent taxpayers, and they cost the Treasury untold
billions a year. The Committee is well aware of America’s large and growing federal deficit.
Reforming the rules for mandatory distributions could make a significant contribution to deficit
reduction.

Here is the text of the article noted above:

For almost 40 years, starting in 1974, Uncle Sam has generously subsidized retirement accounts
for the golden years. Annual contributions are commonly tax-free. Gains accumulate tax-
deferred, usually for decades. Only on the back end do taxes enter the picture. They’re due and
payable when withdrawals begin, starting at age 59 1/2 (if desired) or at 70 1/2 (mandatory each
year from then on).

The time for mandatory tax payback is exactly when the affluent—with help from both sides of
the aisle—begin to welsh on their end of the retirement bargain. New ways are dreamt up,
legislation enacted, and rules adopted to avoid, delay and minimize taxes on retirement account
withdrawals. Ironically, it’s the affluent who enjoy the lion’s share of the subsidies all along. The
Treasury foregoes $52 billion a year for high-contribution 401(k) accounts, making them the
third largest tax break in America.

Let’s look at some of the ways that Uncle Sam’s generosity has been repaid by outright welshing
and systematic nickel-and-diming. Then let’s adopt John McCain’s 2008 campaign mantra. Let’s
put “Country First,” and see how retirement taxes could help cut our record federal deficit. Tens
of millions of baby boomers will begin to hit the mandatory retirement account withdrawal age
in 2016—enough time for Congress to make new rules that more fairly enforce the tax payback
portion of the retirement account bargain.

A bi-partisan Congress twice crafted laws specifically inviting well-heeled taxpayers to renege
on the tax payback. For 2009, in a move that could only benefit the affluent, lawmakers
suspended mandatory distributions. Any taxpayer who actually needed the distribution had no
choice but to take it and pay taxes; those who didn’t need it took a pass and saved thousands,
adding those thousands to the federal deficit. Earlier, in another deficit-hiking move, Congress
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allowed up to $100,000 per-year in retirement distributions to be signed over to private
charities—denying the Treasury the taxes it had coming, and state and city treasuries as well.

Both laws rested on ultra-flimsy rationales, and both have lapsed. There’s plenty more that still
needs fixing, starting with the mandatory distribution age itself. Who benefits, after all, from a
tax payback that doesn’t even have to begin until 70 1/2? Uncle Sam doesn’t benefit. Those who
depend on retirement accounts to help them get along don’t benefit; they’re drawing down well
before that. The only real beneficiaries are those who simply don’t need the money.

The same can be said for the withdrawal formulas, which start out low and creep up ever so
slowly. The formula that applies to most people calls for a starting minimum required
distribution of under 3.7 percent. Twenty-five years later, at age 95, the required distribution is
Jjustl 1.6 percent. While the formulas apply to all taxpayers, the benefits flow solely to those in no
need and no hurry.

Now let’s apply McCain’s “Country First” to retirement taxes. First, let’s move up the
mandatory distribution age from 70 1/2 to 65: when it's Medicare time, it’s also time to start
paying back Uncle Sam for those retirement tax breaks. Second, let’s increase the minimum
withdrawal percentages to bring them more in line with actual life expectancies. Third, let’s
forbid so-called “stretch IRAs”. These are multi-generational transfers, now permitted, which
can string out distributions (and the taxes on those distributions) into the next century. Multi-
generational transfers are fine, but America deserves its full cut first.

It’s the least the affluent can do (or anybody for that matter) to square accounts with a generous
uncle.

-30-

In closing, I want to thank the Committee for the opportunity to make this statement. It's a great
country where an ordinary citizen can speak directly to the highest legislative body in the land.
As I hope the statement makes clear, it’s the country’s interests that I have in mind.
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Statement of Susan Crase

April 18,2012
To: Congressman Dave Camp, Chairman of the Committee on Ways and Means
Re: Hearing on Tax Reform and Tax-Favored Retirement Accounts, April 17,2012

Congressman Camp,

I listened, intently, to your discussion regarding how you, the government, would handle We The
People's retirement savings. 1% of all, Congress cannot manage it's own money: | do not think you are
qualified to dictate how much and through whom | must automatically contribute my retirement
savings. If'] choose to save through my employer (an employer contribution is a benefit), another
venue or put my money in a quart jar, this should be my decision. All people are not the same. We
have different goals, needs and dreams for retirement, therefore, each individual will save differently.
The more levels, rules and savings plans you make, the more complex you make it to understand. We
The People see this as more government interference in our lives.

I lost my full time job at the beginning of the recession in 2007. 1 rolled my retirement into a savings
venue inmy bank. Since | am over 55 and have been out of work for 5 years, | am deemed
"unemployable". My Vietnam Veteran husband has nearly 20 years in at his employer, but the pay is
so low, we have a hard time making ends meet. (2011 gross was $33,739, but after taxes we had
$28,604 to survive on). We do not try to live a life of luxury. We were forced to retrieve my entire
retirement savings to keep our home. | paid taxes on that income when | earned it. When I took the
money out, I paid taxes on it again plus [ paid the government a penalty to take it out early. The
government also dictated what | could take it out for. This is where the problem lies. Your policies
are set up to give the government my retirement. It's not yours, it's MINE! Now you want to make
more policies to dictate the amount of money a person pays into a savings account, then make it
automatic (I view this as mandatory) to make sure we have enough funds to supplement the Social
Security taxes we have paid in order to live comfortably in retirement. Who are YOU to decide the
level of my retirement existence?

Your opening statement says your three goals are simplification, efficiency, and increasing retirement
and financial security for American families. Simplier would be to eliminate the titles 401(k), 403(b),
457(b), IRA, SIMPLE IRA and SEP IRA. Call it what it is, a Long-Term Savings Account. More than
5 years is long-term and less than 5 years is short-term. I would hope the tax brackets also get
revamped so as not to penalize a person for making more money than his neighbor. The vast majority
of U.S. Citizens have worked for their money. If they want to invest in the stock market, a CD or a
local business, it should be up to the saver/invester. An efficent way for the government to tax the
savings and encourage financial security in our later years would be to tax it at 50% of the federal,
state and local rates, combined. [f[ paid a total combined tax of 10%, then tax my Long-Term Savings
at 5%. But, don't tax it again when I take it out and don't fine me for taking it out when I need it. Tax
it as a deduction on my yearly tax return. All of the above current savings plans force We The People
to invest in the stock market. Evidence has shown there is corruption within the stock exchange, yet
YOU the government want We The People to contribute our hard earned money to the hedge fund
managers, speculators and other market crooks who are only out for their own financial gain...and at
OUR expense! [fa saver/investor chooses to invest in stocks, there are plenty of advisors in every
town to whom we can turn for guidence. The last company | worked for provided such an advisor to
explain options for saving. This is the right place to educate the population on savings venues. Not
Ms. Miller's idea of another government entity deciding for the masses.

In closing, | encourage your committee to take this opportunity to reduce government waste. Reduce
the paperwork, confusion and the creation of another govenment department that wreaks of
interference in We The People's life after work.

Respectfully,
Susan Crase
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