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ARE AMERICANS BEING ENCOURAGED TO
BREAK OPEN THE PIGGY BANK?

WEDNESDAY, JULY 16, 2008

U.S. SENATE
SPECIAL COMMITTEE ON AGING
Washington, D.C.
The committee met, pursuant to notice, at 10:35 a.m., in room
SD-562, Dirksen Senate Office Building, Hon. Herb Kohl (Chair-
man of the committee) presiding.
Present: Senators Kohl, Salazar, McCaskill, and Smith.
Also Present: Senator Schumer.

OPENING STATEMENT OF SENATOR HERB KOHL, CHAIRMAN

The CHAIRMAN. Good morning to one and all, and we thank you
all for being here today. '

This morning we are going to talk about saving smartly for re-
tirement. Less than 30 years ago, Congress created a new type of
savings plan, the 401(k), to help ensure Americans have adequate
income in retirement. However, increasingly we are seeing 401(k)
funds being treated as rainy day funds, as participants take out
withdrawals and loans. Today, we will learn more about the finan-
cial repercussions of this practice and examine policies that can
best promote the original purpose of 401(k)’s, namely the retention
and the growth of retirement savings. '

First, let us look at the numbers. According to the Employee
Benefit Research Institute, nearly one in five 401(k) plan partici-
pants do have an outstanding loan. We will learn from Dr. Weller’s
testimony that loans and withdrawals are not only increasing in
number, but that loan amounts are growing substantially as well.
We can only expect that these trends will worsen as more people
face economic hardships due to the housing and credit crises and,
over the long term, contribute to America’s already poor record on
savings.

We need to be clear that we are not saying that all 401(k) loans
and withdrawals are a bad thing. Research has shown that making
loans and withdrawals available for legitimate purposes can help
encourage people to participate in 401(k) plans. However, loans and
withdrawals can be ill-advised for several reasons, and we believe
that participants should be aware of the negative consequences
they may have on their retirement savings.

Frankly, I believe that there are some ways of using 401(k) sav-
ings that are patently bad, such as the 401(k) debit card. By offer-
ing a 401(k) debit card, plans send the message that it is OK to
use retirement savings for everyday purchases despite the fact that
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the high fees associated with its use will drastically diminish sav-
ings. When a participant can use his or her 401(k) plan to make
casual, everyday purchases, like even buying a cup of coffee, clearly
that is a gross distortion of the plan’s intended use.

We are also concerned about the high fees many plans charge
their participants. These fees can significantly reduce the amount
of savings Americans have when they retire. Last fall, I held a
hearing to consider the impact of these 401(k) fees and promote
their disclosure. Following the hearing, I introduced .a bill with
Senator Harkin that would require all 401(k) plan managers to re-
veal to both the employers and workers how much they charge in
administrative fees.

Considering the impact fees can have on savings over time, I am
concerned about recent advertising campaigns that encourage Fed-
eral employees and retirees to move their retirement accounts out
of the Federal Thrift Savings Program and into higher-fee ac-
counts. The TSP has the lowest administrative costs of any retire-
ment program in the country, and I believe that these misleading
ads are a disservice to hard-working public servants. Therefore,
yesterday I sent letters to the companies that we know are running
these advertisements asking them to reexamine this practice.

In just a moment, we will hear from several experts and industry
officials about how loans and withdrawals can be used more re-
sponsibly. We will also hear from the manager of the largest retire-
ment savings plan, the TSP, about their policy on loans and with-
drawals. Following today’s hearing, I plan to introduce a bill with
Senator Schumer that will prohibit the use of 401(k) debit cards
and to set a limit on the number of loans a participant can take.

In closing, the bottom line of today’s hearing is that 401(k) and
similar defined contribution plans were created to ensure that peo-
ple would have adequate savings for retirement, not as a source of
credit to use casually. The Federal Government provides $325 bil-
lion in tax benefits over the next 5 years to encourage retirement
savings each year. I believe we have a duty to make sure that they
are used properly so that all Americans can have a secure retire-
ment.

Let me turn now to Ranking Member Senator Gordon H. Smith
for his comments.

[The prepared statement of Senator Kohl follows:]

OPENING STATEMENT OF SENATOR GORDON H. SMITH,
‘ RANKING MEMBER

Senator SMITH. Thank you, Mr. Chairman. Ladies and gentle-
men, all of you, thank you for being here today and to our wit-
nesses, we appreciate the contribution you are making by your tes-
timony here before this committee.

These are tough times for American families. Gas and food prices
are at record highs, and this makes it difficult for many families
to fill up their cars and pay for essential groceries.

The current economic environment also makes it difficult for
many families to pay their bills on time, or at all. Many people are
faced with missing one or two payments that they have every in-
tention of making up the next month, but the next thing you know,




they are in a hole trying to dig their way out of debt and just do
not have the cash to do it.

Given how common this scenario has become, I am not surprised
that many Americans are looking to their retirement savings to
help them make ends meet. Fidelity has seen an increase of 16 per-
cent in 401(k) hardship withdrawals in comparing the first quarter
of 2007 to 2008.

And according to a survey released in February by the Trans-
america Center for Retirement Studies, at the end of last year, 18
percent of workers had loans outstanding from their plans, up from
11 percent in 2006.

Although I understand the reasons, this trend concerns me and
us as tapping into 401(k) savings today can have a significant im-
pact on one’s level of income at retirement age. '

According to Variguard, an employee who.takes out two loans to-
taling $30,000 from their 401(k) and pays them back in 5 years will
have almost $40,000 less in their 401(k) after 30 years than an em-
ployee who takes no loans.. Considering the median 401(k) account
balance in 2006 was about $66,000, $40,000 is a lot of money.

This leads me to my final point, one I have made many times be-
fore: Americans need to save more for retirement. For most of us,
our 401(k)’s will be our primary source of retirement savings, and
$66,000 is certainly not enough money to retire on, especially if you
take out another $40,000.

T have been working over the past few years on ways to help
Americans increase their retirement savings. I am pleased that
Mark Iwry and David John from the Retirement Security Project
are with us today to share their perspective and ideas on this topic.
Mark and David came up with the concept of the automatic IRA,
which Senator Bingaman and I then developed into legislation. Our
auto IRA bill would allow those employees not covered by a quali-
fied retirement plan to save for retirement through automatic pay-
roll deposit IRA’s. The auto IRA bill is currently under consider-
ation by the Senate, and I hope my colleagues will join me in push-
ing for its much needed passage.

Again, I thank you all for being here and look forward to this
hearing. :

Thank you, Mr. Chairman. '

[The prepared statement of Senator Smith follows:]

. The CHAIRMAN. Thank you, Senator Smith.

At this time, we are pleased to welcome our panel.

Our first witness will be Dr. Christian Weller. Dr. Weller is a
Senior Fellow at the Center for American Progress and an Asso-
ciate Professor of public policy at the University of Massachusetts
in Boston. He is an expert on retirement income security and his
work has been featured in numerous academic and popular publi-
cations. i
- Next we will be hearing from two witnesses who will share the

joint time: Mark Iwry and David John. They are both principals
with the Retirement Security Project.

Mr. Iwry is also a Senior Fellow at The Brookings Institution.
Previously Mr. Iwry served as the Benefit Tax Counsel at the U.S.
Treasury Department between 1995 and 2001 where he was re-
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sponsible for tax and regulations relating to tax-qualified pension
and 401(k) plans.
" Mr. John is a Senior Research Fellow at The Heritage Founda-
‘tion where he has written and lectured extensively on the impor-
tance of reforming our Nation’s retirement system.
Next, we will be hearing from Gregory Long. Mr. Long is Execu-
tive Director of the Federal Retirement Thrift Investment Board,
and he serves as the managing fiduciary of the Thrift Savings

Plan, or TSP. The TSP is the largest defined contribution plan in

the 'world, serving over 3.7 million current and former Federal em-
ployees and uniformed service members with over $200 billion in
assets. Previously Mr. Long worked for CitiStreet and Putnam In-
vestments.

Our next witness will be John Gannon. Mr. Gannon is the Senior
Vice President for Investor Education at the Financial Industry
Regulatory Authority, or FINRA. Previously he served as the Dep-
uty Director of the Office of Investor Education and Assistance at
the U.S. Security and Exchange Commission.

And finally, we will be hearing from Bruce Bent. Mr. Bent is the
founder and Chairman of The Reserve and its sister company, Re-
serve Solutions. The Reserve manages over $120 billion in assets,
making it the third largest family owned asset manager in the
United States.

We welcome you all. We look forward to hearing from you and
we would appreciate it if you would hold your testimony to 5 min-
utes. Mr. Weller?

STATEMENT OF CHRISTIAN E. WELLER, PH.D., ASSOCIATE
PROFESSOR, DEPARTMENT OF PUBLIC POLICY AND PUBLIC
AFFAIRS, UNIVERSITY OF MASSACHUSETTS BOSTON; AND
SENIOR FELLOW, CENTER FOR AMERICAN PROGRESS AC-
TION FUND, WASHINGTON, DC

Dr. WELLER. Thank you very much, Chairman Kohl, Ranking
Member Smith, for inviting me here to talk about 401(k) loans and
trends in those loans and the causes of those loans.

I will make the point that demand for 401(k) loans is largely
driven by economic necessities. The economic necessities are unem-
ployment, bad health, and home ownership, especially during the
housing boom. Now, as the housing crisis grips the country, more
and more individuals are tapping their 401(k)’s to help smooth over
the troubled economic times. But this means that families lever-
aged their retirement security to ease their present financial inse-
curity.

To counter this trend, policymakers must reduce the need for
people to borrow. This will require substantial improvements to in-
come growth for American families and a commitment to providing
health and unemployment insurance to citizens who experience un-
expected health expenditures and job loss.

Let me give you a little bit of background on 401(k) loans. When
families encounter rising demands on their budgets such as med-
ical emergency, a spell of unemployment, or higher cost for nec-
essary items, including housing, they often turn to consumer loans
to help them smooth over a rough patch. Workers who are covered
by a 401(k) can borrow from their own savings. An account holder
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may borrow up to half of his or her retirement savings with no pen-
alty as long as the loan is repaid within 5 years. The interest rate
is low, typically 1 to 2 percent above the prime interest rate, but
there are clear drawbacks. Once the money is out of the retirement
account, it does not earn a rate of return. The low interest rate also
means that you get low additions to retirement savings, and if you
-do not pay the loan, there are substantial penalties.

The 1mpact of the 401(k) loans can be severe. We calculate in our
paper that we are releasing today with the Center for American
Progress some hypothetical examples. We find that if you take out
$5,000 in loans as a typical worker, in the first 5 years of having
such a loan, you can reduce your retirement savings by the end of
your career by up to 22 percent depending on the various assump-
tions. That is a substantial reduction in retirement savings.

This reduction in retirement savings comes typically at a time
when other retirement income is also going down. This is the case
right now. Housing values have fallen at the fastest rate in more
than 3 decades and financial markets have been in turmoil for a
year now decimating existing retirement savings. At the same
time, families are increasing their borrowing from 401(k) loans due
the growing economic hardships.

We also find that 401(k) loans generally add to the total debt
burden the families have. They do not substitute for other loans.
401(k) loans grew in total amount to $31 billion in 2004, the last
year for which we have data, up from $6 billion in 1989, an in-
crease of almost 400 percent. This reflects just simply the fact that
more people have loans and have the access to those loans.

But it also means that borrowers are tapping out on other loans.
What we find in particular is the 401(k) loan holders have typically
median debt payments relative to income of 22.5 percent of their
income, substantially higher for those who do not have those loans,
18 percent. This would not be the case if 401(k) loans substituted
for other forms of debt.

There have been a number of important shifts in terms of demo-
graphic characteristics of who is taking out the loans. The dif-
ferences between minorities and whites have been shrinking,
meaning whites have been taking out loans faster than minorities
over time. 401(k) loan holders also have gotten younger and they
have also become more educated over time. So this is becoming in-
creasingly a middle class phenomenon, if you will.

The reason why people borrow is because they have to. The pri-
mary reason we find is bad health. A spell of bad health increases
having a loan by more than 50 percent. Also, home ownership, es-
pecially during the housing boom, has forced people to borrow more
from their 401(k) loans. However, that comes at a cost. We find
that home owners who have a 401(k) loan typically have higher
mortgage payments, less equity, and are more likely to have an ad-
justable rate mortgage. That means basically home owners who are
financially tapped out otherwise are now borrowing from their
401(k)’s to basically just afford the down payment in the housing
boom period. '

So the solution here for us at least is that we need to find ways
to keep people from borrowing, from tapping into retirement in-
come security. That means we need to strengthen income growth,
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but we also need to create a stronger social safety net so that peo-
ple do not have to use their 401(k) plans as supplemental unem-
ployment insurance or health insurance.

Thank you very much.

[The prepared statement of Dr. Weller follows:]
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Introduction and Summary

Thank you very much, Chairman Kohl, Ranking Member Smith and members of the
committee for inviting me to speak to you this moming.

My testimony will focus on trends in loans from 401(k) plans and the reasons for these
loans over time.

Imagine that you or someone in your family who relied on you for financial help were
faced with unexpected medical bills that you could not afford with your current income.
Luckily, you have managed to save a nest egg for retirement through your 401(k) plan,
the most common defined-contribution retirement savings plan in the United States
today, and you can simply borrow against that to keep the bill collectors at bay. Since the
money is yours, there is no approval. You may borrow up to half of your retirement
savings with no penalty so long as you pay it back within 5 years. Even better, the
interest rate on these borrowed funds is lower than those on many other loans.

However, while the money is out of your retirement account you are not receiving an
investment return. You are also paying yourself a below market rate of interest, which
means that as a lender to yourself you are not being paid in full. And should you fail to
pay the loan back you will have to pay taxes on the monies and pay a 10 percent penalty
on top of that. Finally, the interest payments you are paying yourself are helping to grow
your retirement savings, but you have paid them in after-tax dollars, and will have to pay
taxes on that “gain™ again when you retire and receive money from the account.

Given the significant downsides to 401(k)-type loans, why do people take them? Families
take these loans because they are either uninsured or underinsured for the risks they face.
Over the past few years, families looked for new ways to bridge the gap between slow
income growth and rapidly rising prices, especially for houses, but also for food, energy,
and health care. This search more often than not led them to household credit, but as
families amassed ever-larger amounts of household debt they sometimes also sought out
additional financial resources, such as their retirement plans.

Now, as the housing crisis grips the country, more and more individuals are tapping their
401(k)s. Most defined-contribution (DC) plans allow individuals to bomow from their

401(k)s. At the same time, these plans have become more widespread.! The result is that
families leverage their future retirement security to ease their present financial insecurity.

To reduce the likelihood of workers leveraging their retirement to cover current
catastrophes policymakers must reduce the need for people to borrow. Policy solutions
will require substantial improvements to income growth for America’s families, and a
commitment to providing health and unemployment insurance to citizens who experience
unexpected health expenditures and job loss. To understand the need for such policy
actions, this report considers the evidence on loans drawn from DC plans from 1989 to
2004, the last year for which complete data are available. The data show the following.
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"o Even with a fairly modest loan amount of $5,000 in 2008 dollars, a worker’s
retirement savings could be substantially reduced. For instance, a 401(k) plan
participant who takes a loan to smooth over an economic rough patch, and makes
only the loan payments, reduces their total retirement savings between 13 percent
and 22 percent.

o Loans from DC plans have risen sharply. Over a period of 15 years, loans against
retirement savings accounts increased almost fivefold in inflation-adjusted terms,
to $31 billion in 2004, up from $6 billion in 1989—an increase of almost 400
- percent. This reflects in large part the fact that many more people save for their
retirement with defined-contribution plans and thus have access to these loans.

¢ Despite beneficial interest rates, loans from DC plans add to the overall debt
burden and do not seem to substitute for other forms of debt. 401(k) plan
participants who borrowed from their DC plans had median debt payments
relative to income equal to 22.5 percent after 1995, while those who did not
borrow paid only 18.0 percent. This difference in debt payments relative to.
income, 4.5 percentage points, had grown from 0.6 percentage points between
1989 and 1995.

o There have been important changes by demographic characteristics. Over the

- period under examination, borrowers from their 401(k)s were more equal by race
and ethnicity. Loans among white 401(k) plan participants have become relatively
more likely than among their African-American or Hispanic counterparts. Also,
families with DC loans have gotten younger and have become more concentrated
among families with high school degrees.

¢ The evidence shows that middle-class families in particular rely on their
retirement savings accounts to provide them with easily accessible loans. This is
particularly true when families buy a home, experience a spell of unemployment,
and are burdened by bad health.

o There is no link between loans from DC plans and conspicuous consumption. If
a.nythmg, families which exhibit a positive attitude toward borrowing for
conspicuous consumption are underrepresented among families with loans from
DC plans that were used for the purchase of goods and services.

The data point the way for current trends. As the economy slows, people are losing their
jobs, and wage gains are falling behind sharply higher prices for energy, health care,
transportation, and food. Families need to find ways to smooth themselves over the
current rough patch even more so than in 2004, the endpoint of our analysis of the
available data. With other venues to borrow money, particularly home equity lines,
closed off due to lower house prices, tighter credit standards, and slower income growth,
families are turning increasingly to the easily accessible loans from their 401(k) plans.
The data through 2004 is a harbinger of the erosion in retirement security to come as
families are economically squeezed from all sides.
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The Basics: Loans from 401(k)-Type Plans

Over time, more people have DC plans and more people with DC plans can borrow from
their DC plans. Specifically, among families with 401(k) plan paxticipams between the
ages of 25 and 64, the share with a DC plan increased to 39.7 percent in 2004 from 25.2
percent in 1989. During the same period, the share of families wnth a DC plan who could
borrow from their DC plan rose to 72.2 percent from 60.5 percent.>

These trends show that an ever-growing share of families had access to DC loans, but
there are good reasons to believe that the number of people with such loans has increased.
In fact, previous researchers have found some indications for growth of DC loans. For
instance, Annika Sunden and Brian Surette found in 2000 that the share of families that
have a DC Joan outstanding rose to 5.3 percent in 1998 from 2.1 percent in 1992.* More
recently, the Employee Benefit Research Institute reported that an average of 18 percent
of people with a 401(k) plan had a loan outstanding in 2006, compared to 19 percent in
2005, 18 percent in 2000 and in 1996.° Because the share of people with a 401(k) plan
has also risen at the same time, more people and a greater share of the entire population
had such loans over this 10-year period.

One of the reasons for the growth of people with these loans is that a loan from a 401(k)
is easy and convenient for the borrower. The borrower acts like a bank to himself or
herself, albeit within some limits. People with a 401(k)-type plan can borrow $50,000 or
one half of the vested balance from the account, whichever is lower. Any loan has to be
repaid within 5 years or less, except for loans that have been taken out for the first-time
purchase of a home and can be repaid over a period of up to 15 years.

The interest rates on these loans are generally very favorable. For instance, in 1996, it

was “found that about 70 percent of the 401(k) plans that allow[ed] borrowing charge[d]}
an interest rate equal or less than the prime rate plus one percentage point, whxle less than
10 percent charge[d] and interest rate equal to the local bank’s lending rate. 7 The
repayment of the loan is not tax deductible, though, and neither are the interest payments
unless the loan is secured by the primary residence.

Borrowers can incur penalties if they do not repay the loan to their 401(k)-type plan.

Borrowers may leave a job before the final payments are due or they fail to make the
agreed upon payments during the term of the loan. If this happens, the outstanding loan
amount is considered a taxable distribution from the 401(k)-type plan. In particular, if the
borrower is less than 59-and-one-half years of age, they will have to pay income tax on
the outstanding loan amount plus an additional 10 percent as excise tax. If they are older
than 59 and one-half, they are no longer subject to the excise tax, but still have to pay the
income tax.

Over time, the U.S. Internal Revenue Service has clarified some rules, especially with
respect to the timing of loan repayments. The IRS clarified some of the rules governing

- loans from 401(k) plans. Specifically, employers are permitted to give employees a grace
period before the outstanding loan balance becomes a taxable income to the employee.
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This grace period may not extend beyond the last day of the calendar quarter followmg
the quarter during which the last payment was due.

Also, employers can increase the required installments to repay the loan according to the
original schedule after employees return from leaves of absence. In addition, the new
rules also clarify how much of the original loan is considered taxable when more than the
maximum amount is borrowed. Furthermore, having more than two loans a year is
considered a distribution subject to income taxes and a 10 percent excise tax. For those in
military service, payments must resume after the end of the service, and the loan must be
paid off by the end of its original term plus the period of military semce All of these
changes became effective for loans made on or after January 01, 2004.%

Loans from Retirement Savings Plans Can Substantially Reduce Retirement Income

The basics of borrowing from a 401(k) plan highlight the dichotomous nature of loans
from one’s own retirement savings accounts. On the one hand, such loans are easily
accessible and thus can reduce financial insecurities. On the other hand, these loans can
also exacerbate current and future financial insecurity. They carry the risk of substantial
tax penalties if the borrower fails to repay the loan in time due to job loss or other
unforeseen circumstances. And repaying such a loan may mean that a worker is saving
less for retirement than they otherwise would have, whxch can mean less retirement
income in the future.

We calculate a few hypothetical examples to simulate the reduction in retirement savings
that could come about as a result of a worker taking out a pension loan to the amount of
$5,000 in 2008 dollars.” How much a 401(k) plan participant loses in terms of retirement
savings, if anything, from taking out a loan against retirement savings depends on a
number of factors, specifically:

The interest rate charged for the loan.
The interest rate eamed on savings.
Whether the borrower keeps up with contributions to the retirement savings plan
in addition to repaying the loan.
¢  When the loan is taken out.

If the interest rate on the loan is less than the rate of return on the DC retirement savings
plan, then the worker loses money because lending to oneself is less profitable than
investing in stocks and bonds. But if the worker continues to make contributions to the
401(k) plan, then they will more quickly fill the hole that was created by taking out the
loan. Finally, if a worker takes out a DC loan toward the end of a career, then the 401(k)
plan has had more years to build up retirement savings and fewer years of compound
interest to lose on the loan amount that is taken out.

We generate a range of simulations to illustrate these aspects. First, we allow the interest
rate on the loan to vary, equaling 7.8 percent, 7.3 percent, or 8.3 percent. Over the past 10
years—from 1997 to 2007—the prime rate, to which interest rates on DC loans are often
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tied, has averaged 6.8 percent.’® Thus, our interest rate assumpnons reflect an 1mphc1t
assumption that interest rates on DC loans are equal to prime plus 1 percent.

Second, we assume that the loan is taken out after S years, 10 years, or 15 years. And
third, we model the outcomes when either a worker makes or foregoes additional
contributions. For the case of additional contributions, we assume that the worker makes
only the loan payments, or makes the same amount of payments that would have been
made if there hadn’t been a loan—whichever is larger—or makes the loan payments and
continues to contribute the original saving amount.

The simulations illustrate the basic facts about borrowing from one’s own DC retirement
savings accounts. In particular, lower loan interest rates mean larger losses, and later start
dates of a loan translate into smaller losses, as do additional contributions.

Even with a fairly modest loan amount of $5,000 in 2008 dollars, a worker’s retirement
savings could be substantially reduced. For instance, if the worker only makes the loan
payments—which could be a reasonable assumption if the worker took out the loan to
smooth over an economic rough patch—then total retirement savings are reduced
between 1 percent and 22 percent (Table 1). The exact reduction depends on the loan
interest rate, on the timing of the loan, and the level of additional contributions made
outside of the loan repayment. Lower interest rates, earlier loans, and fewer additional
contributions reduce retirement savings more than higher loan interest rates, later loans,
and larger additional contributions."

It is important to realize, though, that simulation scenarios that assume large additional
contributions are probably not very realistic. As our analysis further below shows, many
families take out loans because demands on their incomes have increased due to a spell of
unemployment, bad health, or the purchase of a home. It thus seems unrealistic to assume
that a large share of families with DC loans will continue to make their original
contributions while also repaying their DC loans.
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. Table 1
Losses of Retirement Savings from Borrowing from a Retirement Savings Account

Loan taken after 5 years Loan taken after 10 years  Loan taken after 15 years
Account Percent of Account Percent of Account Percent of

balance in no-loan balance in no-loan balance in no-loan
year 35 balance ~  year 35 balance year 35 balance
No loan 835,458

Make loan payments

7.3 percent loan 651,997 78.0 692,386 829 724,632 86.7
7.8 percent loan 653,020 78.2 693,642 830 725,191 86.8

8.3 percent loan 654,048 783 694,402 83.1 725,754 86.9

Make the larger of either loan payments or contributions without loans

7.3 percent loan 703,921 843 734,893 880 = 756,067 90.5
7.8 percent loan 704,385 843 735,236 88.0 756,288 90.5
8.3 percent loan 704,852 84.4 735,582 88.0 756,510 90.6

Continue to make contributions and repay the loan

7.3 percent loan 831,543 99.5 832,563 99.7 833,318 99.7

7.8 percent loan 832,565 99.7 833,319 99.7 833,877 9.8
8.3 percent loan 833,594 99.8 834,080 99.8 834,439 99.9

Notes: Authors’ calculations. See text for details on simulation and their assumptions. All account balances
are in dollars. Ratios to no-loan balance are in percent. Dollar amounts are not adjusted for inflation.
Nominal rate of return is 9.2 percent.

Workers who borrow from their own DC retirement savings may not have other options
as they may encounter hard economic times. The numbers, though, make it clear that
more financial security today is traded off against substantially less economic security in
the future.

This is especially troublesome since many workers with DC plans are already at risk of
substantially lower income in retirement. Researchers at the Center for Retirement
Research at Boston College, for instance, calculate that 49 percent of early baby boomers
bomn between 1946 and 1954 who also have.a DC plan are at risk of not being able to
maintain their standard of living in retirement. For late boomers, born between 1955.and
1964, the share of families at risk increases to 52 percent.'? Thus, DC loans have serious
ramifications for retirement income security since DC plans have increasingly become
the only retirement savings plan for many workers."

Loans from Retirement Savings Accounts Are Up Sharply, Contributing to
Families’ Financial Squeeze

Borrowing from one’s own DC account is comparatively easy. As long as a DC plan
permits it, there are only a few restrictions and, more importantly, there is only a limited
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loan application process involved. A family with one or more 401(k) plan participants
may thus turn to borrowing from its own retirement account when getting a loan from a
bank is impossible or too expensive to do. :

This may explain the growth of the total amount of loans outstanding against retirement
accounts over time (Figure 1). Over a period of 15 years, loans against DC retirement
savings accounts increased almost fivefold in inflation-adjusted terms, to $31 billion in
2004, up from $6 billion in 1989—an increase of aimost 400 percent. .

Total 401(k) Loans, In 2004 Dollars

$35,000

$30,000

$26,000

* $15,000

Milllons of 2004 Doliars

$10,000

$5,000

1989 1992 1995 1998 2001 2004
Year

Source: Authors’ calculations based on various years of Board of Governors, Federal Reserve System,
Survey of Consumer Finances, Washington, DC: BOG. All figures are in millions of dollars. Dollar figures
are adjusted for inflation using the CPI-U-RS. '

This upward trend reflects in part larger loan amounts, at least after 1995. The inflation-
adjusted amount of loans for the typical (median) family rose from $2,462 in 1995 to
$4,000 in 2004, after declining in the preceding years (Table 2)."* Similarly, the average
loan amount grew by 61.3 percent from $4,912 in 1995 to $7,932 in 2004. At a time
when other forms of consumer loans, particularly mortgages and home equity lines,
became more readily available, families also sharply ramped up their borrowing from
their retirement accounts. From 2001 to 2004 alone, the median loan amount increased by
25.2 percent and the average amount rose by 12.6 percent.

It is critical to keep in mind that the growth in outstanding loans reflects many more
people with a DC loan over time. In particular, an increasing share of families have a DC
plan and more people can borrow from their DC plans.”
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) Table 2
Loan Amounts for Families with Loans from Their DC Plans

Year 1989 1992 1995 1998 2001 2004

Median loanamount 4,398 2,636 2,462 3478 3,195 4,000
Average loan amount 8,332 '~ 5,002 4,917 6,093 7,046 7,932

Source: In all instances, the demographic characteristics refer to the head of household. Inflation
adjustments are done using the Bureau of Labor Statistics’ CPI-U-RS. Notes: All amounts are in 2004
doliars. Only data for families with loans from their DC plans are considered. Only families between the
ages of 25 and 64 are included. )

Given this sharp increase in loans from DC plans, the immediate question arises: If
families simply substituted loans from DC plans for more costly loans, then families with
loans from DC plans should have lower debt payments relative to income than their
counterparts. :

This is clearly not the case. Families who had DC plans and who borrowed from these
accounts had median debt payments relative to income equal to 22.5 percent after 1995,
while families who did not borrow paid only 18.0 percent. Interestingly, the difference in
debt payments relative to income between families with loans from DC accounts and
those without loans grew from 0.6 percentage points in the early years to 4.5 percentage
points in the later years (Table 3). Borrowing from DC plans thus added to the overall
debt burden of families during the years, when other household debt also increased.

Table 3
Median Debt Payments Relative to Income, by Loans from DC Plans

Families with loans from  Families without loans from

DC plans . DC plans
Before 1998 18.0 16.6
After 1995 225 17.2

Source: Authors’ calculations based on various years of Board of Governors, Federal Reserve System,
Survey of Consumer Finances, Washington, DC: BOG. Notes: All figures are in percent. Only data for
families with DC plans are considered. Only families between the ages of 25 and 64 are included. In all
instances, the demographic characteristics refer to the head of household.
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More White Families, Younger Families, and Families with a High School
Education Borrow from Their DC Plans ‘

We determine whether a connection between demographic factors and loans from DC
plans exists by examining two measures. First, we consider the distribution of family
demographics for families with and without DC loans. We then calculate the ratio
between the two distributions. A ratio greater than one indicates that families with
particular demographic characteristics are overrepresented among families with loans
from DC plans. A ratio of less than one indicates that a group is underrepresented.

Second, we consider the likelihood of borrowing from a retirement savings plan among
families with specific demographic characteristics. In this way, we can gauge if families
with certain characteristics are more or less likely than their counterparts to borrow from
their DC plans, given that they have a DC plan.

The data show three interesting changes over time. First, African Americans, Hispanics,
and other racial groups used to be substantially more likely to have loans from their DC
plans than white families. After 1995, however, African-American families were the only
families to be overrepresented in having a DC loan. In general, the chance of having a
loan has become more equal by race and ethnicity after 1995.

Second, families with loans from their DC plans have become younger. Prior to 1998 the
largest overrepresentation with respect to age occurred for families between the ages of
45 and 54. After 1995, the largest overrepresentation occurred for families between the
ages of 35 and 33. Specifically, there were 17.9 percent more families in this age range
among families with DC loans than among families without such loans. Also, once
families in this age range had a DC plan, they had a probability of 13.8 percent of
borrowing from it, higher than for any other age group, after 1995.

Third, families with DC loans have become more concentrated among families with high
school degrees. After 1995, the largest overrepresentation occurred among families with
high school degrees, while prior to 1998, all families with less than a college degree were
about equally overrepresented among families with DC loans. See the table below for a
complete breakdown of all three of our findings. '




Table 4
Demographic Characteristics and Pension Loans

1989-1995 1998-2004
Share among  Share among Ratio of Share of Share among Share among Ratio of Share of
families with families families with  families with | families with families families with  families with
"losns without loans loans to those  pension loan loans without loans lfoans to those  pension loan
. without loans without loans
Race/Ethnicity : ]
White 74.9 83.6 0.9 73" 78.5 80.5 1.0 17
Black 144 8.5 17 13.1 13.1 10.7 1.2 14.3
Hispanic 64 4.5 ‘14 11.1 5.0 5.1 1.0 1.8
Other . 43 35 13 10.0 .33 3.8 0.9 10.8
Age . !
25-34 241 276 9 72 19.8 22,6 0.9 10.6
35-44 37.2 350 1.1 8.6 390 330 1.2 13.8
45-54 30.7 253 1.2 9.7 29.8 283 11 125
55-64 8.1 122 47 5.5 114 '16.1 0.7 8.8
Education , :
No HS or GED . 59 54 L1 82 45 .46 1.0 11.6
HS or GED 286 - 274 1.1 8.5 345 26.2 13 15.2
Some college t 228 203 1.1 9.0 208 18.7 1.1 13.1
College - 431 46.9 - 0.9 7.5 40.2 50.5 08 9.8

Source: Authors® calculations based on various years of Board of Governors, Federal Reserve System, Survey of Consumer Finances, Washington, DC: BOG.
Notes: All figures (other than ratio) are in percent. Only families between the ages of 25 and 64 are included. In all instances, the demographic characteristics
refer to the head of housebold.

L1
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401 (k) Loans Smooth Bumps in the Road and Make Home Purchases Easier

When we consider the evidence on why families may have taken out loans from their DC
retirement savmgs accounts, we find that homeownexshxp but also unemployment spells
and health care issues likely contributed to the rise in debt. That is, families typically
borrow from their DC plans because they need to, not out of conspicuous consumption.

The primary reason for loans that were taken out against balances in DC plans were the
purchase of goods and services, including consumer durables, such as refrigerators, but
also services, such as financial advice. As our figures show further below, fa.milies
borrowed money largely to purchase these often necessary goods and services since they
had no other way of paying for them. In fact, loans for goods and services rose to about
453 percent in 2004 from about 36 percent in 1998 and 2001 (Table 5).

This rise in loans for purchasing goods and services between 2001 and 2004 came at the
expense of loans for home purchases, which may reflect that mortgages became more
readily available during that period of time. The share of DC loans that were taken out for
home purchases dropped to 13.4 percent in 2004 from 24.4 percent in 2001. Families
likely had. to rely less on the easy access to this particular form of debt because there was
comparatively easy access to mortgages and home equity lines.

In comparison, education and medical loans grew after 2001, when prices for both higher
education and medical care once again rose sharply.™ The increase in the share of loans
for education and medical expenses rose by 4.8 percentage points between 2001 and
2004, from 6.7 percent in 2001 to 11.5 percent in 2004, thus compensating for
approximately half of the decline in the share of'loans for home purchases and
improvements, data which is also reflected in the table below.

Table s )
Reasons for Loans from DC Retirement Savings Accounts

Loan Reason 1998 2001 2004
Home purchase 26.2 244 134 -
Home improvéement 85 103 95 -
Vehicles 105 173 14.6
-Goods and services 36.1 36.3 45.3
Investments and other real estate 2.7 5.0 5.7
Education, medical expenses and ) 161 . 67 11.5

professional services

Source: In all instances, the demographic characteristics refer to the head of household. Authors’
calculations based on various years of Board of Governors, Federal Reserve System, Survey of Consumer
Finances, Washington, DC: BOG. Notes: All notes are in percent. Similar information is not publicly
available prior to 1998. Only data for families with loans from their DC plans are considered. Only families
between the ages of 25 and 64 are included.
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Primarily, though, people borrow from their DC plans to purchase goods and services.
This could reflect a drop in income due to a job loss or additional demands on household
income due to health care needs or the purchase of a home. These effects may not be
fully captured in the loan categories discussed above. For instance, a family in which one
or two family members are in bad health may pay for their medical bills out of their
income, but they may have to borrow from their DC plans to cover other large
expenditures. We thus try to capture the potential effect of unemployment, health status,
income, and homeownership on the likelihood of having a loan from a DC plan.

The figures indicate that there is a link between most of these events and the probability
of a DC pension plan loan. For instance, there were 63.1 percent more families with an
unemployed family member among families with loans than among families without
loans prior to 1998. In the later years, the difference rose to 163.2 percent. Also,
unemployed families were much more likely than employed ones to have a loan prior to
1998. The opposite, though, is true after 1995.

This, combined with the previous fact that unemployed families are disproportionately
represented among families with DC loans, indicates that families experiencing a spell of
unemployment after 1995 also had a lot more access to DC retirement savings accounts.
This may simply reflect the fact that unemployment became a more long-term and more
middle-class phenomenon after 2000.~% Middle-class families tend to be more likely to
have DC retirement savings accounts than lower-income ones, and thus have more ability
to dip into their savings when they experience an unemployment spell. Consequently,
unemployment tends to be associated with loans from DC plans, and it seems that
unemployment has become more widespread among families with DC plans.

Having a family member in bad health also raises the likelihood of having a loan.
Families with a family member in bad health were between 39.4 percent and 47.6 percent
more likely than families in good health to have a loan after 1998, reflecting a growing
difference by heaith status over time (Table 6). Also, families, with a member in bad
health were more likely to borrow from their retirement savings accounts. After 1995, for
example, roughly 16 percent of families with a family member in bad health had a loan,
compared with only 11.0 percent for families in good health.

The figures by homeownership require a little more discussion because renters are
actually somewhat disproportionately represented among families with loans. Once we
look at homeowners and renters with DC retirement savings accounts, though, we see
that homeowners are much more likely to borrow from their accounts. After 1995, 12.4
percent of homeowners borrowed from their retirement accounts, compaxed to 10.1
percent for renters. The table below details all of these trends.




Table 6
Economic Characteristics and Pension Loans

1989-1995 : . 1998-2004
Share among  Share among Ratio of Share of Share among  Share among Ratio of Share of
families with families families with  families with | families with families families with  families with
loans without loans  loans to those  pension loan | - - loans without loans  loans to these  pension loan
" without loans . without loans

Income . )

Bottom Quintile 34 ’ 43 . 08 6.6 . 2.1 4.7 0.5 56

2nd Quintile 193 o187 ' 1.0 ) 83 - 211 19.7 1.1 12.7

‘Middle Quintile 36.6 - : 36.2 1.0. g 82 29.5 364 0.8 12.9

4th Quintile - 36.9 349 1.1 8.5 355 35 1.0 12.1

Top Quintile 38 59 0.6 54 18 42 04 5.5
Housing Situation R, ' A e

Renter 235 219 - 11 " 86 163 197 0.8 10.1

Owner 76.5 78.1 .0 .. 19.7 - 83.7 803 1.0 124
Employment " § )

Employed 83.0 81.1 .10 83 82.9 822 1.0 12.0

Unemployed 20 12 .7 127 2.0 08 25 4.7

Not in labor force 15.0° 17.7 09 . 70 16.4 . 158 1.0 123
Health Status E ’

Missing 830 856 . ° .10 94 756 83.3 0.9 i1.0

Poor Health N .

1 person 130 . 121 ©LL 10.7 209 142 1.5 16.7
2 people 3.1 : 23 0 14 . 13.3 - 35 25 - 1.4 15.9

Source: Authors’ calculations based on various years of Board of Govemors, Federal Reserve System, Survey of Consumer Finances, Washington, DC: BOG.
Notes: All figures (other than ratio) are in percent. Only families between the ages of 25 and 64 are included. In all instances, the demographic characteristics
refer to the head of household, except for employment and health status. A family is characterized as unemployment if the head of household, his or her spouse,
or both are unemployed. The data mdxcate a family as having one person in bad heahh if the head of household or the spouse are in bad health.

0¢
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The important question, though, is whether homeowners who borrowed from their DC
plans face better or worse financial conditions. Specifically, we can imagine two
situations when prospective homeowners dip into their retirement savings to buy a house.
First, a DC loan may allow a family over a threshold down payment for a first home, or
allow them in some other way to buy a home that they otherwise couldn’t “afford,” or
perhaps permit them to buy their home on terms better than those prevalent in the market.

If the first case scenario is prevalent, we should find that homeowners with DC plans are
generally more financially stretched than their counterparts without DC plans. This could
manifest itself in less home equity, a greater share of adjustable-rate mortgages, higher
mortgage payments relative to income, and lower home values relative to income. By
comparison, if the second scenario is more prevalent, homeowners with loans from their
DC plans should be financially more secure, at least with respect to their residential real
estate assets.

We discover in our analysis that homeowners with DC loans tend to be in a more
precarious financial situation than the ones without such loans. Homeowners with DC
loans have less home equity, $44,627, than homeowners without a DC loan, $69,000—a
telling difference of 54.5 percent—for the years 1998 to 2004. In fact, this difference has
widened from 28.0 percent between 1989 and 1995.

Similar gaps, at least after 1995, exist for all other measures. Homeowners who borrow
from their DC plan tend to have higher mortgage payments relative to income, own less
home relative to income, and have a substantially higher probability of borrowing with an
adjustable-rate mortgage compared to homeowners who do not have a loan from their DC
plan . For example, the difference in the likelihood of having an adjustable-rate mortgage
is 17.7 percent for homeowners with a loan from their DC plan compared to only 11.1
percent for homeowners without such a loan.

Homeowners with DC loans also tend to be in a financially more precarious situation
than their counterparts. This suggests that a loan from a DC plan allows families who
" otherwise would not have been able to afford a home to purchase one, although this
increased leverage comes at a.cost. DC loans do not seem to be used to negotiate better
financial terms, for example by offering a larger down payment. The table below details
“our findings.
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Table 7
The Lmk between Loans from DC Plans and Homeowners’ Finances

Variable Time period Family hasa Family has no
’ loan from loan from
their DC plan  their DC plan

Median home equity (m 2004  Before 1998 46,167 59,091
dollars) After 1995 44,627 69,000
Median mortgage payment Before 1998 145 12.1
relative to income (in percent)  After 1995 13.9 1258
Median home value relative to  Before 1998 183.2 174.3
income (in percent) After 1995 161.8 "181.2
Share of homeowners with After 1995 17.7 : 11.1
ARM (in percent)

Source: In all instances, the demographic characteristics refer to the head of household. Authors’
calculations based on various years of Board of Governors, Federal Reserve System, Survey of Consumer
Finances, Washington, DC: BOG. Notes: Only data for home ownmg families with a DC plan are
considered. The figures change only marginally, when all home owmng families are considered. Only
families between the ages of 25 and 64 are included.

Finally, the link between income and DC retirement account loans is not as
straightforward as one might assume. Generally speaking, families in the middle 60
percent of income distribution are disproportionately represented among families with
pension loans. These families are also more likely to borrow from their retirement
accounts, when they have one, compared to low-income and high-income families. That
is, loans from retirement savings accounts are more a middle-class phenomenon than a
low-income one (Table 6).

The evidence shows that middle-class families use their retirement savings to provide
them with easily accessible loans. This is particularly true when families buy a home,
-experience a spel! of unemployment, or are burdened by bad health.

Loans from DC Plans Not Linked to Conspicuous Consumption

Alternatively, families with DC pension plan loans (especially those used for goods and
services, the largest reason for such loans) may be more prone to conspicuous
consumption than other families. We consider a number of variables, which measure
families’ attitudes toward saving and debt. ™!
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We then see if they are systematically linked to the probability of having a loan
outstanding that was used for goods and services, if they have a loan in general, and if so,
how much they borrowed.

If anything, families that exhibit a propensity for debt and for borrowing to finance
conspicuous consumption are underrepresented among families, who have loans
outstanding that were used to purchase goods and services. Only 28.6 percent of families,
for instance, with such loans between 1998 and 2004, are considered aggressive
borrowers—the smallest group. In comparison, conservative borrowers made up 33.1
percent of families with loans against DC plans that were taken out to finance purchases
of goods and services (Table 8).

In addition, 77.0 percent of families in this category did not think it was a good idea to
borrow to finance a vacation, a fur coat, or jewelry, and only 23.1 percent did. Finally,
families in this category are evenly split between savers and non-savers. There is no
evidence that families exhibiting a positive attitude toward debt, particularly for
conspicuous consumption, are the driving factor behind loans against DC plans that were
borrowed to finance purchases of goods and services.

In addition, the amounts borrowed by families, who are less likely to save and show a
greater acceptance of borrowing for conspicuous consumptions, tend to be smaller in
absolute terms and relative to income than for other families. For instance, the median
loan amount relative to income for aggressive borrowers was 4.2 percent, well below the
relative outstanding loan amount of moderate and conservative borrowers. Similarly,
families indicating that they are less likely to save and more prone to borrow have
actually smaller outstanding loan amounts, both in absolute terms and relative to income
(Table 8). :

Another way of thinking about this is to consider if the general attitudes of those who had
DC loans for goods and services differed from those who had DC loans for other
purposes and from those who had no DC loans. The data suggest that those families
taking out DC loans for goods and services were actuaily more careful borrowers than
other families. In particular, only 28.6 percent of families with a DC loan for goods and
services fall into the “aggressive borrower” category, as compared with 36.6 percent of
familjes with DC loans for other purposes and 32.0 percent for families who had no DC
loans.

What's more, there is no difference among these three groups of families with respect to
the proportion of families self-identified as conspicuous consumers. It is only with
respect to families’ attitudes toward saving that there is a clear difference. Families with
DC loans are less likely to be identified as savers, which may reflect their inability to
save due to low income relative to their expenditures and not necessarily their desire to
save.

There is thus no indication that loans from DC plans were primarily driven by a desire for
conspicuous consumption, but rather they seem to reflect economic necessities (Table 9).
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Table 8
Families with DC Loans for Goods and Services:
Personal Attitudes Toward Debt and Saving, 1998-2004

Borrower Type Conspicuous Consumption Saver
Aggressive Moderate  Conservative Yes No No : Yes
Share among families 286 38.3 o331 23.1 77.0 49.1 50.9
(in percent) '

. ) )
Median loan amount (in 3,000 4,000 2,898 1,598 3,200 2,319 4,047 -
2004 dollars) ,

Ratio of median loan 4.0 57 5.1 3.2 5.5 4.8 52
amount to income (in :

percent)

Source: Authors’ calculations based on various years of Board of Gove:ﬁors, Federal Reserve System, Survey of Consumer Finances, Washington, DC: BOG.
Notes: Aggressive borrowers believe it is a good idea to buy goods on an installment plan, moderates believe is it both good and bad, conservatives believe it is a

bad idea. Conspicuous consumers believe it is okay to borrow for jewelry, furs, or vacation purchases. Only families who have DB loans and who stated that they
used the loan to finance goods and services are included. Only families between the ages of 25 and 64 are included. In all instances, the demographic
characteristics refer to the head of household.
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; : ‘ Table 9 .
Comparison of Attitudes of Families with DC Loans for Goods and Services with
’ " Those Without

Percentage Average Average

of conspicious  saver score
aggressive consumption
borrowers score
! Family has DC loan for 286 08 0.5
1 goods and services o L '
| Family has DC loan, but . 36.6 0.8 - 06
‘ not for goods and '
services
Family has no DC loan 320 0.8 0.7
- from their DC plan

Source: Authors' calculations based on various years of Board of Governors, Federal Reserve System,
Survey of Consumer Finances, Washington, DC: BOG. Notes: Aggressive borrowers believe it is a good
idea to buy goods on an installment plan, moderates believe is it both good and bad, conservatives believe
it is a bad idea. Conspicuous consumers believe it is okay to borrow for jewelry, furs, or vacation
purchases. Only families who have DC loans and who stated that they used the loan to finance goods and
services are included. Only families between the ages of 25 and 64 are included. In alf instances, the
demographic characteristics refer to the head of household. .
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No Change in Sight

The U.S. economy is currently experiencing a serious slowdown in terms of economic
growth. And the labor market is responding in kind (after seven years of flat wage gains
after adjusting for inflation) alongside tighter credit and less access to some forms of
credit due to lower house prices. The available data indeed indicate that people are
apparently increasing their DC loans in recent years. Specnﬁcally, a Transamerica Center
for Retirement Studies survey showed an 11 percent increase in people with DC loans in
2007 over 2006.

In comparison, JP Morgan Chase & Co. analysts surveyed 350 DC plans nationwide and
found a 7 percent increase in the second half of 2007.* In addition, the giant fund
manager Fidelity reported a small increase in loans in December 2007. Only Vanguard,
another large fund manager, reported no change in outstanding DC loans.™ Also, DC
loans at Great West Retirement Services, one of the largest retirement plan -
administrators, rose by almost 15 percent from 2006 to 2007.>

Another possibility is to look at hardship withdrawals, for which we do not have data
from the Survey of Consumer Finances. There is again some indication that such
withdrawals have risen in recent years. For example, Great West Retirement Services saw
a 20 percent increase in hardship withdrawals in January 2007 compared to one year
earlier.™ Fidelity also saw a 17 percent surge in withdrawals in 2007, with record
numbers in December.™. .

Often DC loans are growing despite efforts- by employers to discourage such loans. These
efforts include limiting the number of loans or adding fees. For example, according to
Hewitt Associates, a consulting firm, nearly 80 percent of plans charged loan-origination
fees in 2007, up from 63 percent in 2001.>

DC loans primarily seem to be rising because demand for credit is growing amid less
access to other forms of household debt due to tighter credit standards and lower house
prices in the wake of the U.S. housing and global credit crises.™ For instance, in the
Transamerica study, a survey of 2,000 full-time employees found that 29 percent of those
who borrowed in 2007 took the loan to pay off debt, up from 27 percent in 2006. Also,
since 2006 more than half of all 401(k) plans experienced an increase in loans and
withdrawals in regions that have seen the highest increase in foreclosure rates, including
the Midwest, South Atlantic, and Southwest. ™
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Conclusion

Over the past decade, households have often turned to household debt to cover the gap
between rising household expenditures due to sharply higher prices and weak income
growth. Loans from defined contribution retirement savings plans have provided easily
accessible credit to fill this gap. Families often turn to these DC loans when facing
unemployment, medical care costs, and greater expenditures due to homeownership.

Consequently, the existing evidence suggests that families may increase their borrowing
from their DC loans again in the current economic slowdown. Slower income growth and
rising unemployment occurred at the same time as still much higher prices, especially for
energy, food, education, and health care. At the same time, access to other forms of
credit, particularly mortgages, has decreased due to tighter credit standards and lower
house prices.

Increased borrowing from DC loans, though, will lower retirement income security.
Depending on how many loans are taken out, when the loan is borrowed, and how
quickly it is repaid, a DC loan can reduce retirement income security, possibly by more
than 20 percent.

The policy solution must be to reduce the need for people to borrow against their DC
retirement savings accounts. Given that people borrow at least to some degree to cover
the cost of an unemployment spell and for medical care, such policy approaches could
encompass improved unemployment insurance benefits and greater health insurance
coverage. :
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Appendix:
Tables
- Table Al .
Breakdown of Families with DC Plans and the Ability to Borrow from Them
Demographic characteristic Share of families with DC Share of families who can
_plans borrow from their DC plans
1989-1995 1998-2004 Before 1998 After 1995
Total o 29.1 " 405 64.3 75.1
Race/Ethnicity . - .
White 324 4.1 - 64.5 74.6
Black 20.0 329 : 67.3 783
Hispanic : 17.0 22.5 62.8 771
Other 227 39.6 562 736
Income
Bottom quintile 5.5 88 - 576 _ 59.2
2nd Quintile - 217 312 . 59.9 65.6
Middle Quintile 37.0 522 60.6 ] 76.0
4th Quintile 49.4 62.7 70.8 813
Top Quintile 479 533 68.1 772
Age :
25-34 277 383 667" 72.5
3544 i 332 455" - 61.8 78.9
45-54 L 332 418 . . 689 : 744
55-64 . . 19.0 333 56.4 . 718
Education
No high schoolVGED 104 158 539 66.6
High schoo/GED 25.2 359 63.1 73.7
Some college 327 40.1 64.3 74.8
College 38.9 51.8 66.3 76.7
Housing situation
Renter 177 24.2 61.9 ) 700
Owner 355 482 - 65.0 76.3
Employment .
Employed 36.0 47.9 64,7 75.7
Unemployed 7.3 16.8 53.0 63.7
Not in labor force 17.3 24.7 63.3 79
Health status
None 35.1 448 67.3 75.9
1 person in bad health 18.8 29.0 56.4 .S
2 people in bad health © 158 22.5 61.6 65.1

Notes: All figures are in percent. Only families between the ages of 25 and 64 are included. In all instances,
the demographic characteristics refer to the head of household, except for unemployment and health status.
A family is characterized as unemployed if the head of household, his or her spouse, or both are .
unemployed. The data indicate a family as having one person in bad health if the head of household or the
spouse are in bad health. Authors' calculations based on various years of Board of Governors, Federal
Reserve System, Survey of Consumer Finances, Washington, DC: BOG.
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Survey questions

The data set that we are using, the Federal Reserve’s Survey of Consumer Finances,

- includes several questions regarding families’ attitudes toward saving and debt. We use

three of them here.

First, we use a general question that addresses a family’s attitude towards debt. ™ In
particular, the survey asks the following question: ’

“In general, do you think it is a good idea or a bad idea for people to buy things on the
installment plan?”

The SCF allows for three possible answers:

¢  Good idea
® Good in some ways, bad in others
o Badidea

We consequently group respondents, with a DC plan, into these three categories and see
if families who think that borrowing on an installment plan is a good idea are more likely
to have a loan outstanding and have larger amounts of loans outstanding than families
who do not think that this is a good idea. Families who answer that it is a good idea are
considered aggressive borrowers, those who chose the second answers are labeled
moderate borrowers, and those that indicated that they thought it was a bad idea are
termed conservative borrowers.

Second, we use a few specific follow-up questions regarding people’s attitude toward
debt. In particular, the SCF asks if it is okay to borrow for certain consumption items.
Since our goal here is to find a measure that captures a family’s attitude toward
conspicuous consumption, we use the follow two questions:

“[Do you) feel it is all right for someone like yourself to borrow money.- e

....t0 cover the expenses of a vacation trip?
-...to finance the purchase of a fur coat or jewelry?”

In each case, the survey allows only for a yes/no answer. We summarize the answers to
these two questions, such that a family is considered prone to conspicuous consumption if
they answered yes to either one of these two questions.

Third, we use a question that addresses a family’s general attitude toward saving.
Specifically, the SCF asks the following question:

“Which of the following statements comes closest to describing your saving habits?
* Don’t save—usually spend more than income
¢ Don’t save—usually spend about as much as income
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Save whatever is left over at the end of the month—no regular plan
Save income of one family member, spend the other

Spend regular income, save other income

Save regularly by putting money aside each month.”

Due to data limitations, we group the answers into two groups. Families are considered
savers if they chose of the last three answers and non-savers otherwise.

We consider the connection between people’s attitudes and the probability that loans
from a DC plan were used for conspicuous consumption. The loan category that is thus of
most importance to us is loans from DC plans that were used to purchase goods and
services, We first consider the distribution of attitudes among families in this loan
category. Then, we consider the loan amounts, both in absolute terms and relative to
income.
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The CHAIRMAN. Thank you for your testimony, Mr. Weller.
Mr. Iwry, Mr. John?

STATEMENT OF J. MARK IWRY, PRINCIPAL, THE RETIREMENT
SECURITY PROJECT, NONRESIDENT SENIOR FELLOW, THE
BROOKINGS INSTITUTION; AND DAVID C. JOHN, PRINCIPAL,
THE RETIREMENT SECURITY PROJECT, SENIOR RESEARCH
FELLOW, THE HERITAGE FOUNDATION, WASHINGTON, DC

Mr. Iwry. Mr. Chairman, Senator Smith, I am Mark Iwry with
The Brookings Institution. This is my colleague, David John with
The Heritage Foundation. We are both principals of the non-
partisan Retirement Security Project, and we are pleased to appear
together essentially as a single witness before you today to empha-
size the importance in this area in particular of an approach that
transcends traditional partisan and ideological divisions.

We would like to present our views jointly on savings, including
the automatic IRA proposal that you, Senator Smith, and Senator
Bingaman have introduced as the lead cosponsors, and on the leak-
age 1ssue that is the main topic of this hearing.

Senator Smith, you have already described the problem of inad-
equate saving, as have you, Mr. Chairman. We recognize that ade-
quate retirement security and adequate saving require not only in-
creasing saving, which David John will discuss in connection with
the automatic IRA, but preserving savings that have already been
done so that they do not leak out of the pension system by being
consumed prematurely. _

Often the discussion of pension leakage focuses on loans and
hardship withdrawals. But in a system that is increasingly domi-
nated by 401(k) plans that are funded by voluntary employee con-
tributions, many people may be reluctant to contribute unless they
know. they can have at least limited access to their savings if they
have a critical need. And the employer that is sponsoring the
401(k) traditionally has had an interest in encouraging those vol-
untary contributions and therefore an interest in allowing loans
and hardships as a kind of liquidity carrot for people to participate
in the plan because broad participation enables the employer to
pass the nondiscrimination standards and enables the top people to
contribute more to the plan.

Things are changing. 401(k)’s are coming of age. Sponsors are no
longer uniformly interested in getting rid of accounts for termi-
nated employees. And automatic enrollment—that is, putting peo-
ple in the plan automatically unless they opt out—is transforming
the 401(k) landscape in a way that is very potentially relevant to
this leakage issue. This may mean that plan sponsors, because
they have higher participation through automatic enrollment, will
be less concerned about using access to savings as an inducement
to broader participation and can sponsor K plans that limit leak-
age, that use automatic or behavioral strategies to reduce the occa-
sions when people take lump sums from the plan in particular
after they leave employment. .

Accordingly, at least as a first step, it may be worth exploring
whether sponsors are willing to engage in a best practice of allow-
ing lump sums on termination of employment only if they are di-
rectly rolled over to another employer plan or IRA or the departing
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employee has reached a specified age, such as 55 or 65 unless the
employee can demonstrate a hardship and a need for the imme-
diate access to the funds, such as extended unemployment. This
would fall between the defined benefit approach to post-employ-
ment leakage and the current 401(k) practice. We would be happy
to discuss our specific proposals, including the need for a leakage
policy after retirement, that is, more annuities and lifetime income
in 401(k) plans during your question and answers.

David? _

Mr. JoHN. The other source of leakage that should concern both
this committee and the Nation as a whole is the money that never
got put in the plan in the first place. And this comes basically from
two sources. One is the fact that roughly 78 million workers are
employed in the U.S. by a company that does not offer any form
of retirement savings plan at all, and other workers will have em-
ployment with these companies maybe as an interlude between
jolbs with companies that do offer this sort of retirement savings
plan.

In response, as Senator Smith has mentioned, Mark and I devel-

“oped the automatic IRA. The automatic IRA would probably affect

roughly 40 million out of the 78 million workers. It is designed as
a simple, low-cost, low-burden option for the employer and a simple
low-cost savings option for the worker. It is crafted to discourage
employers from moving from a 401(k) plan down to an auto IRA.
As a matter of fact, it is actually crafted exactly the opposite: to
encourage people to start with an auto IRA and move up to a sim-
ple or a 401(k). _ ,

I will close -by citing a study by Prudential Insurance Company.
They found that 8 in 10 employees were very interested in the auto
IRA, and they said, “In fact, the more employees learned about the
auto IRA, the more they were interested in it.”

Now, this same study also surveyed about 200 smaller employ-
ers, the ones who had offered. this, and they found that 8 in 10
businesses believed that the design overcomes their concern and
support the adoption of the auto IRA. Again, the more they heard
about it, the more they liked it.

Further, they discovered that roughly 54 percent of eligible em-
ployee; would be creating new savings rather than moving savings
around. :

We think that leakage is a very serious problem, and we appre-
ciate the fact that you are addressing that in this hearing. But at
the same time, we need to look at both sources of leakage, both out
of existing plans and, as I say, the money that never got there in
the first place.

Thank you. :

[The prepared statement of Mr. Iwry and Mr. John follows:]
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Chairman Kohl, Ranking Member Smith, and Members of the Committee, we
appreciate the opportunity to testify before you.! We are submitting our
testimony as a single joint statement because we believe strongly in the need for
a common strategy to preserve and expand retirement savings in a manner that
transcends ideological and partisan differences.

The topic of the Committee’s hearing today, “Saving Smartly for Retirement: Are
Americans Being Encouraged to Break Open the Piggy Bank?”, reflects the dual
aspect of this issue. Effective policy needs to focus both on saving — the
accumulation of assets — and on the preservation of those assets to provide
security in retirement. In fact, these two objectives are, to some degree, at odds
with one another.

Accordingly, our testimony consists of two parts. First, as the Committee has
requested, we address the issue of preservation of savings in 401(k) and similar
employer-sponsored retirement plans (pages 2-14, below). Our testimony on this
topic seeks to place the issue in a broader, relevant context; briefly summarizes
certain recent efforts to limit pension “leakage,” and offers a number of
recommendations.

! Mark wry Is a Principal of the Retirement Security Project, a Nonresident Senior Fellow at the Brookings
Institution, Research Professor at Georgetown University, and formerly the Benefits Tax Counsel, in charge
of national private pension policy and regulation, at the U.S. Department of the Treasury. David John is a
Principal of the Retirement Security Project and a Senior Research Fellow for Retirement Security and
Financial Institutions at the Thomas A. Roe institute for Economic Policy Studies at The Heritage
Foundation. (Biographical information attached.)

The Retirement Security Project is supported by The Pew Charitable Trusts in partnership with Georgetown
University’s Public Policy Institute and the Brookings Institution.

The views expressed In this testimony are those of the two witnesses and the Retirement Security
Project, but should not be attributed to The Heritage Foundation, the Brookings Institution,
Georgetown University’s Public Policy institute, The Pew Charitable Trusts, or any other
organization.
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Next we address the need to expand saving by promoting broader participation
and coverage (pages 14-28, below). We give special attention to the bipartisan
bill introduced by Senator Smith and Senator Bingaman - S. 2167, The
Automatic IRA Act, which had its genesis in our joint proposal to expand
retirement savings for small business workers.?> We are pleased by the positive
responses the proposal has received and are grateful to you and Senator
Bingaman and your other cosponsors in the Senate and the House, for
introducing and sponsoring it. We also are grateful to our colleagues, including
those in government and in vanous stakeholder organizations, who have
contributed to the proposal

l. Inadequate Saving and the Problem of Pension Leakage

Life expectancies are lengthening, and the nation’s demographic profile is
growing older. With individuals living longer and spending more years in
retirement, and with the number of retirees increasing relative to the number of
workers, we have a diminishing ratio of workers actively supporting a growing
number of retirees. At the same time, the traditional bedrock of the employer
pension system, the DB plan, is declining at an accelerating rate. Yet today’s
households have done too little to accumulate savings in 401(k)s or IRAs, partly
because millions of them don’t have the opportunity to do so at work. Fuily half
the working families in the United States lack any employer-sponsored retirement
savings plan. In percentage terms, employer-provided pension coverage has
been essentially stagnant for decades.

? The second part of this testimony is based on a more detailed proposal the witnesses have setforth in a
series of research and policy papers (see, e.g., Retirement Security Project Publication No. 2007-2
“Pursuing Universal Retirement Security through Automatic IRAs”) which are available at
www.retirementsecurityproject.org. (Major portions of this testimony — nearly all of the second part, on
the Automatic IRA proposal - are taken verbatim (though without quotation marks) from the
witnesses' research and policy papers cited above and from testimony the witnesses have
submitted to the U.S. House of Representatives. See lwry and John, “Pursuing Universal Retirement
Security Through Automatic IRAs,” Testimony before the Subcommittee on Select Revenue Measures,
Committee on Ways and Means, United States House of Representatives, June 26, 2008.) As noted, the -
proposal has been introduced in the 110" Congress as the "Automatic IRA Act of 2007", S. 1141, sponsored
by Senator Jeff Bingaman (D-NM) and the Ranking Member of this Committee, Senator Gordon Smith (R-
OR}, and H.R. 2167, sponsored by Rep. Richard Neal {D-MA) and Rep. Phil English (R-PA), together with
additional cosponsors in the Senate and the House,

3 See hitp:/iwww.retirementsecurityproject.org/pubs/File/AutolRAQuoteSheetFinal7.§.07.pdf. Crenshaw,
Albert, “Automatic IRAs — a Quick Fix for Workers Without Pensions?” Washington Post, February 19, 20086;
*The Way to Save" Editorial, New York Times, February 20, 2006; Bemard, Tara, “Groups Propose Payroil
Deductions for IRAs," The Wall Street Journal, February 16, 2006; Editorial, Newsday, February 22, 2006;
Marketwatch.com (February 16, 2006); Lambro, Donald, “A Broader Retirement Plan,” The Washington
Times, April 12, 2007; “Another Black Eye for H&R Block” Editorial, New York Times, March 18, 2008;
Quinn, Jane Bryant, “A Nest Egg for Low Eamers Newsweek, February 28, 2007; Commlsswn on the
Regulation of U.S. Capital Markets in the 21 Century, Report and Recommendations, March 2007. The
automatic IRA proposal emerged as one of the leading recommendations of the 2006 National Summit on
Retirement Savings (Saver Summit).
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These facts, a national saving rate that has been declining steadily since the
1980s, and the inability of Social Security to pay increased benefits through its
current structure, make inadequate retirement saving a major national problem.

Retirement savings are meaningful only if both accumulated in adequate
amounts and preserved for use in retirement (or for certain other limited
purposes that serve to enhance long-term economic security). Retirement
savings do not serve their principal purpose — the purpose for which our private
pension system is tax-subsidized — if consumed prematurely or diverted to uses
that do not contribute to retirement security. Evidence suggests that significant
amounts of retirement savings have “leaked” out of the private pension system,
largely because they have been distributed from employer plans without being -
either used to support the plan participant in retirement or rolled over to another
retirement plan (employer-sponsored or IRA).*

Leakage in Context

itis helpful to view traditional forms of pension “leakage” in the larger context.
There are several possible reasons why the initial contribution of funds to a
401(k) or IRA might not actually be increasing retirement security or savings.

¢ For one thing, the household might be accumhlating credit card,
consumer, or other debt outside (or within) the plan. When determining
net saving, this would offset retirement plan contributions.

» Second, a given contribution to a retirement savings plan might be
accompanied by a reduction in other saving activity (for example, by
shifting other accumulated assets to the plan or by reducing the amount of
current income that otherwise would have been saved in other forms or
vehicles).

« Third, tax expenditures designed to promote plan contributions represent
public dissaving that must be taken into account in determining net
national saving (private plus public).

o Fourth, excessive fees and expenses might be viewed as a form of
“leakage” to the extent that they eat away at plan account balances.

* See, 0.g., L. Burman, N. Coe and W. Gale, "Lump Sum Distributions from Pension Plans: Recent Evidence
and Issues for Policy and Research,” National Tax Journal, Vol. LI, No. 3:553-562 (Sept. 1999) and the
other sources cited in note 1 of W. Gale and M. Dworsky, “Effects of Public Policies on the Disposition of
Lump-Sum Distributions: Rational and Behavioral Influences,” (Center for Retirement Research, Boston
College, 2006). See also Govemnment Accountability Office, "401(k) Pension Plans; Loan Provisions
Enhance Participation But May Affect Income Security for Some" (October 1, 1997) "GAO 1997 Report’).
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All of these factors affect the net amount of saving, if any, resulting from
contnbutlons to plans. Unfortunately, the evidence on these issues is quite
limited.’

Loans and Hardship Withdrawals May Not Be the Main Causes of Leakage

Much conventional discussion of pension “leakage” focuses on plan loans and
withdrawals of benefits “in servnce {while individuals are still actively employed),
such as hardship withdrawals.® We submit that this focus is somewhat
misdirected. The vast majority of 401(k) plan loans are repaid (albeit after
causing some reduction in future benefits because, for example, the employee’s
contributions to the plan are suspended or eamings on her account balance are
reduced), and it is not clear that “in-service” withdrawals have been very large as
a percentage of account balances or have gone far beyond hardship situations
that may represent reasonable uses of the funds.

In fact, we have a reasonably restrictive policy regarding withdrawals (including
loans) during employment by the plan sponsor, but a much looser policy
regarding withdrawals after termination of employment. it won't matter how
tightly we lock the front door of the bam if the horses are free to run out the back.

Moreover, it is not at ali clear that plans such as 401(k)s, which seek to induce
voluntary employee contnbutlons should be discouraged from offering loans and
hardship withdrawals.” (Loans generally are preferable to withdrawats because

® See, hawever, Eric M. Engen and William G. Gale, "The Effects of 401(k) Plans on Household Wealth:
Differences Across Eamings Groups,” Working Paper 8032 (Cambridge, Mass.: National Bureau of
Economic Research, December 2000)

® The rules applicable to tax—qualified plans under the Internal Revenue Code of 1886, as amended (the
“Code” or "IRC") and plans governed by ERISA (the Employee Retirement Income Security Act of 1874, as

amended) govern the circumstances in which 401(k), defined benefit, and other types of plans may or must ~

distribute retirement benefits to plan participants, both before and after termination of employment. The
Code also prescribes a detailed regime under which plans are permitted to make loans to participants. As a
practical matter, the types of plans that offer loans are defined contribution 401(k) plans, and the data
suggest that loans are offered by a majority of 401(k) plans, but by no means all. in general, participants
may borrow up to the lesser of $50,000 or half of their vested account balance. (If half the vested account
balance is less than $10,000, they can borrow up to $10,000.) Loans must be repaid within five years,
except that loans used to acquire the participant's principal residence may be repaid over a longer period.
in general, loans that violate these and certain other rules as well as outstanding loans that are not repaid
are deemed to be taxable distributions from the plan. Code section 72(p).

7 Different types of qualified plans have different rules govemning withdrawals and distributions of
contributions and associated eamings. Section 401(k) plan contributions elected by employees on a pretax
basis (typically by salary reduction) generatly may be distributed to the employees only after age 59 %, upon
severance from employment, death, or disability, plan termination, or upon the employee's financial
hardship. The 401(k) regulations detail the restrictions on in-service withdrawals based on financial
hardship. A hardship withdrawal will not be permitted unless it is “made on account of an immediate and
heavy financial need of the employee and is necessary to satisfy the financial need.” Treasury Regulations
section 1.401(k)-1(d)(3)(i). This generally means that “the need may not be relieved from other resources
reasonably available to” the employee, including other assets and plan loans. Treasury Regulations section
1.401(k)-1(d)(3)(Iv}(C)(4), (E)(1). Thus, employees generally must exhaust their ability to take plan loans
before resorting to hardship withdrawals.
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plan loans commonly are repaid, whereas there is no general provision for
repayment of actual withdrawals, hardship or otherwise.) To encourage
voluntary employee contributions in the first place, the liquidity these features
provide may be needed to make many employees feel sufficiently comfortable
that they could access their retirement savings if they really needed to.

As a result, there is a tension between the goal of inducing contributions and the
goal of preserving them for retirement. What is the minimum liquidity or access
needed to maximize employee contributions? An optimal strategy may well be to
provide just enough access - during employment and after - for employees to
feel that they could withdraw their contributions if they really had to (e.g., in an
emergency or other hardship). Employees’ willingness to contribute may not be
highly sensitive to the exact degree of access a plan provides beyond basic
access through loans or minimal hardship withdrawals. Once the employee
starts saving in a 401(k), the benefits of retaining the funds in the plan or another
tax-qualified plan and allowing them to grow on a tax-deferred basis tend to
become increasingly evident to the employee.

This may be why some plans have adopted the practice of requiring employees
to demonstrate financial hardship in order to obtain a loan. In an effort to strike
the balance between inducing participation and reducing leakage, these plans
have imposed the same standards on loans that they would in order to obtain a
hardship withdrawal.

Thus, there has been evidence in the past that

‘e a large majority of 401(k) participants are in plans offering loans (85
percent of the EBRI/ICI database in 2006),®

o 401(k) plans that offer Ioahs have higher participation than other plans and
their participants tend to contribute more®, '

¢ a relatively limited percentage of participants take advantage of the ability
to take loans'®, and

The Code also imposes an additional 10% tax on premature withdrawals from qualified plans and IRAs.
Withdrawals subject to the additional tax are essentially those that are paid before age 59 % and are not in
annuity form, not rolled over, not on account of death or disability, not paid after termination of employment
following age 55, and not exempted under certain other exceptions relating to special purposes such as IRA
withdrawals for higher education or purchase of a home. Code section 72(t).

® Employee Benefit Research Institute (EBRI) Issue Brief No. 308 (August 2007), "401(k) Pian Asset
Aliocation, Account Balances, and Loan Activity in 2006, page 19.

*GAO 1997 Report.
% £BRI Issue Brief No. 308, page 19.
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* “[o]verall, loans from 401(k) plans tend to be small, with the vast majority
of 401(k) participants in all age groups having no loan at ail.”"!

Should Every Job Change Trigger a 401(k) Distribution Opportunity?

What we should perhaps be questioning — more than the availability of plan loans
and hardship withdrawals -- is the assumption in the 401(k) universe that
termination from a particular employer (as opposed to retirement from
employment generally in one’s sixties or later) should automatically be treated as
a distribution event. In the traditional labor market assumed by traditional DB
pension plans — in which employees are expected typically to remain at a single
company for their entire career -- termination of employment and retirement are
synonymous. However, the well known reality in today’s labor market is that the
average employee changes jobs multiple times in a career'?, so the vast majority
of job changes occur pre-retirement.

It follows that most job changes should not be seen as occasions to pay
retirement benefits to the individual (as opposed to retaining the benefits in the
plan or transferring them to a new employer’s plan or IRA). Yet over the years, it
has been common for employees changing jobs to receive lump-sum payments
from 401(k) and similar plans. In general, the smaller this lump-sum distribution,
the less likely it is to be saved by being transferred (“rolled over”) to another
employer plan or to an IRA." In fact, data suggest that, as of 1996, the median
tump-sum distribution was $5,000, and a sizable majority of defined contribution
plan participants who received a lump-sum distribution of $5,000 or less did not
roll it over to a qualified plan or IRA. See GAO 1997 Report. Accordingly, it may
well be that payouts triggered on termination of employment have resulted in far
more Jeakage than loans and in-service withdrawals.

Indeed, the leakage that does result from loans appears to be caused mostly by
401(k) plan provisions that permit distributions upon termination of employment.
Loans from 401(k) plans typically are repaid by payroll deduction. The same is
not necessarily true of loans from section 403(b) tax-sheltered annuities (which
do not involve the same close connection between the individual and the
employer and its payroll system) or section 457 deferred compensation plans of
state and local governments (which are exempt from ERISA). To the extent that

" Ibid.

"2 The data report the total number of jobs held by those who were bom in 1957-1964 (late baby boomers).
When these workers were between ages 18 and 42, they held on average between 10 and 11 jobs. Nearly
two thirds of these jobs were held from ages 18 to 27. Data from the Bureal: of Labor Statistics' National
Longitudinal Survey of Youth 1879. See www.bls.gov/news.release/nisoy.t01.htm for more details.

3 See, e.g., L. Buman, N. Coe and W. Gale, “Lump Sum Distributions from Pension Plans: Recent
Evidence and Issues for Policy and Research,” National Tax Journal, Vol. Lii, No. 3:553-562 (Sept. 1999)
and the other sources cited in note 1 of W. Gale and M. Dworsky, “Effects of Public Policies on the B
Disposition of Lump-Sum Distributions: Rational and Behavioral influences,” (Center for Retirement
Research, Boston College, 2006).
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any plan making loans requires them to be repaid via automatic payroll
deduction, the likelihood of default is reduced. Therefore, this method (or
automatic debit of the individual's personal financial account) should be
encouraged as part of a plan loan program.

However, the payroll deduction repayment process is interrupted if the
employee’s employment terminates. A loan outstanding at that point often
ceases to be repaid and is offset against the account balance being paid out. it
is deemed to be a distribution from the account and, unless rolled over, leaks out
of the tax-qualified saving system. In fact, in the case of a corporate spinoff,
numerous employees with outstanding loans may be transferred from one
employer and its 401(k) plan to another, and this may result in extensive leakage.

Fortunately, such deemed distributions can be avoided. First, the former
employer could allow outstanding loans upon termination of employment to
continue to be repaid (for example, by automatic debit of the individual's personal
financial account). Second, the former employer could allow or require
outstanding loans to be rolled over to the plan of a new employer (if there is a
new employer sponsoring a plan that offers loans and if the new plan sponsor
concurs). We suggest that sponsors of 401(k) plans offering loans be
encouraged to adopt one or both of these policies to reduce leakage after
termination of employment.

Limiting Leakage from Post-Termination Distributions

More broadly than these specific measures, as the decline of traditional pension
pians moves the 401(k) onto center stage as the only or main retirement plan for
most employees who have one, it is time to rethink 401(k) distribution policies
and practices. This should occur as part of the rapid transformation of the 401(k)
system from the less effective “do it yourself” model (which developed somewhat
haphazardly when 401(k)s were viewed very much as merely supplemental
plans) to an the “automatic” 401(k) that incorporates, by design, features more
closely resembling an actual pension program. The enrollment and contribution
phases of 401(k) saving are beneﬁting from automatic (default) enroliment and
automatic escalation of contributions.” Similarly, the investment phase is
benefiting from the introduction of sensible automatic (default) investments such
as managed accounts and asset-allocated qualified default investment
alternatives. '

' william G. Gale, J. Mark Iwry and Peter R. Orszag, “The Automatic 401(k): A Simple Way to Strengthen
Retirement Savings,” (The Retirement Security Project, Policy Brief No. 2005-1; available at
www.retirementsecurityproject.org)

'S William G. Gale and J. Mark Iwry, “"Automatic Investment: improving 401(k) Portfolio Investment Choices”
(The Retirement Security. Project, Policy Brief No. 2005-4; available at www.retirefentsecurityproject.org).
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Like the enroliment, contribution and investment phases of the 401(k), the
distribution or payout phase can also be reformed using “behavioral” strategies.
These take into account the impact on human behavior of factors other than pure
financial maximization - such as inertia, simplicity (or complexity), ease and
convenience (or difficulty and inconvenience), transaction costs, the manner in
which choices and issues are framed or structured for the individual, and the like.
Indeed, two such behavioral strategies have already begun to be used in the
distribution phase in an effort to reduce leakage. Both strategies reflect the view
that, in the case of post-termination-of-employment payouts, the culprit is not the
lump sum distribution per se, but those pre-retirement-age lump sum payouts
that are neither retained in the former employer’s plan nor rolled over to a new
employer’s plan or an IRA.

Direct Rollovers, Mandatory Withholding, and Automatic Rollover of
Cashouts

The first of these strategies, enacted by Congress in 1992, requires qualified
plans to offer participants the option of taking a tax-free rollover of benefits in the
form of a “direct” rollover (i.e., a transfer of benefits that generally does not pass
through the hands of the participant) if the participant gives the distributing plan
the name of a receiving employer plan or IRA. While departing employees
generally are permitted to leave their benefits in the former employer’s plan,
these direct rollover rules require those who opt for a lump-sum payout to have
the distributing pian directly roll it over to another glan or IRA or else subject it to
mandatory 20% Federal income tax withholding.' :

There is evidence suggesting that these direct rollover and mandatory
withholding rules have promoted portability and have reduced cashouts and
hence leakage.'” In addition, beginning in 2005, qualified plans have been
required to implement an automatic or default rollover strategy for small pre-
retirement payouts in a further effort to reduce involuntary cashouts and thus limit
leakage of assets from the retirement system.

For years, account balances of up to $5,000 could be involuntarily “cashed out,”
that is, paid to departing employees without their consent, and these payments
were the least likely to be preserved for retirement. In 2000, however, a
Treasury-IRS ruling permitted retirement plan sponsors to transfer such amounts
to an IRA established for any departing employee who did not affirmatively elect
any other disposition of the funds. A year later Congress mandated such
automatic rollover to IRAs for distributions between $1,000 and $5,000.

'8 Code Sections 401(a)(31), 3405(c).

7 See Gale and Dworsky, op. cit., pp. 10, 12.
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Under this legislation, which took effect in 2005, plan sponsors may no longer
force cash-out distributions of more than $1,000 on departing employees. Instead
plans must follow employees’ instructions either to transfer the funds to another
plan or an IRA, pay the funds directly to the employee, or keep the funds in the
plan if the plan permits that option. The individual thus has the choice to preserve
or consume the retirement savings, but, if the individual makes no other choice,
the default is preservation—either in the employer’s plan, if the employer so
chooses, or in an IRA that the employer opens for the employee. The employee
must aiso be notified that, if the payout is automatically rolled over to an IRA, he
or she may then roll it over to another IRA of his or her choice.

Automatic roliover was designed to have a potentially valuable byproduct,
namely, broader utilization of IRAs. Currently, only about 1 in 10 of those who are
eligible to open and contribute to an IRA on a tax-preferred basis actually do so.
Like enrolling in a 401(k), opening an IRA requires individuals to overcome inertia
and to navigate through a number of decisions (in this case, choosing among a
vast number of financial institutions and investments). Automatic rollover instead
calls upon the employer to take the initiative to set up an IRA and choose
investments on the employee’s behalf, again unless the employee chooses to do
so. The intended result is not only to preserve the assets within the tax-favored
retirement plan universe, but also to create an expanding infrastructure of
portable, low-cost individual accounts for the millions of workers who have no
IRAs but who are covered at some point in their careers by an employer-
sponsored retirement plan.

Automatic rollover thus has the potential to help achieve a far broader expansion
of retirement plan coverage for middle- and lower-income households. indeed,
this broader agenda is explicitly reflected in the automatic rolliover legislation,
which directs the Treasury and Labor Departments to consider providing special
relief for the use of low-cost IRAs. However, thus far, it appears that the majority
of plans have opted to eliminate involuntary cashouts in excess of $1,000 and
retain the assets rather than setting up IRAs for departing employees and rolling
over the small payouts to the IRAs.

Eventually, Congress might consider whether leakage could be further limited by
extending automatic rollover to a wider array of distributions. However, any such
expansion would need to be examined carefully. An automatic or default
arrangement generally already applies to benefits in excess of $5,000: they
remain in the employer plan unless the employee explicitly elects otherwise.
(Involuntary cashouts of these benefits are not pemitted.)
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Potential Best Practices Limiting Automatic Payout Every Time an
Employee Changes Jobs

This default for benefits exceeding $5,000 appears to be relatively weak,
however, as terminating employees tend to override it. Accordingly, at least as a
first step, it may be worth exploring whether plan sponsors would be willing to
engage in a “best practice” of allowing lump-sum distributions upon termination of
employment only if (i) they are directly rolled over to another employer plan or
IRA, (ii} the departing employee has reached a specified retirement age (such as
60 or 65), or (iii) the departing employee can demonstrate a hardship under
standards similar to those that apply to active employees (but perhaps including
sustamed unemployment).'®

Such an approach would fall somewhere between the current 401(k) practice of
allowing lump-sum distributions whenever employees change jobs and the
common practice in traditional DBs of prohibiting lump sum distributions or
limiting them to former employees who have reached a specified age between 55
and 65. It would also be modeled to some degree on the approach reflected in
the current-law 10 percent penalty imposed on early withdrawals that are neither
rolied over nor paid as an annuity and that are paid before age 59 ¥z and before
termination of employment after age 55.

A variation of this approach might limit it to the portion of each employee's
account balance attributable to employer contributions (and associated
earnings). A more stringent distribution policy limited to employer contributions
{often comprising a quarter or a third of the total account balance) would avoid
employee complaints about locking up “their money”. If limited also to future
contributions, it would avoid running afoul of the anti-cutback ruies that generally
protect employees from retroactive changes to the regime governing past
contributions. Such an approach also would avoid giving rise to possible
employee complaints about changing the rules of the game after they had
contributed in reliance on the ability to withdraw employer matching contributions
in specified circumstances. '

'® Before considering such an approach, some plan sponsors might want explicit confirmation from the
regulators that it would not run afoul of the plan qualification rules or ERISA.

'8 When it comes to in-service withdrawals, it is somewhat ironic that the plan qualification standards permit
plan sponsors to subject employer contributions to a distribution regime that is in many circumstances far
more lax than that applicable to employee contributions {other than the relatively infrequent after-tax
employee contributions, which can be freely withdrawn). As a practical matter, many if not most 401(k)
plans extend the hardship withdrawal regime to employer as well as employee pre-tax or salary reduction
contributions. However, in rulings issued 37 and 40 years ago, the IRS pemmitted employer contributions to
be withdrawn before termination of employment once the employee has five years of plan participation or
once the contributions have remained in the plan for two years. See Revenue Ruling 71-295, 1971-2 C.B.
184; Revenue Ruling 68-24, 1968-1 C.B. 150. Policy in this area is too important to be govermned by old
revenue rulings, which are not subject to public notice and comment and involve no congressional
consideration.
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Is there any reason to expect that plan sponsors would have an interest in
tightening their plan distribution policies in this way? Perhaps not, but we would
not reject the possibility out of hand.

First, the world has changed somewhat since the days when plan sponsors were
more uniformly inclined to rid themselves of accounts for terminated vested
participants. Employers now seem to be of two minds about this. While some
are still inclined to avoid administering account balances for former employees,
others are interested in saving provider fees by maximizing their plan’s assets
under management. These employers may be in a natural alliance with 401(k)
financial providers and recordkeeper organizations that have financial incentives
to retain and maximize their assets under management. On the other hand, cost
structures for many financial providers appear to be driven more by average
account size than by aggregate assets.

Second, would such a transformation of 401(k) distribution policy run up against
the 401(k) sponsor’s traditional interest in maximizing performance on the-401(k)
nondiscrimination tests? Would tighter distributions fly in the face of the
employer’s interest in providing sufficient liquidity to induce moderate- and lower-
income employees to participate in order to improve nondiscrimination results,
which in turn permits higher tax-preferred contributions by the more highly paid
executives and owners who are the company's decisionmakers? Perhaps not in
the age of automatic enroliment, which is increasingly prevalent in 401(k) plans.

By drawing moderate- and lower-income employees into the plan, automatic
enroliment solves much of the nondiscrimination problem for 401(k) sponsors. It
might also make employees somewhat less sensitive to the liquidity issue.
Employees’ tendency to go along with the default of enrolling in the plan seems
highly unlikely to be reversed by a tighter distribution regime for employee
contributions and even less likely to be reversed by a tighter distribution regime
that is limited to employer contributions. Moreover, plan sponsors that allow
automatically enrolled employees to change their minds and withdraw their
contributions pursuant to the 80-day permissible withdrawal rules might be more
willing to consider experimenting with a tighter distribution policy and perhaps
tighter loan and hardship withdrawal policies (such as a policy that limits loans or
hardship withdrawals.to employee - as opposed to employer — contributions). If
such a policy turned out to discourage participation or create significant
employee relations problems, the sponsor could relax or reverse the policy.

Reducing Leakage During Retirement .

The problem of leakage is not confined to the pre-retirement phase. Leakage
can result also from lump sum payouts made when or after a participant reaches
retirement age if they are used to purchase a boat or a recreational vehicle or are
otherwise quickly consumed.
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Itis challenging for individuals and households to manage their assets to last a

lifetime of uncertain duration, especially given the risks not only of longevity and
mortality but also of investment underperformance, inflation, possible credit risk,

and unexpected financial demands or foreshortened earning capacity due to

illness or disability (including need for long term care). Longevity risk can be

pooled through annuities and similar products (including longevity insurance),

and other methods are available to help manage the risks and make the money.

last.’ However, few employees elect annuities from 401(k) plans or even from .
defined benefit plans that adopt the cash balance or other hybrid format. One

reason is that these plans frame the benefit (and thus participants’ perceptions |
and expectations) as an account balance and thus a presumptive lump sum that

can be very enticing for workers considering major purchases. As we have

suggested elsewhere, a potential counterweight might be to require such plans to

state all benefits not only as an account balance but also, altemately, as an

annuity or stream of regular income to help individuals think of their benefits as a
monthly “pension paycheck”. A similar technique could be extended to plan

loans and withdrawals by showing the worker what taking such a loan or

withdrawal would do to reduce his or her retirement income.

The financial services industry is developing a variety of innovative products and
features to address these concerns. Products are needed that would provide
lifetime guaranteed income at reasonable cost in ways that are more flexible and
more responsive to the needs of moderate- and lower-income families than most
traditional annuity products.

In addition, with our co-authors, Bill Gale and Lina Walker, we have proposed a
behavioral strategy to encourage retirees to try out regular lifetime income.?! We
and others are developing a number of other possible approaches in this area as
well, including educational initiatives that seek new and more effective ways of
thinking about and presenting the issue.

Leakage from Defined Benefit Plans

Pension leakage is not limited to 401(k) and other individual account plans.
While defined benefit plans prohibit in-service withdrawals, cash balance and
other hybrid DB plans pay lump sums upon termination of employment, as noted.
These plans could delay payments to terminated employees untii retirement age
(with respect to future accruals), as DB plans traditionally have done. A likely
concern about such a tightening of distribution practices would be the loss of
pension portability, but an exception could be made for lump sums that are
directly rolled over to another plan or IRA. Other concermns that would likely be
raised by any such approach would include the potential for adverse reaction

' william G. Gale, J. Mark twry, David C. John, and Lina Walker, “Increasing Annuitization in 401(k) Plans
with Automatic Trial Income,” (The Retirement Secunty Project, Policy Brief No. 2008-2; available at
www.retirementsecurityproject.org) k
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from employees and the complexity introduced by maintaining two distribution
regimes, one for “old money” and the other for “new money”. .

The Role of Education

We believe it is important to provide effective education for actual and possible
plan participants and IRA owners regarding the need to save, planning for one’s
financial future and retirement, investing, and financial literacy in general. Much
of this may be necessary or helpful to counteract the marketing and culture of
easy credit and indebtedness. However, we believe that educational efforts,
while essential, are ultimately insufficient. In order to work, saving strategies
need to include practical, action-oriented, behavnoral measures that are effective
in shaping and changing behavior.

Two Approaches We Would Not Endorse

Before tuming to the second part of our testimony, proposing a broad strategy to
expand saving, we note two strategies that we would not consider advisable.

One proposal often raised in connection with the leakage issue would be to
increase the 10% additional tax that is intended to discourage premature
withdrawals. In our view, the existing 10% penalty serves a purpose as a
disincentive to take pre-retirement lump sum payouts without rolling them over,
and as an attention-getting device to discourage such payouts. It is especially
useful in providing a financial disincentive for those who would otherwise owe no
tax on the withdrawal, as well as for IRASs, which, unlike 401(k)s, do not ﬂatly
prohibit distributions before certain times or events.

However, increasing the 10% penalty might not significantly increase its deterrent
or attention-getting power, but could readily increase the amount of benefit
forfeited by those typically lower-income individuals who are desperate for the
cash and will therefore take the withdrawals in any event. Those who are less
educated, less affluent, and less likely to analyze and calculate the tax
consequences in advance of their decision will be more likely to take the cash
withdrawal and lose more of their savings without any commensurate benefit to
them or society.

Another initiative that concemns us is the 401(k) loan debit card. We share the
concemn of others that, in the interest of limiting leakage as a matter of public
policy, borrowing from tax-qualified retirement savings plans should not be made
too easy. We recognize that those who would offer such a product might claim
certain advantages for it, such as the ability to continue repaying a loan without
regard to changes in employment and perhaps the possibility of reducing other, -
higher-interest credit card debt. However, we remain concerned that the effect
on plan participants is unknown and potentially harmful, as the ease with which
card holders might borrow from the plan could lead them down a “slippery slope”
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of borrowing. In fact, the linking of such a card to a 401(k) plan could be read by
employees to imply an employer endorsement of a behavior pattern that involves
continual borrowing from the plan in the absence of hardshlp and even for
purposes of routine consumption.

Because we believe that ease, convenience, and minimization of transaction
costs can have a significant effect on behavior, we worry that a debit card for
401(k) borrowing might function as an effective behavioral strategy for dissaving
rather than saving. Some would argue that the root of the leakage problem and
the broader problem of inadequate saving is an economy and a culture that have
gone too far in promoting easy credit and indebtedness; but that is a more
general issue beyond the scope of this testimony.

il. The Automatic IRA

With the looming retirement security crisis facing our country, policy-makers from
both parties are focused on ways to strengthen pensions and increase savings.
Our proposal for automatic IRAs would provide a relatively simple, cost-effective
way to increase retirement security for the 78 million Americans working for
employers (usually small businesses) that do not offer a retirement plan.? It
would enable these employees to save for retirement by allowing them to have
their employers regularly transfer amounts from their paycheck to an IRA.

These people — half of our workforce — have no effective way to save at work.
Research and experience both point to a simple and effective solution, which
your bill, Senator Smith, calls the "automatic {RA."

We are by no means suggesting that the automatic IRA proposal is the-only step
that should be taken to expand retirement savings for small business workers or
others. In fact, we have long believed in the primacy of employer-sponsored -
retirement plans as vehicles for pension coverage, and the first part of our
testlmony today lncludes recommendations for enhancing the preservation of
assets in those plans.® Additionally, the Retirement Security Project continues

2 Craig Copeland, “Employment-Based Retirement Plan Participation: Geographic Differences and Trends,
2005: Employee Benefit Research Institute Issue Brief No. 311,” November 2007, Figure 1, p. 7. An
additional 16 million workers either are not eligible for their employer's plan or are ellglble but fail to
participate.

2 We have previously written and testified before Congress on various aspects of employer-sponsored
retirement plans. David John has written and testified about the funding problems faced by defined benefit
pension plans and about the United Kingdom’s pension situation. Mark iwry led the Executive Branch
efforts in the 1990s to develop the SIMPLE plan for small business, the startup tax credit for smalt
employers that adopt new plans, and the saver’s credit for moderate- and lower-income workers, as well as
the Executive Branch initiatives to define, approve and promote 401(k) automatic enroliment, automatic
rollover to restrict pension leakage, and automatic 401(k) features generally. See also William G. Gale, J.
Mark iwry and Peter R. Orszag, “The Saver's Credit" (The Retirement Security Project, Policy Brief No.
2005-2; available at www.retirementsecurityproject.org).
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to advocate strongly for the expansion of pension coverage through automatic
features in 401(k) and similar retirement savings plans®* and for several other
initiatives designed to expand retirement secunty 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 roughly half of U.S. workers
are not offered a 401(k) or any other type of employer-sponsored plan. We would
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 enroliment, low-cost, diversified default investments, and IRAs.

The automatic IRA approach would offer most employees not covered by an
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 should involve no out of
pocket cost. In addition, the arrangement is market-oriented and realistic: it uses
a well established and familiar vebhicle, IRAs, provided by the same banks,
mutual funds, insurance carriers, brokerage firms, credit unions, and other
private financial institutions that currently provide them. As a fallback, if
individuals or employers could not find an acceptable 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 or another nonprofit or
government-contracted entity that contracts out asset management and other
functions to the private sector.

wviliam G. Gale, J. Mark Iwry and Peter R. Orszag, "The Automatic 401(k): A Simple Way to Strengthen
Retirement Savings,” (The Retirement Security Project, Policy Brief No. 2005-1; available at
www.retirementsecurityproject.org); William G. Gale and J. Mark wry, “Automatic Investment: improving
401(k) Portfolio investment Choices” (The Retirement Security Project, Policy Brief No. 2005-4; available at
www retirementsecurityproject.org).

See also the description of the jomt AARP, FINRA, Retirement Security Project “Retirement Made Simpler”
campaign, below.

# See, for example, the following (all of which are available at www.retirementsecurityproject.org): J. Mark
wry, William Gale, and Peter Orszag, “The Potential Effects of Retirement Security Project Proposals on
Private and National Saving: Exploratory Calculations,” Retirement Security Project Policy Brief No. 2006-2;
Peter Orszag and Eric Rodriguez, “Retirement for Latinos: Bolstering Coverage, Savings and Adequacy,”
Retirement Security Project Policy Brief No. 2005-7, William G. Gale, J. Mark iwry and Peter R. Orszag,
“The Saver's Credit," Retirement Security Project Policy Brief No. 2005-2; J. Mark lwry, "Using Tax Refunds
to Increase Savings and Retirement Security,” Retirement Security Project Policy Brief No. 2005-9; Peter
Orszag, "Protecting Low-Income Families’ Savings: How Retirement Accounts Are Treated in Means-Tested
Programs and Steps to Remove Barriers to Retirement Saving,” Retirement Security Pro;ect Policy Brief No.
2005-8.
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The Basic Problem

in 2004 half of all households headed by adults aged 55 to 59 had $13,000 or
less in an employer-based 401(k)-type plan or tax-preferred saving plan
account.?® The U.S. personal saving rate has declined steadily over the last two
decades, to the pomt where it recently dropped below-and currently hovers just
above zero percent.?’

Moreover, traditional corporate defined benefit pension plans are declining, and
few expect Social Security to provide increased benefits in the future. The
households that tend to be in the best financial position to confront retirement are
the 41 percent of the workforce that participate in an employer-sponsored
retirement plan

The most vuinerable employees are those lacking access to an employer-
sponsored plan. I a survey conducted by AARP with 700 private sector workers
at companies with 10-250 employees that do not offer a 401(k) or some other
retirement plan, fewer than half of these workers without access to an employer
plan said they had taken the following actions: Saved money in a non-retirement
account (45%); Saved money in a retirement account (35%); Read articles or
other information about retirement (35%); Talked with friends, relatives, and/or
coworkers about retirement (31%); Used a retirement calculator (14%).%°

Generally, the rate of participation (those who contribute as a percentage of
those who are eligible) for 401(k) plans is on the order of 7 or 8 out of 10. An
increasing share of pians are including automatic features that make saving
easier and raise participation, often to levels exceeding 9 out of 10. While more
can and should be done to expand 401(k) and other employer plan coverage,®
the fraction of the workforce that is covered by employer plans has hovered
around half for at least three decades. The uncovered employees have no
effective way to save at work. IRAs do not cover enough people because many
fail to exercise the initiative required to make the decisions and take the actions
necessary to save in an IRA. More broadly, many people find it too difficult or
lack the financial sophistication to plan for retirement and defer consumption. As
a result, only about 1 in 10 eligible individuals contributes to an IRA.

Even among those households that had savings in 401(k)s and IRAs, the median account balance was
only $69,000. Authors' calculations using the 2004 Survey of Consumer Fmances

7 As measured in the 2007 National Income and Product Accounts, the persona! saving rate is 0.5 percent
of disposable income. See www.bea.gov/bea/dn/nipaweb/Nipa-Frb.asp for more details,

2 Copetand, EBRI {ssue Brief No. 299, Figure 1, page 7. Similar but updated figures for 2008 are available
in the Employee Benefit Research Institute issue Brief 311.

» Thayer, Colette, "Automatic lRAs-: Worker Attitudes and the Likelihood of Participation,” April 2007.

% gee William G. Gale, J. Mark Iwry, and Spencer Walters, The Pension Protection Act of 2006 aﬁd the
Unfinished Agenda. (Retirement Security Project Publication No. 2007-1, April 2007).
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While IRAs hold more assets that employer-sponsored plans, most of those
assets were not contributed directly to IRAs but came from tax-free roliovers of
savings accumulated in employer-sponsored plans. (A June 2008 GAO Report®'
notes that, as of 2004, IRAs held about $3.5 trillion in assets, compared to $1.9
trillion in employer-sponsored defined benefit (‘DB”) pension plans and $2.6
trillion in employer-sponsored 401(k) and other defined contribution (“DC") plans.
More recent data suggest that these relationships have not changed
fundamentally.)

As evidenced by the dramatic difference in participation rates noted earlier,
employer plans have been a far more effective means of generating participation
and contributions than the opportunity to contribute to a non-workplace-based
(“standalone”) IRA. This is attributable to employer contributions (matching and
nonmatching), the power of regular payroll deduction that automatically continues
making regular smali contributions, automatic enroliment, default investments
and other automatic (default) features, employer-provided education and
encouragement to save, economies of scale associated with group saving
arrangements, peer group reinforcement, and other factors.

The Automatic IRA

The Automatic IRA legislation is designed to overcome the obstacles to saving in
IRAs. "1t would give the uncovered half of our workforce an easy, effective way to
save through automatic enroliment into payroil deposit IRAs. The AARP-
commissioned study shows that workers at companies that would be covered by
automatic IRAs favor the automatic IRA concept and are likely to participate:
Over seven in ten (71%) of those without access to an employer-provided
retirement savings plan agree that “employers who do not offer a 401(k) or other
retirement plan should be required by law to offer workers the option to regularly
save a part of their paycheck in an individual retirement account” and nearly eight
in ten (79%) of those without access say they would be likely to participate if their
company offered them the option to regularly save a part of their paycheck in an
IRA through payroll deduction. ’

Very similar results were obtained in a study conducted by Prudential Insurance
Company, titled “Saving for Retirement at Work: Employee and Business
Reactions to an Automatic IRA Concept”. The Prudentiat research found that
eight in ten employees were interested in the proposed automatic IRA. The
study reported, “Employees are positive in their reaction to the Automatic IRA,
both in concept and after learning the specific details. /n fact, the more .

3 Report of the Govemment Accountability Office "GAO") to the Committee titled *Individual Retirement
Accounts: Government Actions Could Encourage More Employers to Offer IRAs to Employees” (GAO-08-
§80, June 2008) (the “GAQ Report™).
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employees learn about the Automatic IRA, the more they are interested in it."
[original emphasis)*?

In addition, the Prudential study surveyed more than 200 small employers. It
found that “Eight in 10 businesses believe the design overcomes their concermns,
and support the adoption of the Automatic IRA. . . . The more they heard about
its features, the more they liked it."*®

The Prudential research concluded,

“The Automatic IRA can generate “new” savings, rather than merely shifting savings from
one vehicle to another. Of the 80% of employees who were “very/[somewhat” interested in
the Automatic IRA, 68% believe it will generate real additional savings. Projecting this rate
to all eligible employees suggests that new savings might be gained by about 54% of
eligible employees.”

How the Automatic IRA Would Work

The automatic IRA approach is intended to help households overcome the
barriers to saving by building on the successful use in 401(k) plans of automatic
features which encourage employees toward sensible decisions while allowing
them to make alternative choices. The automatic |RA would feature direct payroll
deposits to a low-cost, diversified IRA. Employers above a certain size (e.g., 10
employees) that have been in business for at least two years but that still do not
sponsor any plan for their employees would be called upon to offer employees
this payroli-deduction saving option. The automatic IRA would apply many of the
lessons learned from 401(k) plans so that more workers could enjoy automated
saving to build assets - without imposing any significant burden on employers.
Employers that do not sponsor plans for their employees could facilitate saving —
without sponsoring a plan, without making employer matching contributions, and
without complying with plan qualification or fiduciary standards. They would
simply offer to act as a conduit, remitting a portion of employees’ pay to an IRA,
preferably by direct deposit, at litle or no cost to the employer.

The automatic IRA is also designed to address the concern that financial
providers have found it less profitable to serve groups of people with a small
average account size. The proposal would provide a backstop arrangement
contracted to the private sector that would give an option to any employee
groups that the financial services industry is not currently interested in serving.

2 Pmd;antial insurance Company of America, *Saving for Retirement at Work: Employee and Business
Reactions to an Automatic IRA Concept,” page 19.

3 1d. at 20. Prudential stated that “to obtain unbiased objective reactions to the ability of the concept to
meet their established concemns about retirement programs and specific needs for the future,” it did not tell
employers until the last part of the survey that the proposal would require, not merely permit, certain
employers to adopt automatic IRAs. (The optional approach to payroll deposit IRAs has been tried and has
resoundingly failed. Payroll deposit IRAs have been permitted for at least a decade, and were publicized by
the U.S. Treasury and Labor Departments in the 1990s, but virtually no employers have adopted them.)

341d. at 20.
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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 generally did not respond
to this option. As noted, 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, your bill proposes a new strategy designed to
induce employers to offer, and employees to take up, direct deposit or payroll
deposit saving. For many if not most employers, offering direct deposit or payroft
deduction IRAs would involve little or no cost. The employer would not be
maintaining a retirement plan, and employer contributions wouid 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 fimits on contributions,

(4) select investments for employee contributions,

(5) select among IRA providers, or

(6) set up IRAs for employees.
Employers would be required simply to allow employees to make a payroli-
deduction deposit to IRAs. This dovetails with what employers are already
required to do by way of withholding income (and payroll) tax from employees'

pay (based partly on employee elections on IRS Form W-4) and remitting those
amounts to the federal tax deposit system.

% In the Conference Report to 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 payroil-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., 1st Sess. 775 [1997]). IRS and Labor guidance was given in IRS
Announcement 99-2, “Payroll Deduction IRAs,” and Department of Labor Interpretive Bulletin 89-1 (June 18,
1999), 29 C.F.R. 2509.99-1(b).

* Employee Retirement Income Security Act of 1974, as amended.
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Tax Credit for Employers that Serve as Conduit for Employee Contributions

Firms that do not provide employees a qualified retirement plan, such as a
pension, profit-sharing, or 401(k) plan, would be given a temporary tax credit to
_establish automatic IRAs. The tax credit would be available to a firm for the first
two years in which it offered payroll deposit saving to an IRA and would be
designed to avoid competing with the tax credit available under current law to
small businesses that adopt a new employer-sponsored retirement pfan. Also, it
would be available both to those employers required to offer payroll deposit and
to very small or new firms that are not required to but do so voluntarily.

Tax 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,
the automatic IRA tax credit would be lower, e.g. $25 per employee enrolled,
capped at $250 in the aggregate per employer. Employers could not claim both
the new plan startup credit and the proposed automatic IRA credit.

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 IRA would entail no
additional cost, even in the short term. A large proportion of the employers that
still process their payroll by hand would be exempted under the exception-for
very small employers. As a result, our 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 opportumty
Employers that do not use electronic payroll would have the option of
"piggybacking” the payroll deposits to IRAs onto the federal tax deposits they
currently make, whether online, by mail, or by delivery to the local bank.

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
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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 generally would be tax-favored. It either would be a
contribution to a Roth IRA, which receives tax-favored treatment upon
distribution, or a "pre-tax" contribution to a traditional, tax-deductible IRA. To
spare households the need to undertake the comparative analysis of Roth versus
traditional IRA, one or the other would be the default or presumptive choice. Of
course, presented with an automatic or standard option, many househo!ds will
simply go along with it, while others will consider whether to choose the other
alternative. Accordingly, the automatic approach strikes a balance between
simplicity and individual choice. In either case, the use of IRAs maximizes
portability of savings. IRAs generally continue in existence without 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
Obstaéles to Participation

Today, individuals who want to save in an IRA must make a variety of decisions
to open an account. In addition, they must overcome a natural tendency to delay
making important decisions untif the last minute. 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 IRA;

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.

7 The only exception would be an employer that sponsored a retirement plan but excluded a major portion
of its workforce ~ for example, excluding an entire division or subsidiary that is not unlon-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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Automatic Enroliment or an Explicit "Up or Down" Employee Election

Automatic enrollment (more often applied to newly hired employees but now
increasingly applled to both new hires and other employees) has produced
dramatic increases in 401(k) pamclpatlon In view of the basic similarities
between employee payroll-deduction saving in a 401(k) and under a direct
deposit IRA arrangement, the law should, at a minimum, permit employers to
automatically enroll employees in direct deposit IRAs.

However, simply allowing employers to use automatic enroliment with direct
deposit IRAs may not be enough. Requiring employers to use automatic
enroliment in conjunction with the payroll deduction IRAs (with a tax credit and
legal protections) likely would increase participation dramatically while preserving
employee choice. However, a workforce that presumably has not shown
sufficient demand for a retirement plan to induce the employer to offer one might
react unfavorably to being automatically enrolled in direct deposit-savings without
a matching contribution. In addition, some small business owners who work with
all of their employees closely each day might regard automatic enroliment as
unnecessary.

Accordingly, automatic enroliment would be the presumptive or standard
enroliment method, but employers could opt out of it in favor of an alternative
approach, which is in effect a variation on automatic enroliment. The alternative
requires all eligible employees to submit an election that explicitly either accepts
or declines payroll deposit to an IRA. Requiring an "up or down" election picks
up many who would otherwise fail to participate because they do not complete
and return the enroliment 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, employers receive a standard enrollment module
reflecting current best practices in enroliment procedures

38 Brigitte Madrian and Dennis Shea, "The Power of Suggestion: inertia in 401(k) Participation and Savings
Behavior," Quarterly Joumnal of Economics 116, no. 4 (November 2001): 1149-87; and James Choi and
others, "Defined Contribution Pensions: Plan Rules, Participant Decisions, and the Path of Least
Resistance," in Tax Policy and the Economy, vol. 16, edited by James Poterba (Cambridge, Mass.: MIT
Press, 2002), pp. 67-113. See also Sarah Holden and Jack VanDerhei, "The influence of Automatic
Enroliment, Catch-Up, and IRA Contributions on 401(k) Accumulations at Retirement,” Employee Benefit
Research Institute Issue Brief No. 283 (July 2005).

® James Choi, David Laibson, Brigitte Madrian, and Andrew Metrick, *Optima! Defaults and Active
Decisions,” NBER Working Paper No. 11074 (January 2005).

“0 A national website coutd provide firms these standard enroliment and election forms, as well as provide an
opportunity to promote employee education and best practices as they-evolve, such as automatic enroliment
and potentially, lifetime guaranteed income.
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In addition, employees like automatic enroliment. Retirement Made Simpler - a
coalition of advocacy, regulatory and policy organizations, including AARP, the
Financial Industry Regulatory Authority (FINRA), and the Retirement Security
Project (RSP) — was launched to encourage employers to help their employees
be better prepared financially for retirement. Retirement Made Simpler recently
released a survey on employee satisfaction with automatic enroliment. The
survay, a first of its kind, reached out to employees who 'work at firms that use
automatic enroliment. The resuits are striking. Of these employees, 97% agreed
that they were satisfied with automatic enrollment, and 74% of them were "very
satisfied." Agreement that automatic 401(k) has helped them start saving for
retirement earlier than planned is 85%, with 62% at "Strongly agree". And
agreement that automatic enrollment has made saving for retirement easy is
95%, with 71% at "Strongly agree." Even among those who opted out of their
company’s 401(k) plan, a full 79% were glad their company offered automatic
enroliment to employees.

Compliance

Whether using automatic enroliment 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. If the employer chose to use automatic enrollment, the
notice would also inform 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 in the payroll deduction saving. Employers
would be required to certify annually to the IRS that they were in compliance with
the payroll deposit saving requirements.*!

Making a Saving Vehicle Available To Everyone

Under the automatic IRA, individuals who wish to direct their contributions to a
specific IRA can do so. To make this happen, the employer has two choices:

¢ remitting all employee contributions in the first instance to I.RAs at a single
private financial institution (chosen by the employer), from which
employees can transfer the contributions, without cost, to their own IRA, or

“! This might be done in conjunction with the existing IRS Form W-3 that employers file annually to transmit
Forms W-2 to the government. Failure to offer payroll deposit saving would ultimately be backed up by an
excise tax similar to (but much lower than) that imposed for employer violations of the COBRA health care
continuation coverage requirements. The intent is that employers would never have to pay such an excise
tax; it is simply a deterrent to noncompliance, accompanied by a rather forgiving array of exceptions,
opportunities for correction, and relief for unintentional noncompliance that is generally pattemed after the
corresponding COBRA provisions. Compare Code Section 49808.
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* if the employer or employees could not find an IRA provider willing to
serve their market for an acceptably low fee, or if the employer preferred
not to designate a particular financial institution for provide IRAs for
employees, employers and employees would have access to a standard
fallback IRA account, as described below.*?

A Low-Cost Standard Automatic Account

The fallback arrangement, which might take the form of an industry consortium or
nonprofit organization, would make a standard IRA account automatically
available to receive direct deposit contributions from employees. These accounts
would be maintained and operated by private financial institutions under contract
with the federal government. By contrast to the wide-open array of investment
options provided in most current IRAs (which can be daunting for many savers)
and the high (and costlier) level of customer service provided in many 401(k)
plans, the standard account would provide only a few investment options (to
maximize economies of scale and reduce cost). It would permit individuals to
change their investments only once or twice a year, and would emphasize
transparency of investment and other fees and expenses. Like the investment
options under the federal Thrift Savings Plan for federal employees, itis -
contemplated that costs could be minimized, for example, through the use of
passive investments such as index funds provided and managed by private
financial institutions or other private-sector investments that are similarly low-
cost. This would not limit anyone’s choices: individuals who preferred other IRA
investments could simply continue contributing to an IRA outside the context of
these proposed new arrangements.

Automatic Investment Fund Choice

The IRAs selected by employees or employers from among those offered by
private financial institutions as well as the fallback standard IRAs would provide
low-cost professional asset management to millions of savers, with a view to
improving their aggregate investment results. To that end, these IRAs would offer
an automatic or default investment fund (generally similar, at least initially, to the
kinds of investments described as "Qualified Default Investment Alternatives” in
Department of Labor regulations)* for all deposits unless the individual chose
otherwise. This automatic investment choice could be a highly diversified "target
asset allocation” or "life-cycle” fund comprised of a mix of equities and fixed

2 Morever, nothing would prevent an employer willing to do so from following employee directions as is
ordinarity done when employers make direct deposits of paychecks to accounts specified by employees..

“ *Default Investment Alternatives Under Participant Directed Individuat Account Plans; Final Rule,”
Department of Labor Employee Benefits Security Administration, Federal Register (Vol. 72, No. 205),
October 24, 2007. See also letter from J. Mark Iwry, Principal, Retirement Security Project, to Department of
Labor Employee Benefits Security Administration, dated November 13, 2008 (available at
www.retirementsecurityproject.org), commenting on the Department's proposed regulations.
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income or stable value investments, and probably relying heavily on index funds
or other cost-minimizing approaches. It could also make available some
elements of guarantee against loss of principal, in exchange for a limited
reduction in the rate of return.

One approach to minimize cost and maximize simplicity might be a temporary,
short-term default investment in a guaranteed, principal-preserving option such
as a bank certificate of deposit or other fixed income vehicle. Such a default
would apply, if at all, only until account balances grew large enough to make
them more self-sustaining. :

Because it is desirable to maintain a degree of flexibility in order to accommodate
and reflect market creativity, best practices, and the evolving consensus of
expert financial advice over time, the proposed legislation would not fully specify
the automatic investment. General statutory guidelines would be fleshed out at
the administrative level after a process of extensive consultation with private-
sector investment experts. In addition, the IRAs employees or employers select
from private financial institutions would also offer at least a few investment
alternatives, consistent with normal market practice, but would not be limited to
any prescribed array of investment options.

Employers Protected from Risk of Fiduciary Liability

Employers making payroll deposits would be insulated from potential liability or
fiduciary responsibility with respect to the manner in which direct deposits are
invested in automatic IRAs, even if the IRA provider is selected by the employer. _
Nor would employers be exposed to potential liability with respect to any
employee's choice of IRA provider or type of IRA. This protection of employers
would be facilitated by regulatory designation of standard investment types that
reduces the need for continuous professional investment advice. In addition,
employers could avoid responsibility even for the selection of an IRA provider for
their employees by specifying the government-contracted faliback automatic IRA
(or, if the employer wished to, allowing each employee to specify his or her
preferred IRA provider).

The Importance of Protecting Employer Plans

The automatic IRA proposal 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 $15,500 of their own salary to a
401(k) (or $20,500 if age 50 or older) plus matching or nonmatching employer
contributions that can bring the total annual 401(k) contributions on their behalf to
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$46,000 a year.** In addition, by design, the employer tax credit for providing
access to automatic IRAs is significantly less than 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 does
not aliow employer contributions. Second, any small business owner or
decisionmaker who wants to save more than $5,000 or $6,000 a year on a tax-
favored basis would have an incentive to adopt a SIMPLE or 401(k). Finally, the
automatic IRA gives consultants, third-party administrators, financial institutions,
and other plan providers a new way to penetrate the small business pension
market with 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.

Encouraging Contributions by the Self-Employed and
Independent Contractors

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

¢ Expanding access to automatic debit arrangements, including through
professional and trade associations that could help arrange for automatic
debit and direct deposit to IRAs. Automatic debit essentially replicates the
power of payroli deduction insofar as it continues automatically once the
individual has chosen to initiate it.

¢ Extending the payroll deposit option to many mdependent contractors
through direct deposit with firms from which they receive regular payments
(without affecting the individual's status as an independent contractor);

» Enabling taxpayers to direct the IRS to make direct deposit of a portion of
their income tax refunds to an IRA (which became possible for the first
time last year); and

e Allowing the self-employed to transmit iRA deposns with their quarterly
estimated income taxes.

Matching Deposits as a Financial Incentive

A powerful financial incentive for direct deposit saving by those who are not in -
the higher tax brackets (and who therefore derive little benefit from a tax

* The iRA and 401(k) contribution limits (as well as the limits applicable to SIMPLE plans) are indexed for
cost-of-living.
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deduction or exclusion) would be a matching deposit to their payroll deposit IRA.
- By increasing assets under management, a match would also increase private
financial institutions’ interest in providing IRAs. One means of delivering such a
matching deposit would be via the financial institution that provides the payroll
deposit IRA. For example, the first $500 contributed to an IRA by an individual
who is eligible to make deductible contributions to an IRA might be matched by
the private IRA provider on a dollar-for-dollar basis, and the next $1,000 of
contributions might be matched at the rate of 50 cents on the dollar. The financial
provider would be reimbursed for its matching contributions through federal
income tax credits. *®

Evidence from a randomized experiment involving matched contributions to IRAs
suggests that a simple matching deposit to an IRA can make individuals
significantly more likely to contribute and more likely to contribute larger
amounts.*® Matching contributions — similar to those provided by most 401(k)
plan sponsors — not only would help induce individuals to contribute directly from
their own pay, but.also, if the match were automatically deposited in the IRA,
would add to the amount saved in the IRA. The use of matching deposits would
require procedures to prevent gaming - contributing to induce the matching
deposi4t7, then quickly withdrawing those contributions to retain the use of those
funds.

Guaranteed Lifetime Income

The automatic IRA could also serve as a natural platform or proving ground for
best practices in retirement savings, possibly including, over time, 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 income. Yet most are reluctant to do so. The
same automatic strategy used to promote enroliment and sensible investment
could 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 attractiveness of
lifetime income options is increasing as providers offer more features that are
responsive to consumer concems (such as death benefits, cash surrender

“® This raises a number of issues. For further discussion, see discussion of proposed reforms of the Saver's
Credit, e.g., William G. Gale, J. Mark Iwry, and Peter R. Orszag, “The Savers Credit: Expanding Retirement
Savings for Middle- and Lower-Income Americans” (Retirement Security Project Publication No. 2005-02,
March 2005).

“ Esther Duflo, William Gale, Jeffrey Liebman, Peter Orszag, and Emmanuel Saez, "Saving Incentives for
Low- and Middle-Income Families: Evidence from a Field Experiment with H&R Block” (Retirement Security
Project, May 2005). .

“ Among the possible approaches would be to place matching deposits in a separate sub-account subject
to tight withdrawal rules and to impose a financial penalty on early withdrawals of matched contributions.
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options, and products combining guaranteed minimum benefits with potential for
growth). The uniform default investment and the backstop automatic IRA for any
employees who cannot find an appropriate IRA in the market may 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.®

As former Chair of the Council of Economic Advisers Laura Tyson pointed out in
a Wall Street Journal op-ed article endorsing the automatic IRA, “fjlust as the
Automatic 401(k) and Automatic IRA would help to ensure that employees have
enough retirement savings, automatic guaranteed lifetime income would help to
ensure that they do not outlive their savings™® and have an income stream they
can count on.

Conclusion

American households have a compelling need to increase their personal saving,
especially for long-term needs such as retirement. To that end, effective policy
must focus both on the accumulation of assets and on the preservation of those
assets to provide security in retirement.

Accordingly, this testimony addresses both preservation and accumulation. It
first addresses preservation of savings in 401(k) and similar employer-sponsored
retirement plans, including recent efforts to limit pension “leakage” and
recommendations regarding future strategies. Next the testimony summarizes a
strategy to make accumulation of savings more automatic — hence easier, more
convenient, and more likely to occur. By adapting to the IRA universe practices
and arrangements that have proven successful in promoting 401(k) participation,
the automatic IRA approach holds considerable promise of expanding retirement
saving for millions of workers.

. This bipartisan, cross-ideological automatic IRA proposal put forward in S. 1141
has elicited favorable responses from across the political spectrum. As
Congressional Budget Office Director Peter Orszag recently stated, “I do sense

“8 Accordingly, S. 1141 and H.R. 2167 require a joint study by the Labor and Treasury Depariments of the
feasibility and desirability of promoting the use of low-cost annuities, longevity insurance, or other
guaranteed lifetime income arrangements in automatic iRAs, including consideration of - (i) appropriate
means of arranging for, or encouraging, individuals to receive at least a portion of their distributions in some
form of low-cost guaranteed lifetime income, and (i) issues presented by possible additional differences in,
or uniformity of, provisions governing different IRAs. Section 4(b)(1}(B). The bills also would provide for a
joint study of the feasibility and desirability of extending to automatic IRAs spousal consent requirements
similar to, or based on, those that apply under the Federal employees' Thrift Savings Plan, including
consideration of whether modifications of such requirements are necessary to apply them to automatic IRAs.
Section 4(b)(1){A).

“S { aura D’Andrea Tyson, “Some No-Brainer Savings Ideas,” Wall Street Joumal, October 30, 2007, page A-
18.
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that there is significant bipartisan support for this kind of approach.”® Indeed,
support has come from both the Chair of the Council of Economic Advisers under
President Clinton and the Chair of the Council of Economic Advisers under
President Reagan, from the New York Times editorial page and the Washington
Times' chief political correspondent. 5!

Similar types of proposals have been introduced by Senate Finance Committee
Chairman Max Baucus and advanced by the Commission on the Regulation of
U.S. Capital Markets in the 21* Century, an Independent Bipartisan Commission
Established by the U.S. Chamber of Commerce, while the automatic IRA
proposal itself has been supported or has been the subject of favorable comment
by a variety of other groups and individuals including AARP, Marketwatch,
Newsday, Jane Bryant Quinn, and the 2006 National Summit on Retirement
Savings.®? -

Chairman Kohl, Ranking Member Smith, and Memibers of the Committee, we
appreciate the opportunity to testify before the Committee and would be happy to
respond to any questions.

* presentation at the Retirement Security Project conference on *The Automatic Revolution® at the National
Press Club, Washington, D.C., June 10, 2008, ;

*! The former Chair of President Clinton’s Council of Economic Advisers, Laura Tyson, has stated that the
“Automatic IRA would help to ensure-that employees have enough retirement savings,” (Wall Street Joumal,
Oct. 30, 2007), and the former Chair of President Reagan’s Council of Economic Advisers, Professor Martin
Feldstein, has said, *| am a great enthusiast of automatic enroliment IRAs. | think as a policy it's a no-
brainer. | think the legislation should be enacted. | can'timagine why there would be any significant
opposition from political players an either side of the aisle.” Presentation at the Retirement Security Project
conference on "The Automatic Revolution® at the National Press Ciub, Washington, D.C., June 10, 2008.

The New York Times has stated, in an editorial, “The best idea yet developed for making savings universal
is an |.R.A. that is funded with automatic direct depasits from a paycheck. . . . Congress should pass
legislatidn'to establish auto-1.R A.'s, and the president should sign it.” (New York Times, editorial, March 18,
2006). The Washington Times’ chief.political correspondent, Donald Lambro, has said, “The savings
rate in our country .. . is abysmal. This [the Automatic IRA} would dramatically turn that rate
around, helping millions to build wealth and some measure of retirement security.” (Washington
Times, April 12, 2007.) - '

%2 See n. 3, above, and www.retirementsecurityproject.org. <
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The CHAIRMAN. Thank you, gentlemen.
We would like to hear from Mr. Long at this point.

STATEMENT OF GREGORY T. LONG, EXECUTIVE DIRECTOR,
FEDERAL RETIREMENT THRIFT INVESTMENT BOARD, WASH-
INGTON, DC

Mr. LONG. Chairman Kohl, Ranking Member Smith and mem-
bers of the committee, my name is Greg Long. I am the Executive
Director of the Federal Retirement Thrift Investment Board and,
as such, the managing fiduciary of the Thrift Savings Plan for Fed-
eral employees I welcome the opportunity to appear before your
committee to discuss the TSP loan and in-service withdrawal pro-
grams.

I commend the committee’s efforts to focus public attention on
protecting and strengthening retirement savings programs, espe-
cially with regard to those participants who might engage in un-
necessary borrowing or indiscriminate early withdrawals. The
board’s own experience over the past 20 years shows that a close
attention and a willingness to adjust in these areas is critical to en-
sure a good balance between the goals of achieving participants’
long-term retirement goals and meeting their short-term needs.

In 1988, TSP participants who contributed their own funds were
first permitted to borrow for four specific purposes: medical ex-
penses, education, financial hardship, or to purchase a primary res-
idence. Documentation to demonstrate the loan’s purpose was re-
quired. Participants could have a maximum of two loans out-
standing. Like 401(k) plans, TSP loans were subject to restrictions
found in the Internal Revenue Code and in regulations issued by
the IRS. As with similar loan programs in 401(k) plans, our loan
is intended to encourage employees to voluntarily contribute their
own funds by allowing limited access to those funds when nec-
essary.

After 8 years of administrative experience, the board identified
three areas that required improvement. First, the four purposes
were viewed by some as overly restrictive. Second, the documenta-
tion process, which for a worldwide plan like the TSP, was of ne-
cessity conducted over long distances by mail, was administratively
difficult. Finally, some participants with financial difficulties were
already overwhelmed by debt. They required debt relief in order to
get their heads above water.

The board worked with the Congress and Senator Ted Stevens
in particular, who is widely regarded as the father of the TSP, to
resolve these issues in legislation. As a result of the Thrift Savings
Plan Act of 1996, the board was permitted to offer general purpose
loans requiring no documentation. Additionally, in-service with-
drawals for financial hardship and for those who attained age 59
and a half were allowed for the first time.

As expected, loan activity increased. Between 1997 and 2003, the
number of participants with loans increased from 219,000 to
554,000. Although we cannot demonstrate any direct connection,
the FERS participation rate increased from 82.9 to 86.9 percent
during the same period.

The TSP loan program was again modified in 2004. The need for
this change was identified a year earlier when the board imple-
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mented a new daily valued record keeping system. A relatively
small number of participants were found to be borrowing slightly
larger amounts over and over again in an apparent attempt to sup-
plement their basic pay. A review of this practice found that one
participant had used the program to borrow 31 times.

As the board was implementing a new record keeping system in
2003, this serial borrowing caused significant administrative prob-
lems. In July 1904, after careful study and a review of private sec-
tor practices, the board implemented three changes: a $50 loan fee,
a 60-day waiting period between loans, and a limit of just one gen-
eral purpose and one primary residential loan at any time.

We view these changes, which we continue to employ today, as
highly effective. A total of 353,000 new TSP loans were disbursed

during 2003. In 2005, that number dropped to 192,000. The overall
number of loans, which was rapidly approaching 1 million, has
steadily declined.

Meanwhile, the total average monthly contribution per partici-
pant has continued to steadily increase, from $432 per month in
2005 to $497 per month in 2008. ,

Unlike the changes that characterize the-20-year history of the
TSP loan program, the in-service withdrawal program, which first
became available in 1997, has had only one major change. Origi-
nally, like loans, hardship required documentation. As with loans,
the board found this requirement to be administratively burden-
some. Therefore, with the introduction of the new record keeping
system, participants were permitted to self-certify their hardship
conditions. However, 1 would like to point out that in- addition to
the tax consequences, participants are also restricted from making
employee contributions and therefore from receiving matching con-
tributions for 6 months after taking a financial hardship with-

drawal. Therefore, there are deterrents built into the program.

- Finally, I have also provided the committee with copies of our
2008 edition of Highlights, which is our newsletter. The feature ar-
ticle of this newsletter, which is published on our website, is being
sent to participants. The key article is called “Look Before You
Leap.” I would like to explain why I found it necessary to issue
such a caution to participants.

Earlier this year, I stepped out of the board’s office in downtown
Washington and I saw a bus stop billboard that urged Federal em-
ployees to transfer their “old” TSP accounts—I put that in quotes—
to the advertising sponsor’s IRA. Shortly thereafter, a second ad-
vertising campaign, which is similarly targeted, told readers that
their TSP accounts would retire.

I am here today to advise that after 21 years, the TSP is still
- young and vigorous. It is not getting old and it does not intend to
retire. Thanks to the wisdom of Senator Stevens and other congres-
sional authors, it will continue to follow the timeless principle of
tracking broad market performance while adding value for partici-
pants via very low administrative expenses.

And our participants recognize the value of the TSP. Last year,
over 20,00 checks came in for a total of $478 million rolled into the
TSP from private sector 401(k) and IRA accounts.

Thank you for the opportunity to testify. I would be pleased to
respond to any questions.




68

[The prepared statement of Mr. Long follows:]

STATEMENT OF GREGORY T. LONG
EXECUTIVE DIRECTOR, FEDERAL RETIREMENT
THRIFT INVESTMENT BOARD
BEFORE THE SPECIAL COMMITTEE ON AGING
OF THE UNITED STATES SENATE
JULY 16, 2008

Chairman Kohl, Ranking Member Smith, and members of the Committee, my
name is Greg Long. Iam the Executive Director of the Federal Retirement Thrift
Investment Board and, as such, the managing fiduciary of the Thrift Savings Plan for
Federal employees. 1 welcome the opportunity to appear before your Committee to
discuss the TSP loan and in-service withdrawal programs.

I commend the Committee’s efforts to focus public attention on protecting and
strengthening retirement savings programs, especially with regard to those participants
who might engage in unnecessary borrowing or indiscriminate early withdrawals. The
Board’s own experience over the past twenty years shows that close attention and a
willingness to adjust in these areas is essential to ensure a good balance between
achieving participants’ long-term retirement goals and meeting their short-term needs.

In 1988, TSP participants who voluatarily contributed their own funds were first
permitted to borrow for four specific purposes: medical expenses, education, financial
hardship, or to purchase a primary residence. Documentation to demonstrate the loan’s
purpose was required. Participants could have a maximum of two loans outstanding.
Like 401(k) plans, TSP loans were subject to restrictions found in the Internal Revenue
Code and in regulations issued by the Internal Revenue Service. As with similar loan
programs in 401(k) plans, our loan program is intended to encourage employees to
voluntarily contribute their own funds by allowing limited access to those funds when
necessary.

After eight years of administrative experience, the Board identified three areas
that required improvement. First, the four purposes were viewed by some as overly
restrictive since many seemingly legitimate needs (such as expenses associated with

.adoption) did not automatically qualify for a loan. Second, the documentation process —
which for a world-wide plan like the TSP was of necessity conducted over long distances
by mail — was time-consuming and administratively difficult. Finally, some participants
with financial difficulties were already overwhelmed by debt. They required debt relief
in order to get their heads above water and to move forward.

The Board worked with the Congress and Senator Ted Stevens in particular —~
who is widely regarded as the father of the TSP — to resolve these issues in legislation.
As a result of the Thrift Savings Plan Act of 1996, the Board was permitted to offer
general purpose loans requiring no documentation. Additionally, in-service withdrawals
for financial hardship or for those who have attained age 59 Y were allowed for the first
time.
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As expected, loan activity increased when these changes were implemented.
Between 1997 and 2003, the number of participants with loans increased from 219,208 to
554,057. Although we cannot demonstrate any direct connection, the FERS participation
rate increased from 82.9% to 86.9% during the same time period.

Interestingly, during this growth in the number of loans, the value of outstanding
loan amounts as a percent of total TSP assets remained at 3% for three years and then
topped-out at just 4%. Thus, while many more participants were borrowing for more
purposes, the percentage of assets that remained fully invested for the long term was not
significantly reduced. This was because of the continued growth of contributions and the
strong investment returns from the markets during the late 1990’s.

The TSP loan program was modified again in 2004. The need for this change was
identified a year earlier when the Board implemented a new daily-valued record keeping
system for the TSP. A relatively small number of participants were found to be
borrowing slightly larger amounts over and over again in an apparent attempt to
continuously supplement their basic pay. A review of this practice found that one
participant had used the program to borrow a total of 31 times.

As originally implemented, the TSP loan program was viewed as a benefit of
participation. In order to encourage voluntary contributions by employees, loans were
available to all eligible participants without an application fee or processing charge.
Interest is calculated at the Government Securities Investment (G) Fund interest rate
during the month of application. While this simple design met original needs, it allowed
for this frequent borrowing of relatively small amounts. As the Board was implementing
the new record keeping system in 2003, this “serial borrowing” caused significant
administrative problems. In July 2004, after careful study and review of private sector
practices, the Board implemented three changes: a $50 loan fee, a 60-day waiting period
between loans, and a limit of just one general purpose and one primary residence loan at
any time.

We view these changes, which we continue to employ today, as highly effective.
A total of 353,716 new TSP loans were disbursed during 2003, which was the last full
year of operations under the old rules. After the transition year, 2004, the number of new
loans issued declined to 192,757 in 2005. The overall number of loans, which was
rapidly approaching one million, began to decline. The average amount borrowed for
general purpose loans increased, as did the percentage of residential loans. However, the
average loan balance relative to the average account balance has not trended up.

After reaching a high point of 4% in 2003, outstanding loan dollars as a percent of
assets fell back to 3% and has held steady since then. Meanwhile, the total average
monthly contribution per participant has continued to steadily increase -- $432 in 2005,
$474 in 2006, $492 in 2007, and $497 thus far in 2008.

Unlike the changes which characterize the 20 year history of the TSP loan
program, the in-service withdrawal program, which first became available in 1997, has
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only had one major administrative change. Originally, like loans, financial hardship in-
service withdrawals, which allowed participants to withdraw their own funds in times of
genuine financial need, required documentation. As with loans, the Board found this
requirement to be both restrictive and administratively burdensome. Therefore, with the
introduction of the new record keeping system in 2003, participants were permitted to
self-certify their hardship conditions. However, I would like to point out that in addition
to the tax consequences associated with a withdrawal, participants are also restricted from
making employee contributions (and therefore receiving matching contributions) for six
months after taking a financial hardship withdrawal. Therefore, there are deterrents built
into the program to discourage participants from acting indiscriminately.

] Data on TSP hardship withdrawals do show an increase after we transitioned to
hardship self-certification and the new loan rules. However, growth between 2005 and
2007 was relatively small, and data thus far for 2008 indicates no increase in utilization
over last year. The average amount of a hardship withdrawal in 2007 ($8,081) trailed the
average general purpose loan ($12,087) and residential loan ($18,793) amounts, as well
as the average size of an age-based withdrawal ($55,476). Clearly, the negative aspects
of hardship withdrawals have made them the least attractive option for participants.

Although utilization has been steady, through design and careful administration,
we believe this program continues to meet an important need. Our education materials
urge participants to fully recognize the adverse consequences of early withdrawal, and to
consider borrowing if that option is available to them. We have provided copies of our
Loan and In-Service Withdrawal booklets for review by the Committee. We have also
provided copies of our January and July 2004 Highlights, the TSP newsletter, which we
used to introduce the loan changes.

The age-based in-service withdrawal program is intended to allow individuals
who reach their retirement age — 59 % under the Federal tax code — to access their funds
as they transition into retirement. This program continues to achieve this goal, and
changes have not been required.

Finally, I have also provided the Committee with copies of our July 2008 edition
of the Highlights. The feature article of this newsletter, which was just published on our
Web site, www.tsp.gov, and is being sent to participants who receive their quarterly
statements by mail, is entitled “Look before you leap!” I would like to explain why I
found it necessary to issue such a caution to our participants.

Earlier this year, I stepped out of the Board’s office in downtown Washington and
saw a bus stop billboard urging Federal employees to transfer their “old” TSP accounts to
the advertising sponsor’s IRA. Shortly thereafter, a second advertising campaign,
similarly targeted, told readers that their TSP accounts would “retire.”

I’m here today to advise that after 21 years, the TSP is still young and vigorous.
It isn’t getting old. And, it does not intend to retire. Thanks to the wisdom of Senator
Stevens and other Congressional authors, it will continue to follow the timeless principle
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of tracking broad market performance while adding value for participants via very low
administrative expenses. And our participants recognize the value of the TSP. Last year,
we accepted more than 20,700 checks totaling over $478 million in funds being rolled
over into the TSP from private sector 401(k) and IRA accounts.

Separated participants may leave their funds on account if they wish. Nearly one
million separated employees have chosen to do so. Those participants who would like to
transfer their retirement savings from the TSP to an IRA are welcome to do so. But no
one should move their funds from the TSP out of a concemn that the TSP is old or retired.

All of our communications efforts encourage informed decision making. “Look
before you leap!” gives our.participants the information they need to resist the lure of
misinformed advertisers and to make an informed decision.

In closing, I would again like to recognize the ongoing work by this Committee to
protect and strengthen savings for retirement. Especially in a difficult economic
environment, employees require consistent encouragement to save, and good information
to make sound choices. Your hearing today advances both of these goals. Thank you for
the opportunity to testify. I would be pleased to respond to any questions you may have.
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The CHAIRMAN. Thank you very much, Mr. Long.
Now we will hear from Mr. Gannon.

STATEMENT OF JOHN GANNON, SENIOR VICE PRESIDENT, OF-
FICE OF INVESTOR EDUCATION, FINANCIAL INDUSTRY REG-
ULATORY AUTHORITY, WASHINGTON, DC

Mr. GANNON. Mr. Chairman and members of the committee, I
am John Gannon, Senior Vice President for Investor Education at
the Financial Industry Regulatory Authority. As the largest non
governmental regulator for the country’s securities firms, FINRA’s
top priority is to ensure fair markets for American investors.

On behalf of FINRA, I would like to thank you for the oppor-
tunity to testify on such an important topic. You have my written
testimony, so this morning I would like to highlight what we at
FINRA view as emerging threats to a secure retirement.

For today’s investors, especially those close to retirement, the
number of hurdles on the road to financial security is growing
every day. The cost of living is up. Home prices are down, and cred-
it has dried up. Financial institutions that once seemed invincible
have failed or are in trouble.

The Washington Post reports that nearly three out of five middle
class retirees will likely run out of money if they do not change
their spending habits. Supporting that is a recent AARP study cit-
ing the personal bankruptcy filings for middle-aged Americans has
risen by more than 50 percent since the 1990’s.

When people feel pinched for cash, they often choose risky ways
to make ends meet. In fact Fidelity, T. Rowe Price, and Vanguard
have reported significant increases in 401(k) hardship withdrawals
since last year. A recent Wall Street Journal Harris Interactive
Survey found that about one-quarter of adults actively planning for
retirement have prematurely withdrawn money from their retire-
ment investments.

Also feeding into this anxiety or unscrupulous financial profes-
sionals, many of them unregistered. They push investments that
promise security, but too often they end in financial ruin.

At FINRA, we believe that the first line of defense for every in-
vestor is education. That is why we are focused on teaching inves-
tors about the importance of retirement savings and the con-
sequences of early withdrawals from 401(k)’s. FINRA is focused in
two ways to help protect investors and teach them in these uncer-
tain times. First, we use surveillance and enforcement tools to de-
tect and deter abusive sales practices. Second, we do everything we
can to educate investors to help them make the best financial deci-
sions.

I would like to highlight two areas of concern today: early retire-
ment scams and 401(k) debit cards.

As you know, section 72(t) of the IRS Code permits penalty-free
early withdrawals from company-sponsored plans before the age of
59 and a half. Some financial advisors tout 72(t) as a loophole that
allows investors to retire early by withdrawing assets and rein-
vesting them. Investors are often promised unrealistically high re-
turns, but are rarely told about the down side of those investments.

One case in particular comes to mind. A few years ago, a 57-
year-old retiree from Belton, MO was promised that his 72(t) in-
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vestment would earn 9 percent. He was persuaded to invest $1 mil-
lion in retirement savings into two variable annuities, and 7
months later, $225,000 of his principal was gone. But that was just
the beginning. Eventually he lost over $450,000 due to the neg-
ligence and fraud on the part of his broker.

More recently, FINRA sanctioned two securities firms, Citigroup
and Securities America, for misleading investors in this way. They
were fined $5.5 million and ordered to pay $26 million in restitu-
tion to hundreds of former Bell South and Exxon Mobil employees.
In both cases, the firms were onsite targeting employees at their
work places. Given the aging U.S. demographic, we are liKely to see
even more investors victimized in this way. FINRA will continue to
take action where investors are treated improperly.

Another potential threat to a secure retirement is the relatively
new 401(k) debit card. In May, FINRA published an investor alert
outlining the dangers of 401(k) debit cards, and we hope investors
heed our warnings. .

Investors can use a debit card to borrow directly from their
401(k) account for any purpose, but as they spend it, they may
wipe out a good portion of their retirement savings. Taking money
out of your retirement savings, even for a short period of time, can
be disastrous.

FINRA has developed a number of tools that focus on building
and protecting retirement savings.

First, we have our 401(k) Learning Center on our website,
finra.org. Here we explain everything from 401(k) enrollment to the
risks of cashing out before retirement. 4
- FINRA has also teamed up with the Retirement Securities
Project and AARP to establish Retirement Made Simpler, an effort
to use automatic features such as automatic enrollment, to increase
participation in 401(k) plans.

We issue investor alerts, warning about early retirement pitches
and products that could be harmful and we offer online tools to
help employers check out early retirement sales people and avoid
potential scams.

Mr. Chairman, FINRA appreciates the opportunity to testify. We
look forward to working with the committee;, the SEC, and other
regulators to expand Americans’ financial knowledge and to help
them build a secure retirement. I would be happy to answer any
questions. R

Thank you.

[The prepared statement of Mr. Gannon follows:]
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Mr. Chairman and Members of the Committee, | am John Gannon, Senior Vice President for
Investor Education with the Financial Industry Regulatory Authority, or FINRA. On beha!f of
FINRA, I'd like to thank you for the opportunity to testify today. FINRA and the FINRA Investor
Education Foundation are committed to expanding the knowledge and confidence of all
Americans wishing to build a more secure financial future through saving and investing, and we
share your interest in protecting those savings and investments.

FINRA and the FINRA Investor Education Foundation

FINRA is the largest non-governmental regulator for all securities firms doing business in the
United States. FINRA was created in 2007 through the consolidation of NASD and the Member
Regulation, Enforcement and Arbitration divisions of the New York Stock Exchange. FINRA
touches virtually every aspect of the securities business—from registering and educating all
industry participants to examining securities firms; writing rules; enforcing those rules and the
federal securities laws; informing and educating the investing public; providing trade reporting and
other industry utilities, and administering the largest dispute resolution forum for investors and
registered firms. All told, FINRA oversees 5,000 brokerage firms, about 172,000 branch offices
and more than 676,000 registered securities representatives. -

FINRA believes investor protection begins with education. Using the Intemet, the media and
public forums, we help investors build their financial knowledge and provide them with essential
tools to better understand the markets and basic principles of saving and investing. We issue
educational materials to alert investors to potential problems and provide “plain English”
explanations of products and processes. We have developed a variety of interactive tools for
investors to use in making financial decisions. We conduct public education events to reach out to
investors. : .

In addition to the investor education activities of FINRA itself, the FINRA Investor Education
Foundation (FINRA Foundation) is the targest foundation in the United States dedicated to
investor education. Its mission is to provide underserved Americans with the knowledge, skills
and tools necessary for financial success throughout life. To further this mission, the Foundation
awards grants to fund educational programs and research aimed at segments of the pubtic who
could benefit from additional resources. Since the FINRA Foundation’s inception in December
2003, it has approved more than $31 million in financial education and investor protection
initiatives through a combination of grants and targeted projects. Many of those projects target
underserved segments of the population, including a particular focus on senior investors and
military personnel and their families so that they are able to avoid fraudulent and inappropriate
products and sales pitches and manage their money with confidence. .

Current Financial Environment )
A recent study by AARP found that in 2007 more than 1 in 5 debtors were over the age of 55,
‘compared with 1 in 10 back in 1991. The study also found that the rate of personal bankruptcy
fiings among those ages 45 to 54 had jumped by more than 48 percent from 1991 to 2007. For
those ages 55 to 64, the rate rose by 150 percent—and for those ages 75 to 84, by 433 percent.
These are very disturbing numbers by any measure. But they represent the hard realities of
today’s financial environment for many Americans, especially when-combined with the rising
costs of food and fuel, declines and volatility in the housing and financial markets. And they
represent a challenge for policy makers and regulators.

In tough financial times, many people feel pinched for cash—and some may search for different,
often risky ways to make ends meet, or to maintain a certain fifestyle. Troubling trends include
trading in insurance policies in transactions known as "iife settlements," tapping the home equity
through reverse mortgages, and today’s topic —leveraging or prematurely depleting retirement
savings.

At FINRA, we are concerned that some investors may be risking one of their most valuable
assets in an effort to raise cash—including those in or near retirement, who may not have time to
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recover their losses. And unfortunately, some unscrupulous financial professionals—many of
them unregistered—feed into this investor anxiety, pushing strategies and products that promise
to provide balance and safety, but that often end up haunting an investor for a lifgtime.

Earfy Withdrawals of Retirement Savings

There is no doubt that Americans are increasingly making early withdrawals of their refirement
savings. Fidelity Investments reported a 17 percent increase in 401(k) hardship withdrawals last
year, and T. Rowe Price reported a 10 percent increase. The number of 401(k) loans is also on
the rise. in 2006, 11 percent of investors took loans from their ptan. in'2007, the number of [oans
jumped to 18 percent.

These numbers serve as a waming sign, demanding extra vigilance on the part of regulators.
FINRA is paying particularly close attention to products and strategies that allow investors to
easily tap their retirement savings prematurely. We are concemed that some financial advisers
have started advocating the use of retirement accounts as a way to address their clients' current
cash problems or to recommend unsuitable investments or strategies for those funds while

- promising unrealistic returns,

But from FINRA's perspective, protecting investors today is made more complicated because
there are many products that may be suitable for some investors, but are very unsuitable for
others. If it were simply a matter of banning certain products, our job would be very easy. But we
know that even products like variable annuities, which create issues when sold to the wrong
people, can have legitimate value for some investors. At FINRA, we've taken a two-pronged
approach to help protect investors in these unsteady times. :

First, we use our survelillance and enforcement tools to detect and deter abusive sales practices,
especially those aimed at seniors. Second, we do everything we can to educate investors to help
themn make the best financial decisions for their unique situation.

I'd like to highlight two areas of concern for you today. The first involves early retirement account
withdrawals. The second is the relatively new phenomenon of 401(k) debit cards. Both are
troublesome because they may make it easy——100 easy—for investors to unlock retirement
savings before they really need it.

Early Retirement Seminar Scams ’

Section 72(t) of the IRS code pemnits penalty-free early withdrawals from company-sponsored
plans before the age of 69 . What we are seeing is that some financial advisers tout Section
72(t) as a “loophole” that aflows investors to retire early by withdrawing assets through a series of
substantially equal periodic payments and reinvesting in products that offer higher rates of return.

In some cases, the financiat advisers may promise that the investments will generate returns high
enough to allow the investor to maintain a standard of living that is equal to or even higher than
they have while working. However, the promised rate of return is often unrealistically high, and
investors are often not told about the potential downside to these investments, including the
potential for total depletion of their retirement savings. Many times victims entrust a broker with
the entire cash proceeds of their retirement accounts—forfeiting their right to receive a lifetime
monthly benefit under their company's pension plan.

In recent cases, FINRA fined two securities firms (Citigroup and Securities America) $5.5 million
and ordered them to pay $26 million in restitution related to this type of early retirement
investment scheme. Given the aging U.S. demographic, this is a problem that is likely to grow
and we are watching firms very closely to make sure investors are treated properly.

401(k) Debit Cards
in addition, there is a relatively new way investors are accessing funds from their retirement
plans—the 401(k) debit card, which is like a debit and credit card rolied into one. it acts like a
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debit card because it allows investors to access and spend their own money, rather than

someone else's. But it also acts like a credit card because investors need to repay their balances
over time.

FINRA published an Investor Alert outlining the pros and cons of 401(k) debit cards in May—and
we hope investors heed our wamings. The pitfalls of theses debit cards are many.

Investors use a 401(k) debit card to borrow directly from their 401(k) account. Consumers can
use the funds for any purpose and usually don't have to explain why they need the money or how
they intend to spend it. But as they spend it, the potential is very high that they may wipe outa
good portion of their retirement savings in the process. There can be significant tax liabilities, lost
opportunity costs and even exposure to creditors of funds borrowed from retirement accounts if
the investor ultimately has to declare bankruptey.

If that weren't enough of a deterrent, the cards also charge interest and fees. The interest rate is
usually tied to the prime rate, but a portion of that interest, as well as any fees, are paid to the
card vendor. In addition to these finance charges, there may be set-up fees, annual fees and
cash advance fees—so0 ir_\dividuals should think long and hard before they sign up.

Taking money out of your retirement savings, even for a short period of time, can have enormous
repercussions for your retirement security. The results can be disastrous if you never put that
money back.

FINRA Investor Education Initiatives and Tools

As mentioned above, at FINRA, we believe the first line of defense in protecting investors is
education. in support of that belief, FINRA and the FINRA Investor Education Foundation have
developed a variety of tools and resources to educate investors about the importance of
retirement savings and the potential impacts of early withdrawals, to encourage retirement
savings and to assist investors in avoiding scams. Several of those efforts are outlined below:

s 401(k) Learning Center
To help investors of all ages with retirement savings, FINRA has developed an onfine
401(k) Learning Center, which is available on our Web site at
www.finra.org/investorinformation. The center walks visitors through everything from the
enrollment process, to the role of risk and reward when making allocation decisions, to
issues of portability and the risks posed by cashing out of a 401(k) plan before retirement.

+ Investor Alerts
In addition, we regularly publish Investor Alerts to highlight issues, trends, pitches and
products where we see danger of jeopardizing the secure financial future of U.S.
investors. Several of our recent alerts have dealt specifically with retirement savings
issues, notably 401(k) Debit Cards ~ Think Before You Swipe; Look Before You Leave:
Don't Be Misled By Early Retirement Investment Pitches That Promise Too Much;
Weathering Tough Financial Times—The Long-term Costs of Quick Cash, Think Twice
Before Cashing Out Your 401(k), and Puttmg Too Much Stock in Your Company—A
401(k) Problem.

* Resources to Guard Against Early Retirement Seminar Scams
To assist employers and employees in guarding against early retirement seminar scams,
FINRA introduced two online resources earlier this year. The resource for companies,
Help Your Employees Achieve Their Retirement Dream: Tips for Spotting Early
Retirernent Scams, offers tips on how to evaluate the financial professionals involved in
early retirement seminars and the seminar materials such as invitations, slides, handouts -
and scripts. Company representatives may also refer early retirement seminar materials
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to FINRA for review if they have concerns. FINRA staff will review all seminar materials
referred and inform the company whether the materials are consistent with applicable
FINRA standards. A second resource, Early Retirement Seminars 101: Smart Tips for
Spotting Retirement Scams, alerts employees to the pitfalls of early retirement schemes.
FINRA has worked with both the Socisty of Human resources Management and the
International Foundation of Employee Benefit Plans to ensure broad dissemination of
these resources.

Retirement Made Simpler

In addition, we have teamed with the Retirement Security Project and AARP to establish
“Retirement Made Simpler,” an effort to increase participation rates among employees
whose companies offer 401(k) plans. A recent brief issued by the Employee Benefit
Research institute (EBRI) notes that almost one-third of recently hired employees who
are eligible to participate in their company's defined contribution plan do not participate,
and participation rates for employees earning less than $20,000 a year is even lower. A
"number of academic studies have found that changing the default option to require
workers to opt out of, rather than opt into participation in 401(k) plans raises participation
rates to more than 90 percent. The goal of the Retirement Made Simpler coliaboration is
to encourage employers to adopt automatic enroliment and other so-called "automatic”
401(k) features options, in whole or in part.

Investor Protection Campaign for Older Americans

FINRA Investor Education Foundation-funded research unveiled in July 2006 shattered
the sterectypes of senior investment fraud victims. The study revealed a fraud victim
profile that was counterintuitive in many respects, as well as influence tactics used by _
fraudsters that were sophisticated and highly effective. These findings forced regulators
and senior advocates alike to rethink how best to approach the challenge of equipping
older investors with the tools and information they need to thwart fraudsters touting-
investment scams.

In response, the FINRA Investor Education Foundation mounted a research-based,
social change campaign designed to reduce the incidence of investment fraud among
investors ages 55 and over. Earlier this year, the Foundation launched a pilot campaign
to test social norm messages and intervention strategies that positively influence the
behavior of older investors to decrease the likelihood that they will become victims of
investment fraud. The pilot campaign was developed by the FINRA Investor Education
Foundation, in collaboration with AARP, Washington State Department of Financial
Institutions, Florida Office of Financial Regulation and noted experts in the fields of fraud
and persuasion.

The FINRA Investor Education Foundation's investor protection campaign seeks protect‘
older investors from investment fraud by helping them to: : .

Recognize that they are vuinerable to financial fraud;
Identify persuasiqn techniques; and
Reduce risky behaviors by asking questions and checking information.

More information on the campaign, as well as additional financial education materials
specifically aimed at the senior investor, are available on a website created by the FINRA

Foundation: www. SaveAndinvest org/55plus.
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Conclusion :

The need for retirement savings is greater than ever before, but people are tapping into that
money with unprecedented frequency. We at FINRA are doing what we can to add to the chorus
of voices trying to improve and increase retirement savings and combat the trend of using those
savings before retiremant except as a strategy of last resort. Through the means described
above, we try to ensure that before investors withdraw funds from their retirement savings, they
know the many good reasons to keep those savings intact. As we pointed out in a recent

Investor Alert, people should at least consider the following before prematurely tapping into their
retirement savings:

+ Tax Liabllity—Unless you're over the age of 59 %, you will not only have to pay income
taxes on the amount you withdraw, but you will also be subject to a 10% tax penalty. In
most cases, your employer will withhold 20% in federal taxes, so the amount you receive
will be significantly lower than the amount you requested.

* Opportunity Costs—The repercussions of withdrawing funds from your 401(k) could be
enormous in terms of lost growth opportunity. For example, let's assume you are 30
years old, and have a 401(k) balance of $20,000. if you leave that money alone, and your
account averages a 6% rate of return over the next 32 years, your balance at retirement
will be $129,068 when you're 62—even if you do not make any additiona! contributions
during that time. If you take it out, you'll have nothing. Even if you have a shorter time .
horizon, you will forgo significant savings opportunities by taking money out of your
401(k). For a 45-year-ofd, that $20,000 will grow to $53,855 in 17 years.

¢ Opening Assets to Creditors—Under the Bankruptcy Abuse Protection and Consumer
Protection Act of 2005, your creditors cannot touch your 401(k) balance or similar
_ retirement savings account—even if, as a last resort, you file for bankruptcy protection.
Balances in traditional and Roth IRAs are also protected up to a limit of $1 million. But if
you take money out of your retirement plan through a loan or a hardship or regular
withdrawal, your creditors can go after that sum.

If investors really need access to their retirement funds early, they should be aware that
borrowing from a 401(k) may be a better option than taking a withdrawal. Depending on a plan's
terms, investors may be able to borrow at a lower rate from their accounts than they could from a
bank or other fender, and they won't have to pay taxes on the proceeds of that loan as they would

with a withdrawal. Investors should pay back the loan, however, before it is treated as a
withdrawal.

Again, FINRA appreciates the opportunity to testify on these important issues today. I'd be happy
to take any questions you may have.
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The CHAIRMAN. Thank you very much, Mr. Gannon.
Finally, we will hear from Mr. Bent.

STATEMENT OF BRUCE R. BENT, FOUNDER AND CHAIRMAN
OF THE RESERVE, NEW YORK, NY

Mr. BENT. Chairman Kohl, Ranking Member Smith, and distin-
guished members of the committee, my name is Bruce Bent. I am
the Chairman of The Reserve, the leading cash management spe-
cialist for institutional and individual investors. I am also Chair-
man of Reserve Solutions, a sister company. Reserve companies
currently manage over $125 billion.

The Reserve is best known as the creator of the money market
mutual fund. We wanted a product that would provide a return
that reflects actual money market interest rates while providing
safety of principal, liquidity, and a high degree of safety. As we all
know now, the money market fund has been extremely successful
with nearly $4 trillion invested in it. I say that for purposes of
identification. '

I am "here today to discuss ReservePlus, the qualified pension
plan administrative services that we provide. ReservePlus was cre-
ated to help address the challenges of increasing participation by
lower income and younger workers who traditionally do not partici-
pate because they feel they cannot afford to lose access to their
earnings.

To begin, ReservePlus does not approve loan requests, establish
or interpret loan policies, and is not a plan fiduciary. We are sim-
ply a software processor. Qur service is made available only to par-
ticipants who have been directed to us by. plan administrators in
accordance with their employer’s policy. Once a participant’s re-
quest has been approved, they direct the plan administrator to
transfer their money into a loan account within their plan. The
amount in that account is then invested in a Reserve money mar-
ket mutual fund. Participants may then access the amount of their
account using checks or a debit card. '

Each ReservePlus participant is provided with materials con-
taining a description of the service, its operation, and associated
charges. The committee has been provided with copies of these dis-
closures. _

The account opening fee averages $75 and the subsequent an-
nual maintenance fee ranges from $25 to $50, charges that typi-
cally apply to both conventional loan programs and ReservePlus
and are paid to the plan administrators, not Reserve. As is usual
with plastic-based transactions, there is a $2 fee for cash advances
but no fee for purchases by check or card. In addition, the plan par-
ticipants pay themselves an interest rate of the prime rate and a
service fee to ReservePlus which ranges from 2.9 to 3.25 percent
on loan balances actually utilized. :

The average loan balance  for participants in plans utilizing
ReservePlus 1s approximately 35 percent less than the average loan
balance for all plan participants, specifically $4,800 versus $7,200.
Our default rate is 2.2 percent, and we have been unable to deter-
mine what the industry average default rate is.

ReservePlus is different from traditional loan programs because
participants may establish an account without actually with-
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drawing funds. A traditional loan actually forces money out of a
plan by requiring a participant to withdraw the entire amount ap-
proved immediately in a lump sum. With ReservePlus, the partici-
pant’s funds remain within the plan, continuing to earn sheltered
investment returns until the participant withdraws them. The par-
ticipant may withdraw as little or as much as needed at any time,
up to the amount approved by their employer. There is no lump
sum withdrawal requirement. When participants know they have
access to their money, they contribute more into the plan and take
less out of the plan. At the end of the day, participants accumulate
greater overall retirement savings using ReservePlus services over
conventional loan processing.

Participants with ReservePlus services are also less likely to de-
fault on their plan loans when they leave the job. Industry practice
for traditional loans requires them to be repaid through payroll de-
ductions. As a result, employees that are terminated, resign, or re-
tire are no longer able to continue repaying their loans via payroll
deductions. In these circumstances, plans utilizing traditional loan
processing typically give a participant only 90 days or less to repay
all outstanding loans. ) _

A participant who is unable to repay the outstanding balance
will incur a taxable distribution, subject to regular city, State, and
Federal income taxes, and an additional 10 percent penalty if they
are under the age of 59 and a half. Obviously, the participant’s re-
tirement savings will also be reduced by the amount of the default.
This instant repayment requirement in traditional plans is a sig-
nificant deterrent to employees joining a plan because it comes at
a time that the participants are least able to afford it. This is not
so with ReservePlus.

Unlike traditional loan programs, ReservePlus is not dependent
on payroll deduction and allows participants to continue making
their regular payments even after they leave their employer. Given
the increasingly mobile workforce, this feature of ReservePlus
helps safeguard participants’ retirement savings. ReservePlus also
allows participants to prepay in advance, in whole or in part, at
any time and to reduce the amount available in their loan account
at any time, unlike traditional loan processing through payroll.

We designed ReservePlus with several concrete advantages to
plan participants over traditional loans. I share your concerns for
America’s seniors and for hard-working Americans like my parents,
a postal employee and a school cafeteria worker. I am very proud
of the innovations ReservePlus offers to participants in overcoming
many shortcomings of the prevailing practices that encourage
workers, regardless of income level, to participate in retirement
plans to the maximum level as soon as they are eligible.

Thank you for your time. Again, I am happy to answer your

.questions.

[The prepared statement of Mr. Bent follows:]
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TESTIMONY OF BRUCE R. BENT
FOUNDER AND CHAIRMAN OF THE RESERVE
BEFORE THE
SPECIAL COMMITTEE ON AGING
UNITED STATES SENATE

July 16, 2008

Introduction

Chairman Kohl, Ranking Member Smith, and distinguished
members of the Committee, my name is Bruce R. Bent. Tam the
Chairman of The Reserve, the leading cash management specialist
for institutional and individual investors and I am also Chairman of
Reserve Solutions a sister company. Reserve companies currently

.manage over $125 billion in assets.

The Reserve is best known asthe creator of the money market
mutual fund. We wanted a product that would provide a return
that reflects actual money market interest rates while providing
safety of principal, liquidity and a high degree of safety. As we all
now know, the money market fund has been extremely successful

with nearly $4 trillion now invested. This for purposes of

identification.
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I am here today to discuss ReservePlus the Qualified Pension Plan
Administration service we provide. ReservePlus was created to
help address the challenge of increasing participation. by lower
income and younger workers who traditionally don’t because they

feel they cannot afford to lose access to their earnings.

Overview of ReservePlus

;1“0 begin, ReservePlus does not approve loan requests, establish or
interpret loan policies and is not a plan fiduciary, we are simply a
processor. Our service is made available only to participants who
have been directed to us by the plan administrator in accordance

with their employer’s policies.

Once a participant’s request has been approved, they direct the
plan administrator to transfer their money into a loan account
within their plan. The amount in that account is then invested in a
Reserve money market mutual fund. Participants may then access

the amount in their account using checks or a debit card.

Each ReservePlus participant is provided with materials containing
a description of the service, its operation and associated charges.
The Committee has been provided with copies of these disclosure

documents.
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The account opening fee averages $75 and the subsequent annual
maintenance fee ranges from $25 to $50, charges that typically
apply to both conventional loan programs and ReservePlus and are
paid to the plan administrators, not Reserve. As is usual with
plastic based transactions, there is a $2 fee for cash advances but
no fee for purchases by check or card. In addition, the plan
participants pay themselves an interest rate of the prime rate and a
service fee to ReservePlus which ranges from 2.90% to 3.25% on -

loan balances actually utilized.

Benefits of ReservePlus over Traditional Loans

The average loan balance for participants in plans utilizing
ReservePlus is approximately 30% less than the average loan
balance for all plan participants, i.e., $4800 versus $7000. Our
default rate is 2.2%; we have been unable to determine the industry

average.

ReservePlus is different from traditional programs because
participants may establish an account without actually withdrawing
funds. Traditional loans actually force money out of the plan by

requiring a participant to withdraw the entire approved amount

immediately in a lump sum. With ReservePlus, the participant's
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funds remains in the plan, continuing to eam sheltered investment
returns until the participant withdraws them. The participant may
withdraw as little or as much as needed at any time, up to the
amount approved by their employer. There is no lump sum
withdrawal requirement. When participants know they have

access to their mbncy, they contribute more into the plan and take
less out of the plan,. At the end of the day, participants accumulate.
‘greater overall retirement savings using the ReservePlus service

over conventional loan processing.

Participants with ReservePlus services are also less likely to
default on their plan loans when they leave their jobs. The
industry practice for traditional loans requires them to be repaid
through payroll deductions. As a result, employees that are
terminated, resign, or retire are no longer able to continue repaying
their loans. In these circ;umstances, plans utilizing traditional
processing typically give a participant only 90 days or less to repay
all outstanding balances. |

A participant who is unable to repay the outstanding balance will
incur a taxable distribution subject to regular city, state and federal
income taxes and an additional 10% penalty if they are under age

59%. Obviously the participant's retirement savings will also be
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reduced by the amount of the default. This instant repayment
requirement in traditional plans is a significant deterrent to
employees joining a plan because it comes at a time that

participants are least able to afford it. Not so with ReservePlus.

Unlike traditional loan programs, ReservePlus is not dependent oh
payroll deduction and allows participants to continue making their
regular paymenté even after they leave their employér. Given the
increasingly mobile workforce, this feature of ReservePlus helps
safeguard participants' retirement savings. ReservePlus also
allows participants to prepay advances in whole or in part at
anytime, and to reduce the amount available in their loan account

at any time unlike traditional loan processing through payroll. -

Conclusion

We designed ReservePlus with several concrete advantages to plan
participants over traditional loans. I share your concern for
America’s sehiors and for hardworking Americans like my parents,
a postal employee and a school cafeteria worker, in meeting their

' retirement income needs. I am very proud of the innovations
ReservePlus offers to participants in overcoming many

shortcomings of the prevailihg practices thereby encduraging all
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workers regardless of income level to participate in a retirement

plan to the maximum level as soon as they are eligible.

Thank you for your time. I would be happy to answer any .

questions you may have.

H:01 1 SIOOCON\DRAFT SENATE COMMITTER ON AGING TESTIMONY
Q7 08 03 (V.21DOC
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The CHAIRMAN. Thank you very much, Mr. Bent.

We will turn now to my colleague, the ranking member, Senator
Smith, for his questions, and then we will turn to Senator Salazar
and Senator McCaskill. Senator Smith?

Senator SMITH. Thank you, Mr. Chairman. Gentlemen, all of you,
your testimony has been excellent.

I wonder, Mark and David, as you have gone out with your very
bipartisan proposal on automatic IRA’s, I think you both com-
mented that the more people know, the more they warm up to it.
I assume I heard you correctly.

Mr. JoHN. You did, yes.

Senator SMITH. You know, obviously we are here because we
have a real dilemma. We have a national savings problem. We
have a demographic bubble with the baby boom generation getting
ready to retire and insufficient preparation for retirement. We are
looking for what we can best do to facilitate the retirement of elder
Americans.

I am wondering in your opinion, any of you, which is worse? Plan
loans or hardship withdrawals? What is the most destructive thing

"that could be done to one’s 401(k) plan?

Mr. Iwry. Senator Smith, the loan at least is repaid. The with-
drawal is not generally repaid.

And worse than either of those, if I may, is actually the lump
sum that is distributed or offered to a participant each time they
change jobs, leaving a 401(k) plan. We probably have more leakage
coming from lump sums paid out between jobs than we do from the
more restrictive loan and hardship withdrawal regimes that apply
while the person is employed. So that is the area that I think we
need to question as the highest priority. Do we really want to be
offering the money to a participant every time he or she changes
from onée 401(k) sponsor to another rather than having an afford-
able, seamless savings system? :

Senator SMITH. Clearly, plan loans and hardship withdrawals are
designed to provide liquidity as an inducement for people to enroll
in the first place. I think you have all made that clear. But if you
go to an automatic enrollment system, do we need those kinds of
inducements? Where do we draw this line? That is really what I
am getting at.

Mr. Iwry. I think it is a great question. It is a balancing. The
employer is trying to induce participation by offering enough li- |
quidity so people feel they can get that money if they really des-
perately need it. But we should leave that door open only a crack,
and an automatic enrollment plan gets that kind of participation
probably with less need for liquidity as an inducement. Therefore,
the employer should feel freer and we would hope policymakers
would feel freer to narrow that opening to reduce the access be-
cause we do not need it as much in the modern auto enrolled
401(k) universe. So I think your policies of restricting leakage, as
I understand them, looking carefully at whether we can restrict
leakage some more, are timely. .

Senator SMITH. Several of you have commented that the more
people know, the more comfortable they are. Are we at the Federal
Government level, the Department of Labor, Department of the

I
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Treasury doing enough to educate people so that they understand
and feel they can get involved?

Mr. GANNON. Senator, there is always more that can be done
with educating investors about 401(k)’s and other retirement sav-
ings vehicles. We are constantly trying to strive to get the informa-
tion that is out there into as many hands as we can. I mean, that
is why we work through the FINRA Financial Investor Education

- Foundation to give grants to organizations such as libraries so that
the information can get into every community. There needs to be
much more done with that.

Also, information has to be available at the time that people need
it. So that means when they are going to get a loan from their
401(k), is the education available at that point? Is it available
when they are taking a hardship withdrawal? Is it available when
they are making financial decisions with respect to their ﬁnancial
savings?

Senator SMITH. The last question, Mr. Chairman. It seems that
in Congress we like to speak and act as though the cycles of supply
and demand do not exist, and we can repeal them, that market cor-
rections and cycles in our economy, we can somehow control. We
have never been able to do that. But that certainly has been the
history in Congress. As much as we would like times always to be
good, we have had bad times in the past since the introduction of
the 401(k). Is this down cycle different in terms of the leakage you .
are seeing?

Dr. WELLER. So far the data is not out. We will not firmly know
until next year when we get the new data from the Federal Re-
serve,

It does not look at all that different from what we have seen
from the recent surveys. It does not look all that different. We ex-
pect the numbers to increase, the loan amounts, the number of peo-
ple who have those loans, but those are clearly tied to both the
availability of health insurance and the availability of unemploy-
ment insurance and other savings. And in that regard, the current
downturn is different because people now have much more debt
than they used to.

Right now for the first quarter of 2008, with a record amount of
132 percent of disposable income, that is the highest number we
have ever seen. Personal debt to income has risen four times faster
than it did during the 1990’s. So now there is less fall-back position
for families. So that makes it different, but generally I think the -
factors that drive people into a loan are not that different from pre-
vious loans. Again, it is the lack of savings to smooth you over a
rough patch, either health insurance or unemployment insurance.

Mr. IWRY. Senator, obviously, we trust this too will pass, but in
the meanwhile, we should be doing everything we can to help peo-
l;ile keep their savings for the long term when better times are

ere.

Senator SMITH. Thank you, Mr. Chairman. I would be pleased to
be added as a cosponsor of your bill.

The CHAIRMAN. Thank you very much, Senator Smith.

Before I turn it over to Senator Salazar, I just want to make one
statement and ask a single question for all of you. Companies like
Karsten Manufacturing, which is the maker of the Ping golf prod-
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ucts, which we all familiar with, do not allow any loans on their
plan and still they boast a 92 percent participation rate, signifi-
cantly because they have a very generous matching fund provision
in terms of company contributions.

So if we have generous matching funds and if we have automatic
enrollment and we do not allow people to opt out, in many ways
is that the most desirable kind of a plan that we Would like to see?
What do you think, Mr.- Weller? .

Dr. WELLER. There is a number of ways of, obvmusly, 1ncreas1ng
both participation and contributions. Matches are a big part in
terms of at least increasing contributions. They do not do that
much in terms of participation. But automatic enrollment is cer-
tainly one way of going.

I also want to add something to the liquidity option that was dis-
cussed here. Yes, the evidence from the past shows that if you have
the loan option, hardship withdrawal option, it does increase con-
tributions, but over time, the evidence seems to suggest that that
effect has diminished, at least according to our research.

So I think that other factors such as automatic enrollment and
employer matches are a much better way of increasing participa-
tion and to wealth and ultimately that goes in line with what Mark
said in terms of restricting the access to loans.

Mr. JoHN. For us, the short answer is yes, and when it comes
right down to it, education is a key, but plan design we have found
actually is much more of a determinant of success. And I think this
is one case where that shows that.

The CHAIRMAN. Mr. Long and then Mr. Bent.

Mr. LONG. I have viewed loans as a necessary evil, necessary to
encourage participation. As automatic enrollment becomes more
popular and at some point used within the TSP and as matching
becomes more lucrative, the necessity of loans starts to decrease.

The CHAIRMAN. Mr. Bent?

Mr. BENT. Several weeks ago I learned of a person that resigned -
from their job because they had no access to their 401(k). An exam-
ple of unintended consequences of restricted access. So maybe a lit-
tle bit more flexibility would be helpful.

The CHAIRMAN. Mr. Gannon?

Mr. GANNON. Well, to give you an example, obviously we believe
strongly in auto enrollment auto escalation because we work with

. the Retirement Securities Pro_]ect to promote those efforts with me-
dium-sized employees. To give you an example, at FINRA we estab-
lished auto enrollment in 1997. Our participation rate went from
75 percent to over 97 percent, and you see that time and time
again when employers move to auto enrollment and auto escalation
features. There is little down side to using those features.

I am concerned about loans. I am even more concerned about
debit cards because I believe they will lead to current consumption.
You should not be using your 401(k) to buy pizzas and lattes, and
that is the only reason I think you would use a plastic card.

The CHAIRMAN. Thank you, Mr. Gannon.

Senator Salazar?

Senator Salazar. Thank you very much, Chairman Kohl, and
Ranking Member Smith, for holding this important hearing, Saving
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Smartly for Retirement. That is a very important subject and some-
thing that I am glad Senator Kohl has decided to put a focus on.

What I would like you to comment on for me is the current eco-
nomic circumstance and what you might paint out to be what could
be a parade of horribles happening with people’s retirement ac-
counts and 401(k)’s. We all know the statistics related to what is
happening with fuel and $4 a gallon gas. We know the hardship
that people are facing with respect to home ownership, given the
housing crisis that we are seeing across America. We know what
is happening with the huge escalating costs in higher education,
and we know what is happening with health care costs for Ameri-
cans. People may disagree whether we are in a recession or not,
but I do not think there is any disagreement that there are a lot
of Americans who are facing tremendous hardship.

So when you have that kind of hardship and you are feeling that
kind of economic pain, you start looking to those potential assets
that you have to help you through these hard times. And so wheth-
er it is taking loans from your 401(k) or maybe taking an early
withdrawal from your 401(k), what is the parade of horribles here?
If the economic times continue to be as painful as they are, I think,
in the last several months, if they continue to exacerbate, what is
going to happen to the saving smartly for retirement?

Dr. WELLER. Well, I think when it comes to the current economic
situation, it is important to understand that the down turn in the
housing market and the stock market has made a bad situation
worse. It was not like we had this wonderful economy before 2007
and everything was going well. On the contrary. The labor market
was weak. People had to borrow a lot of money. That made them
very vulnerable to the current economic downturn, and that is ex-
actly what we are seeing at this point. People already had very few
savings. They were highly leveraged. So they are losing their
homes. Their home equity is dropping. At this point, people own
the smallest share of the homes that we have on record; 46 percent
of their home is actually their own.

So I think the parade of horribles at this point means we are
going to see more foreclosures. We are going to see more bank-
ruptcies. We have seen an 80 percent increase in the bankruptey
rate, 90 percent in bankruptcy filings since 2006. So that is the
first line of defense. We are going to see massive foreclosures and
defaults and that is going to continue.

The second part is we are going to see people struggling with
higher costs of living and that ultimately means less retirement
savings. And on top of that, because we are in a weak economy,
employers are cutting back on the benefits that people have tradi-
tionally relied on to make ends meet just as in retirement savings
and health insurance.

So ultimately what that adds up to is that we see a big drop
down in financial security and ultimately in retirement income se-
curity. Again, it is a little too early at this point to come up with
complete numbers, but we already saw a big drop in retirement in-
come security from 2001 to 2004, and we expect that to continue
as we get the new data for 2007. ’

Senator SALAZAR. Let me ask you this question and the other
panelists may follow up on that. Given that reality which you de-
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scribed I think very well, what then should we in the U.S. Senate
be thinking about doing to deal with some of the consequences of
the economic hard times that we are in?

Dr. WELLER. Well, I think you need to think about three things.
The first one is to increase incomes where we can through im-
proved earned income tax credits and other measures along those
lines, promote savings through a saver credit, refundable saver
credit preferably, along those lines, to have a real wealth-building
strategy, and ultimately what I call an efficiency policy to shelter
families from the effects of rapidly rising prices, for instance, for
health care, for our energy, and other things. That means broader
energy efficiency, more efficiency in the health care system. I think
those are the general three directions to go in in terms of policy.

Senator SALAZAR. Mark or David?

Mr. IWRY. Senator, we can very much focus on the fact that this
downturn will not last forever, and it will not be the last downturn
that we will see. So I think one of the things that the Senate
should do is keep the Nation’s eye on the long term and focus on
the solutions to the potential parade of horribles, ways to prevent
it.

I think Mr. Weller put it well. We need to make it easier for peo-
ple to save and to not make it too easy for them to withdraw their
money. Expanding the savers credit, making it refundable, is key.
The automatic IRA proposal that Senator Smith and Senator
Bingaman have been lead cosponsors on is key. There is a reason
why that has been endorsed by both a former chairman of the
Council of Economic Advisers for President Reagan and for Presi-
dent Clinton, Marty Feldstein, Laura Tyson, respectively, why it
has been endorsed by the New York Times on its editorial page and
by the Washington Times chief political correspondent, and other
bipartisan endorsements.

And we need to make sure that the parade of horribles does not
include easy access to carefully built-up retirement savings through
a flood of things like debit cards or other devices that make it over-
ly easy for people to undo all the hard work they have done in -
building up their savings.

Senator SALAZAR. I have about 50 seconds here. So does anybody
else want to comment? ,

Mr. GANNON. Yes, Senator. More than 10,000 Americans are
turning 60 every day and I think that is the difference with the
economic down-climb we are seeing now, is that people are needing
their money from their retirement savings. If you are 25 and there
is an economic downturn, time is on your side to recover from that,
but if you need to take withdrawals today for the near future, it
is a much more difficult situation for you. Either you are going to
have to continue working or you are going to have to live on less
income. :

And we need to address better ways to make sure that people
understand how to withdraw money from their retirement savings.
There is much investor education that has been done about saving
for retirement. There has been little done to teach people about
what are the best ways to withdraw, how to use annuitization to
enhagce your ability to keep that money for your entire retirement
period.
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Senator SALAZAR. Thank you very much.

Thank you, Mr. Chairman. '

The CHAIRMAN. Thank you very much, Senator Salazar.

Senator McCaskill?

Senator MCCASKILL. Thank you, Mr. Chairman.

I come from a State where one of our most treasured values is
common sense, and it defies common sense that giving Americans
plastic is a way to increase savings. It just does not make sense
to me, Mr. Bent.

I would like to ask you about your relationships with the employ-
ers in these plans. Your debit cards are around because they are
profitable, I assume, for your company.

Mr. BENT. Not yet but one would hope so, yes.

Senator MCCASKILL. And how long have you been doing this?

Mr. BENT. I guess we have been working on this for about 7
years now.

Senator MCCASKILL. 7 years? And your company has not been
profitable yet?

Mr. BENT. No, it has not.

Senator MCCASKILL. I assume that the reason the employers—
your testimony was that you really are like a passive processor.

Mr. BENT. That is correct.

Senator MCCASKILL. That these people are being directed to you.

Mr. BENT. Correct.

Senator McCASKILL. Well, what is the motivation of these fidu-
ciary employers to direct people to you? Why would they want to
do that?

Mr. BENT. Because it encourages people to come into the plan.
It encourages people to stay in the plan if they loose their job.

Senator MCCASKILL. And they are making money.

Mr. BENT. I am sorry? ,

Senator MCCASKILL. And they are going to make money

Mr. BENT. Who is going to make money?

Senator MCCASKILL. The employer gets part of the money. Right?

Mr. BENT. No, no, no.

Senator MCCASKILL. They do not get anything?

Mr. BENT. Of course, not.

Senator MCCASKILL. I thought I heard in your testimony that
they get part of the fees. .

Mr. BENT. No, no, not at all. Not at all. That is the plan adminis-
trator.

Senator McCaskiLL. OK. Well so what you are saying is the fi-
duciary duty that these plans have—they see giving their partici-
pants a debit card to access the money as within their fiduciary re-
sponsibility, and that is why they are turning to your—

Mr. BENT. What we are finding statistically is more people are
willing to participate because they feel they will have access to
their money in time of need. In fact, what we are seeing is that
there is less money being borrowed through our- program than
there is through a conventional program. In a conventional pro-
gram, what you have to do is anticipate an entire need and you
take all that money out of the plan at one time. That is not the
case with us. -
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Senator McCAskILL. OK. Well, I know you have testified that
when they have a debit card, they contribute more into the plan
and take less out of the plan.

Mr. BENT. Correct.

Senator MCCASKILL. I would sure like the backup for that.

Mr. BENT. Fine.

Senator MCCASKILL. That is hard for me to believe.

And you are saying that they are accumulating greater overall
retirement savings by having a debit card that they can go and buy
a latte with it?

Mr. BENT. I think that is a gross exaggeration. If you look at the
data that is provided by the other people on the panel, irrespon-
sible loans amount to very little of the whole thing, of all the loans
that are taken from the plan. So I would not extrapolate some gra-
tuitous comment from some other commentator up here on that.

It is psychological. When we started the money funds, we went
to the brokerage houses and we said to them, we want you to take
your clients’ balances and give them to us, put them in a money
market fund. And the reaction of the brokerage houses was, you
are out of your mind. That is the essence of proﬁt that comes to
the brokerage house.

As a result, we had to fight to get into the brokerage houses.
Today there is ‘over $3 trillion that is invested in money market
funds from brokerage houses because, in fact, the clients of the bro-
kerage houses leave more money there because they know they
have access even though they don’t use it. A

The second step we took in the money market funds is by open-
ing checking accounts against the accounts. So then the brokerage
houses said to us, you are truly out of your mind because this way
they are going to take the money out of here and it will not be
within the brokerage house. What happened is more money came
into the plan.

Finally, a debit card was attached to the access of money market
funds within brokerage houses, and indeed, more money came in.

So it is a psychological thing. It is not a question that people use
it. It is a question that they know that they can get to it.

Senator McCASKILL. Well, I have just got to tell you I am not
aware that the advantages of credit cards and debit cards have led
to savings. Every experience I have had in my life is counter-intu-
itive to that. And I would like the backup for these claims—

Mr. BENT. I would be more than pleased to do that.

Senator MCCASKILL [continuing]. That people are saving more
because they can charge.

Now, let me ask you a specific question, and if it is your testi-
mony that the plans have no profit motive whatsoever to turn peo-
ple to your program and that you are just a passive processor, I
am assuming you are out selling this concept to people.

Mr. BENT. We try.

Senator MCCASKILL. Let us assume hypothetically that somebody
takes out $7,000 worth, which is the average amount of a loan that
is being taken out nght now. Let us assume someone owes you
$7,000 on one of these debit cards and they lose their job. What is
the interest rate they are going to pay on that right now?
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Mr. BENT. They pay 7.9 percent, 5 percent of which goes back to
their plan, 2.9 percent is paid to The Reserve.

Senator MCCASKILL. Total.

Mr. BENT. Total.

Senator MCCASKILL. So you are only collectmg 2.9 percent on -
this debt.

Mr. BENT. That is correct

Senator MCCASKILL. Well, you are never going to make money.

Mr. BENT. Bless you.

Senator MCCASKILL. So it is not prime plus 2. 9

Mr. BENT. It is prime plus 2.9.

Senator McCASKILL. What is the total amount of interest they
are paying right now?

Mr. BENT. 7.9 percent. I think what you are missing is the fact
that it is their own money. So what I am doing is I am admin-
istering the loan. I am not lending money to them.

Senator MCCASKILL. But I am talking about if they owe the
money, if they have spent the money, what are they paying?

Mr. BENT. They owe it to themselves. They are paying 7.9 per-
cent.

Senator MCCASKILL. And how long will it go before they get a
penalgy from the IRS for using that money or have to pay extra
taxes?

Mr. BENT. Well, if they do not use ReservePlus and they go to
the conventional—

Efnator McCAsKILL. I understand. If they use ReservePlus I am
askin

Mr. BENT. If they use ReservePlus they can stay there for 5
years and pay back their loan.

Senator MCCASKILL. What happens in 5 years if they have not
paid it back?

Mr. BENT. The same as what happens under a conventional loan.

Senator MCCASKILL. I understand. But instead of having a dead-
line of 90 days, they always have the 5-year deadline which they
have with your money with the debit card or they have with a con-
ventional loan. It is a 5-year limit.

Mr. BENT. Correct.

1Selllar’tor McCaskILL. And do you think they. all 'understand that
clearly

Mr. BENT. It is the same as it is with a conventlonal loan. There
is nothing different.

Senator McCaskiLL. Well, I understand, but with most credit
cards you do not have to pay ‘them back in 5 years.

Do you think that most people understand that on that amount,
the total is going to go significantly up in 5 years?

Mr. BENT. Senator, I think you are confusing credit cards and
this access to your savings.

Senator MCCASKILL. I think the consummg public is going to
confuse credit-cards and access to these savings because it feels
and walks like a duck.

Mr. BENT. My apologies for not being able to convey this to you,
but it is their money. It is not my money. I am not lending them
money. Whether they go through The Reserve plan or a traditional
plan, if they default on the loan, what happens is that then they
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will pay taxes on it. I am not changing the law. That is not within
my power. i

Senator MCCASKILL. I understand.

Mr. BENT. I am strictly an administrator.

Senator MCCASKILL. Thank you, Mr. Bent.

The CHAIRMAN. Thank you, Senator McCaskill.

Before we turn to Senator Schumer, one question for you, Mr.
Long. You testified that you were concerned about recent ads urg-
ing TSP participants to roll their accounts over into higher fee
IRA’s. I agree with your concern, and I am calling on these compa-
giesdto stop running ads that portray TSP as “irrelevant or out-

ated.”

Can you share with us why you think these ads are misleading
and why most participants would want to stay in the TSP?

Mr. LONG. The ads that I saw, one of which suggested that you
should leave when you are retired or when your TSP account re-
tires, or the other one was referring to your old TSP accounts. TSP
accounts are not old and TSP accounts do not retire. People who
leave the Federal service are welcome to leave their retirement
funds with us and we actually encourage them to do so because the
TSP has one very big advantage over virtually all private sector
plans, that is, a tremendously attractive fee structure. And so, yes,
I was not pleased when I saw ads that suggested that TSP was old
or retired.

The CHAIRMAN. Thank you very much.

Senator Schumer?

Senator SCHUMER. Thank you, Mr. Chan'man 1 appreciate your
letting me attend this hearing because this is an issue I have been
involved with for a long time.

In the 104th Congress, whenever that was—what are we now?
The 110th? So about 12 or 13 years ago. Anyway, I was in the
House, so it was before 1998. I read about a bank doing this. I
think it was BankOne. And I was really upset because I think that
savings is so important and there is so much pressure on people
in today’s society to spend, spend, spend and not to save. And here
we had set up in Congress this great device, the 401(k), which en-
courages people to save, and to allow you to Just go with your debit
card and take money out of your 401(k) was a big mistake, given
everything that has happened here.

And you can make the arguments, as Mr. Bent ably does, about
the free market and all of that, but you know, we are not in the
1890’s anymore. I think doing things to encourage people to save
for their future makes a great deal of sense.

Anyway, I introduced the legislation then, and much to my sur-
prise, BankOne withdrew the product. So I ﬁgured this issue was
over. And when you called this hearing, I was not even aware that
Mr. Bent’s bank was doing this. I said, I am coming and I am going
to introduce legislation with you, Mr. Chairman, to deal with this
issue. And I appreciate your invitation and I appreciate we are
doing this because to me it makes a great deal of sense.

And, Mr. Bent, I know you say it is their money. It is their
money. There are penalties. But people scrounge to get that money
into the 401(k), whether it is theirs or their employers. It is hard
and we should not make it easy to take it out. I mean, there are
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unusual circumstances. God forbid a terrible illness. No one would
say wait for your retirement if you need money for a terrible ill-
ness. On the other hand, if there is an impulse to buy a flat screen
TV and take many out of your 401(k), I think there should be bar-
riers, and there certainly are not barriers with an ATM card.

So I am supporting this legislation.

I missed your testimony, Mr. Bent, but do you have another ar-
gument other than, “It is their money? What about savings? What
about the idea that it is easy in this society to have short-term
gratification patterns and hard to have long-term gratification pat-
terns? We provide other incentives for people to save either for
their retirement or other things. It is not a flat tax code that says
consumption and savings get the same. I for one would like to see
greater incentives for people to save.

Just give me your general view. And 1 understand your right as
a capitalist to go ahead and do this—

Mr. BENT. Thank you.

Senator SCHUMER [continuing]. In free market America. You un-
derstand our right to say this is bad policy and—no offense to
you—

Mr. BENT. Absolutely.

Senator SCHUMER [continuing]. We ought to change it.

But just give me your view a little bit about what I said, about
the difficulty for people saving in today’s society, that one of the
great problems with'America is we do not save enough, that we
should have incentives for savings and not to. simply consume.
Some would. argue that we are in the present recession because we
like to stuff our face. We export less than we import. We save less
than we borrow. We consume more than we produce.

And it is on€ of the great problems in America. And in a small
way, what you are doing here would exacerbate that. Tell me what
you think.

kMI('i BENT. I think you are wrong. We are in a situation—you
aske

Senator SCHUMER. I do not mind.

Mr. BENT. We are in a situation where lots of people who are
younger and lower income do not participate in the 401(k). The
idea of having to opt out.of an automatic enrollment is great. We
put that in in our plan-as soon as it was possible,

But that being said, you still have a situation where people want
to have access to their money. My argument, that it is their money
and they should have access to it. But I. am not talking about that.
I am talking about encouraging people to come into the plan and
save more and borrow less because of the access. It is psychological.
They do not use it, as evidenced by the fact that our average loan
is lower. It is 35 percent lower than a traditional loan.

And the clincher with our program.

Senator Schumer. You are saying your plan encourages savings.

Mr. BENT. That is correct. It encourages participation and it en-
courages—how can you argue against that? If they are taking less
money out—

Senator SCHUMER. Because you are making the argument that if
your plan was not available, people would go into their 401(k)’s in
another 'way, and that is Just not going to be the case. Practical
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logic tells you when you can just use it as a credit card or debit
card, it is a lot different than if you have to go through a whole
lengthy process to do it.

Lots of people buy on impulse and regret buying what they
bought on impulse the next week.

Mr. BENT. If you would like to go to Fidelity right now and you
want to take out a conventional loan, you go click, click, click, click.
The check is in the mail.

Senator SCHUMER. Maybe we should not allow that either. That
is not a good argument. I mean, to say other people do something
that is not good—

Mr. BENT. No. What I am saying is that you are trying to paint
my product as something evil. It is not. It encourages people to par-
ticipate in 401k’s and we do not alter borrowing restrictions.

Senator SCHUMER. I am not saying it is evil. I am saying it dis-
courages savings, encourages consumption.

Mr. BENT. We can debate it forever but the facts are it does not.

The final thing is when someone loses their job, under a conven-
tional plan they have to pay their money back in 90 days. That is
not the case with ReservePlus. You can continue to make payments
for 5 years. It is a major advantage. -

Senator SCHUMER. But every withdrawal is a new loan, each one
with its own fees and everything else. Right? So in other words, if
you got one big loan of $5,000 or you used your credit card and did
10 different withdrawals of $500 each, would you not pay many
more fees in your situation?

Mr. BENT. No, not at all. If you go back to BankOne, in the
BankOne situation where they had the 401(k) access, the money
came out in a lump sum. It was immediately outside the plan, and
therefore, any interest that the people earned on that money before
they actually consumed it was outside of the plan. So one, conven-
tional plans incent people to take out monies in a lump sum. Mine
does not. Because conventional plans force people to anticipate
needs and withdraws lump sums so that any interest that they
earn on the money they take out, would be taxed immediately.
Under ReservePlus it is not the earnings remain tax deferred with-
in their plan. -

Senator SCHUMER. But there are new fees under yours each time.

Mr. BENT. No, no, no. I am working up to it.

What we do is we move from the conventional corpus of the fund,
your retirement fund, which is stocks, bonds, although that has not
been a great place over the last 8 years, and you go into a money
market account. The money market account is within the plan. So
I have $50,000 in the plan and I think I am going to need $5,000
it moves from the stock and bonds, into the loan part of the plan,
which is invested in a money market fund. But it is still within the
plan. You pay no fees. You pay a fee if you want to sign up for the
loan, but that goes to the TPA administrator. That is true whether
it is a conventional loan or ReservePlus processing.

So you are now into the money market account. Let us say, you
access $50 at a time or $500 at a time. There are no additional
fees. Nothing. Effectively you pay—

Senator SCHUMER. What if you increase the money in that money
market fund by $500 at a time? You say you take $5,000. You have
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set aside $5,000 out of your $50,000. What if you only set aside
$500 and then you set aside another $500 and you set aside an-
other $500?

Mr. BENT. No fees.

Senator SCHUMER. No?

Mr. BENT. Not from me, no. Not at all.

Senator SCHUMER. I am not sure that is—OQOK. That is not my un-
derstanding.

Mr. BENT. Well, your understanding is wrong.

Senator SCHUMER. OK.

How about Mr. Iwry? Do you have something to say here? .

Mr. Iwry. Yes. I think you are right, Senator. An individual can
take out more than one loan.

Senator SCHUMER. Right.

‘Mr. IWRY. And the limits on the total amount of loans do look
to how much you have outstanding on a look-back basis, but that
does not mean that you cannot take out what you need—

Senator SCHUMER. Another loan with additional fees.

Mr. IWRY [continuing]. Then take another loan out. Right.

Senator SCHUMER. Is he wrong?

Mr. Iwry. So you can do that—

Mr. BENT. Oh, he is right. He is agreeing with me, not you.

Senator SCHUMER. No, he is not.

Mr. BENT. Yes, he is.

Senator SCHUMER. Who are you agreeing w1th Mr Iwry?
{Laughter.]

Mr. IwRY. I am agreeing with you, Senator.

Senator MCCASKILL. Smart guy. ‘

Mr. BENT. What did I say that was wrong? I am sorry. I mis-
understood what you said then.

Mr. Iwry. The Senator I think is making the point that a person
who does not have a credit card or a debit card access to loans can
also take out only as much as she might need, and if she needs
more, can then take out another loan for an additional amount.

Mr. BENT. But there are fees charged for each time you do it
under the TPA fee structure right now. That is what his question
was. I do not have those fees. So you are wrong.

Senator SCHUMER. OK. Let me go on here.

Let us a do a comparison here. Maybe this will bring some of this
to light, although this is a slightly different issue.

You contain .a comparison because you talk about the average
loan amount of a Reserve loan compared to a regular loan, and you
say the average amount is different. Right?

Mr. BENT. Correct. Lower.

Senator SCHUMER. But to compare the products, we need to
make a different comparison. So let us take two people with the
same income and a plan balance who each take out $8 000. OK?
Now, the first person takes out $8,000, puts the money in a bank,
and spends $2,000 each quarter for a year, and then repays the
loan within 5 years. The second person puts $8,000 in a
ReservePlus account and withdraws $2,000 each quarter for a year
and then repays the loan within 5 years. So that is the apple-to-
apple comparison. Fundamentally, these people are the same.
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Now, but because each withdrawal under your plan is considered
a separate loan with a separate fee, plus the setup fees, is the sec-
ond person not worse off, or are they the same?

Mr. BENT. No. They are better off with mine.

Senator SCHUMER. Why?

Mr. BENT. Because, No. 1, there are additional fees for each ad-
vance because there is only one loan.

No. 2, with a conventional loan you take the money out and you
put it in a bank and any interest you earn you pay taxes imme-
diately.

Senator SCHUMER. So you are saying a person in your Reserve
account just pays one fee.

Mr. BENT. Correct.

Senator SCHUMER. Mr. Iwry?

Mr. IwrY. Senator, if I may, the fees that would be charged on
a normal plan loan depend on the particulars of that plan.

Senator SCHUMER. Of course.

Mr. IwrY. And in many cases, there would be very little fee
charged by the plan. There are lots of large 401(k) plans in which
there is only a nominal fee that is charged.

Senator SCHUMER. Is your fee nominal?

Mr. BENT. My fee is nonex1stent It depends what the TPA
charges.

Senator SCHUMER. No. But you did say you charge a fee.

Mr. BENT. No. The fee is for the amount that is utilized. So there
is no fee for opening up a loan account.

Senator SCHUMER. Opening up that money market account.

Mr. BENT. Correct.

Senator SCHUMER. That is what you said. But there is a fee each
time you borrow against the money market account.

Mr. BENT. No, no.

Senator SCHUMER. No fee at all.

Mr. BENT. No.

Senator SCHUMER. So this is fee-free?

Mr. BENT. It is fee-free relative to what-you are saying, and in
addition—

Sgnator SCHUMER. But is it fee-free, penod” What fees do people
pay

Mr. BENT. They pay the TPA, the plan administrator. They pay
him—I think we said—average $75 That does not go to me. It goes
to the plan administrator. If the plan administrator sets up—

Senator SCHUMER. And you get no fee at all. Your company gets
no fee for any of this, aside from your annual? I am talking about
fees each time they take out a loan:

Mr. BENT. No, there is not. Plus, what he ignored was the fact—

Senator SCHUMER. I think we have a—

Mr. IWRY. Senator? :

Senator SCHUMER. Let Mr. Iwry Go ahead.

Mr. IWRY. Senator— -

Mr. BENT [contmumg] The interest that is earned—am 1 speak-‘
mg or is he?

Senator SCHUMER. Mr. Bént and then Mr Iwry. = -

Mr. BENT. OK. The interest that is earned when the money
comes out in a conventional loan is taxed immediately. With
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ReservePlus it is not. Under the scenario that you outlined, the
pfrson is better off under my plan than they are in a conventional
plan,

Senator SCHUMER. Go ahead, Mr. Iwry.

Mr. IWrY. Mr. Bent’s written statement says that the plan par-
ticipants pay a service fee to ReservePlus, which ranges from 2.9
percent to 3.25 percent.

Senator Schumer. Yes. What is that?

Mr. IwRY. On loan balances actually utilized.

Mr. BENT. Exactly.

Senator SCHUMER. But that is what we are saying.

Mr. BENT. It is not a transaction fee.

Senator SCHUMER. OK, but they pay a fee.

Mr. BENT. Of course. [Laughter.]

Of course. There is a difference. There is a substantial difference.

The CHAIRMAN. Senator Schumer, you have done great.

Senator SCHUMER. Thank you, Mr. Chairman. Thank you.

The CHAIRMAN. Do you want to make a comment?

Senator MCCASKILL. Well, I wanted to ask a question.

I am confused. If anyone is not confused at this point, they have
not been listening. [Laughter.]

What I do not understand is how you have the ability to call this
fund still as part of the fund. What you are saying is legally they
are setting aside part of their money and putting it on one of your
money markets.

Mr. BENT. Which they can do in a conventional plan today.

Senator MCCASKILL. I get that. I get that. But you are saying the
difference is it is still part of the fund.

Mr. BENT. Correct.

Senator MCCASKILL. And that there are no penalties that inure
to them, none of that.

Mr. BENT. Absolutely..

Senator McCASKILL. Then why is it that-you get 5 years if they
quit and the loans only get 90 days? You are saying that if they
leave their job, they do not have to repay it in 90 days. You are
saying that if they leave their job, they do not have any penalty.
They have up to 5 years to pay themselves back without having to
endure the penalties.

Well, if it is still part of the fund, if you are still considering this
part of their fund, what is the legal—maybe it is not an artifice.
It feels like an artifice. What is the legal artifice that allows you
to remain part of that of fund for purposes of a 5-year payback and
not have the 90 days?

Mr. BENT. Take the 401(k) fund. Divide it into two parts. In the
fund you have a conventional investment fund and you have the
part the beneficiary has decided that they want to have that as an
access loan fund for them. It is within the plan. If they leave their
employer tomorrow and they have not used anything in that loan
fund, no harm, no foul. Zero. They do not owe anything to them-
selves. They do not owe anything to me. There is no fee. There is
nothing. It is all within the plan.

Senator MCCASKILL. But what if they do owe? You have testified
that the benefit of your plan over a conventional loan is the reason
everyone is dying to get these debit cards because they are going
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to be—they are saving money money—is because they do not have
to worry about the 90- day payback. What legal basis are you using
to say you do not have to pay it back in 90 days?

Mr. BENT. You have fund A and fund B within the retirement
plan. One is conventional, stocks, bonds. The other one you have
designated as a loan fund. It is all within the plan. You have not
used any of it.

Now you use some of it. Arbitrarily you use $5,000. OK?

Senator MCCASKILL. Right.

Mr. BENT. You now have the $5,000 out. It is a loan. You have
used it for whatever you use it for—

Senator MCCASKILL. Right.

Mr. BENT [continuing]. Medical expenses, so on and so forth.

You then lose your job.

Senator MCCASKILL. Right.

Mr. BENT. Under a conventional loan policy, tradition if you will,
you have 90 days to pay it back to your fund. The employer could
choose to have it paid back over 5 years, but they do not. Tradition-
ally they do not because they want to get it off their books.

Under my program, what I will do is I will accept payments from
those people to pay back their loan to themselves, and they do not
have this cataclysmic event of losing their job and having to pay
the loan back in 90 days.

Senator MCCASKILL. I understand. So this is the choice, a busi-
ness choice, of your company. There is no legal requirement they
pay it back to their fund. Their employer just wants it back that
quickly. And you do not care if they take longer.

Mr. BENT. Paraphrasing, yes, correct.

Senator McCASKILL. Thank you, Mr. Chairman.

The CHAIRMAN. Well, we thank you. Senator McCaskill, Senator
Schumer, and all the members of the committee. I believe we have
again brought to the surface the importance of retirement pro-
grams, and the importance of the 401(k). We need to shore it up,
and to be certain that it is used for the right purposes, this is im-
portant to our country. And we will be following up with you and
with legislation toward that end.

You have been very good today. Your testimony has really ad-
vanced, I believe, the cause, and we appreciate your being here. We
appreciate all of you for being here today.

And this hearing is adjourned.

[Whereupon, at 11:55 a.m., the hearing was adjourned.]




APPENDIX

PENSION RIGHTS CENTER

1350 CONNFCTICUT AVENUE, NW, SUITE 206
WASHINGTON, DC 20036
1FL: 202-296-3776 FaX: 202-833-2472
WA PENSIONRIGHIS.ORG

STATEMENT OF THE PENSION RIGHTS CENTER
ON
“SAVING SMARTLY FOR RETIREMENT:
ARE AMERICANS BEING ENCOURAGED TO BREAK
OPEN THE PIGGY BANK?”
BEFORE THE UNITED STATES SENATE
SPECIAL COMMITTEE ON AGING

WASHINGTON, D.C.
JULY 16, 2008

The Pension Rights Center—the nation's only organization dedicated solely to

protecting and promoting' the retirement secunty of American workers, retirees and their
families—commends the Senate Aging Committee for holding this aptly-named hearing “Saving
Smartly for Retirement. Are Americans Being Encouraged to Break Open the Piggy Bank?”

The hearing could not be more timely as many American families, faced with the
stresses and strains of an uncertain economy, have to decide whether to save for retirement or
take the money out of their 401(k) plans to help pay for the rising costs of food, fuel, health care-
and housing costs. But raiding a 401(k) plan is at best a short-term, stop-gap response to thesc
financial pressures and could lead to long-term financial devastation. Breaking open the piggy

bank today will- mean that all too many individuals are robbing themselves of needed future
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retirement income to supplement Social Security, leaving themselves vulnerable to retiring with
inadequate income. Qur hope is that today’s hearing will start a dialogue on the extent to which
employees should be able to access 401(k) funds before retirement.

Let's start with some history. There was a time when most large and medium-sized
American businesses sponsored real pension plans, which provided employees with a guaranteed
lifetime benefit when they retired. In such plans, employees could not withdraw benefits before
they retired and plan loan programs were virtually non-existent.

In this universe, defined contribution plans—such as today’s 401(k) plans—were usuﬂly
supplemental retirement plans, the savings leg on the proverbial three-legged stool of retirement
preparation. It thus made some sense for our legal rules to permit employers to provide some
pre-retirement access to account balances through loans and in-service withdrawals, since many
employees were not dependent on these plané for the majority of their retirement income.
Moreover, as 401(k) plans increasingly came onto the scene, advocates for withdrawals argued
forcefully that employees would be reluctant to contribute to such plans unless they had some
emergency access to their money.

But the landscap-e of retirement savings has undergone seismic change during the last two
decades. In 1983, 63 percent of private sector workers had defined benefit plans and 12 percent
had defined contribution plans. In 2004, this was totally reversed: 63% had defined contribution
plans (primarily 401(k) plans) and only 20 percent had defined benefit plans. What this means is
that for millions of people, their 401(k) plan accumulations will be their only source of
_retireﬁem income other than Social Security. The issues with respect to whéther 401(k) plans
will provide adequate retirement income are legion and y-vell-documented. These plans require

working people to decide whether to contribute, and if so, how much. They require them to
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properly manage their investments. And they require retirees to figure out how to make their
savings last throughout their retirement.

In recent years, there has been a movement to address some of these is.sues by making
401(k) plans look more like defined benefit plans by adopting automatic enroliment and
automatic escalation features and providing default investments. But these features will be
ineffective if policymakers do not address the very real problem that all too many workers are
withdrawing their 401(k) money for non-retirement purposes.

Unfortunately, both market forces and misguided policy have compounded rather than
ameliorated the problems of leakage. An employee can now access 401(k) plans to pay medical
bills, to pay for a child’s education, to help purchase a home, to address other financial
" hardships, and for any reason at all when he or she change jobs. In fact, according to the Profit
Sharing/401(k) Council of America 87.5 percent of 401(k) plans in 2006 allowed participants to
take foans and of the phns allowing loans, 84 percent offer loans for any reason. Ultimately, it is
low and moderate wage eamers,who will be most hurt by taking out the money early. They will
have to pay back the money in after-tax dollars. Also in a struggling economy, a worker who has
taken a loan but loses her job will face the additional pressures of having to repay the loan or
face substantial taxes and penalties.

So should Congress simply shut the door on pre-retirement withdrawals and loans? If
this Committee were writing on a clean slate—reinventing the 401(k) plan so as to make it a less
imperfect retirement savings vehicle—we would urge you to support a zero tolerance for pre-
retirement access to 401(k) accounts. While this might mean that some employees would not
contribute quite as much to their 401(k) plans, it would also mean that what they did contribute

would be there for retirement.
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However, you are not writing on a clean slate. Changes to the rules would be regarded as
unexpected and unfair by workers who made contributions under a prior set of rules and -
expectations. We also recognize that there are some reasonable policy arguments to permit
employees to have some pre-retirement access to their contributions. The pre-retirement
economic stresses that people are facing are real. However, we think there are better solutions
than asking Peter to pay Paul, which is exactly what happens when policymakers effectively
encourage people to invade their retirement accounts to meet immediate financial concems. (It
goes without saying that we very much oppose the latest market “initiative,” the 401(1{) debit
card.)

As you continue to examine these critically-important issues of pre-retirement
withdrawals, it is important to remember that 401(k) plans, as the beneficiaries of a very sizeable
tax subsidy, are partially supported by al/ American taipayers (including those who do not
contribute to these plans). The challenge is to ensure that this tax subsidy promotes enhanced
retirement income security for all Americans. We commend the Senate Aging Committee for

starting this important dialogue.
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Executive Summary

As one of the worid’s premier human resource companies, Hewitt Associates LLC is a leading retirement
consultancy and the targest independent 401(k) record keeper for employer-sponsored retirement plans in
the United States. We have deep experience both designing and administering 401(k) pians for our clients
and have insights and meaningfu! data on the saving behaviors of more than 4.7 million defined contribution
plan participants. '

in our database of large employer plans, 98 percem of plans provide access to loans. Other research
shows that participants in these plans contribute up to 35 percent more if a loan provision is available." if
repaid, a loan can be an effective means to meet short-term financlat needs when the participant maintains
predoan contribution levels, thus generally preserving retirement income. Hewilt’s research shows that

85 percent of participants with outstanding loans do continue to make their pre-oan contributions. Of the
15 percent who decrease contributions, the average reduction is 5.8 percent of pay. Currently, 22 percent
of active participants in our database have outstanding loans with an average balance of $7,800. For
purposes of accumulating retirement savings, loans are far superior to withdrawals, which permanently
reduce retirement savings and subject the participant to significant tax penalties.

Trend data over the last six years show that loan participation, average loan balances, and outstanding
principal as a percentage of account balance have remained largely unchanged. Perhaps in response to
recent economic pressures, thus far in 2008 we are seeing an increasa in loans granted of approximately
1 percent. If a participant defauits on a loan, it effectively becomes a withdrawal, depleting both retirement
principal and future eaming power. Fortunately, only 1 percent of loans end in a taxable distribution. After
adjusting for participants who are terminating their employment, only 0.2 percent of active employees
default on their loans.

Establishing disciplined lending criteria and providing educational material on the consequences of failing to
meet loan commitments are important steps toward preserving retirement savings. Hewitt shares the
Committee's concem with the recent experimentation with retirement plan debit cards. These instruments
make frequent borrowing too easy and limit the opportunities to inform and educate.

More than 90 percent of plans offer hardship withdrawals or other in-service withdrawals based on age or
disability. While we would not encourage hardship withdrawals, they serve as an important source of
emergency funds for immediate and extreme financial need when other sources have been exhausted.
While withdrawals are a far greater threat to achieving an adequate retirement nest egg, fewer than

1.5 percent of participants in Hewilt's database took a hardship withdrawal in 2007. Of the 5.4 percent of
active participants who did take withdrawals of any type, 78 percent were in-service withdrawals, which can
be a reasonable mechanism for beginning to take distributions after age 59% to ease into full retirement.
With respect to terminated participants, 45 percent elected a cash distribution and most likely paid income
tax penalties rather than maintaining the tax-deferred status. This is especially true of younger workers with
lower plan balances. In fact, nearly three-quarters of participants with balances below $10,000 cashed out
their retirement plan balance. Job changes often play a significant role in depleting retirement savings,
when accumulated balances are not rolled over.

'GAORepoﬂtotheChalnmn.Speaa!CommeeonAglm and the Honorable Judd Gregg, U.S. Senate, 401(k) Pension Plans: Loan
Participation but May Affect Income Security for Some, October 1897.

Hewilt Associates . ornens
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Keeping retirement savings in tax-deferred instruments, and thus avoiding unnecessary penalties, is smart
saving. However, which retirement vehicle a participant chooses can also make a real difference. in 2006,
the $3 trillion U.S. private defined contribution (DC) market accepted $268 billion in rollovers from quatified
plan participants. It also transferred $195 billion from private quafified DC plans to individual retirement
accounts (IRAs), which held more than $4 trillion in assets.”

What many participants fail to realize is that if they have access to a 401(k) plan with institutional pricing of
investment options, such a plan may be the best retirement plan vehicle for them. Contrary to the
advertising and public relations blitz by the retail IRA industry, mid- to large-sized employer 401(k) plans
can often provide lower-cost and higher-value optiens. Using conservative assumptions and typical account
balances, our calculations show that a 35-year-old who is an average saver who moves her $33,000
balance from her company plan to a retail IRA could lose $37,681 or 9 percent (or more) relative to what '
she would otherwise have when distributions are required at age 70 had she remained invested in the
401(k) plan. if she is an active saver who contributed at 8 percent per year over the course of her career,
and she moved her $101,808 balance to an IRA at age 35, she could lose $116,250 or more. Using a larger
fee differential, more typical for very large 401(k) plans, this difference would increase to $244,078,
representing a loss of 18 percent of the total accumulated batance.

Are Americans saving smartly? Certainly the majority of deﬁned contribution plan participants are avolding
loans and especially hardship withdrawals, although this trend could conceivably change to some extent if
economic conditions worsen. Most Americans know to use a tax-deferred investment vehicle, but hidden
fees can unwittingly eat away at even a well-planned nest egg. Americans need and deserve clear and
unambiguous information on their options and the financial consequences of choosing a given option.

2 Source: Cendfli Associates

Hewitt Associstes
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Hewitt Statement

Mr. Chairman and Members of the Committee, thank you for the opportunity to submit this statement for the
record of this important hearing, which continues the major work the Committee undertook last fali to
explore the nature of 401(k) fees and the need for greater disclosure.

Hewitt Associates LLC is a global human resources outsourcing and consulting company providing services
to major employers in 33 countries. We employ 23,000 associates worldwide. Headquartered in
Lincolnshire, lilinois, we serve dlients nationwide out of offices in 30 states, We have a presence in many of

. the states represented by the Members of this Committee. Hewitt is the largest 401(k) independent record
keeper for employer-sponsored 401(k) retirement plans in the United States. We provide defined
contribution (DC) services to large employers representing 4.7 million participants. As an independent
record keeper, we do not have affiliations with investment management firms.

The role of today's companies in preparing their workforces for retirement has never been more .
challenging. We applaud the Committee's interest in examining some of the critical issues sunoundlng the
effective use and potential misuse of 401(k) savings plans.

My name is Alison Borland, FSA, EA, and | am the Defined Contribution Consulﬁng Practice Leader for
Hewitt. Frank McArdle, Ph.D., manages Hewitt's Washington, D.C. Research Office. Together, we would
like to address two key concems of the Committee regarding the potential for 401(k) plan participants to
unknowingly drain their future retirement savings:

1. We will discuss the use of plan loans and withdrawals from retirement plans, the educational materials
provided to participants who are considering a loan or a withdrawal, and the disclosure of all fees or -
penalties associated with the loan or the withdrawal.

H. Next, we will examine the potential long-term impact on the participant’s future retirement savings of
taking money out of the 401(k) plan and moving it to retail IRAs or other products. Using reasonable’
assumptions, we will demonstrate the cumulative effect of moving from a lower-cost retirement plan
environment to a higher-cost environment.

{. Loans From Retirement Plans

Based on our research and experience, Hewitt supports the availability of 401(k) loans when disciplined
tending criteria and payback provisions exist. Additionally, appropriate education must be provided to
ensure participants are aware of, and fully understand, the risk of default and the implication to their
long-term retirement security.

Research indicates that the availability of both loan and withdrawal options increases the overall
participation and savings rates among participants by reducing the perceived risk in the event of an
emergency. In a study for this Committee, the GAQO found that "Plans that allow borrowing have a
somewhat higher proportion of employees participating than other plans, all other factors being equal. in
addition to employer matching, allowing borrowing increases participation among eligible employees,
especially lower-income employees. Aflowing pension-plan borrowing also significantly affects how much
employees contribute. Participants in plans that allow borrowing contribute, on average, 35 percent more to
their pension accounts than participants in plans that do not allow borrowing.”

3GAORepomotheChaxmm Special Committee on Aging, and the Honorable Judd Gregg, U.S. Senate, 401(k) Pension Ptans: Loan
F but May Affect Income Securily for Some, October 1997,

Hewilt Associates 071808
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Our cunrent findings indicate that taking out a 401(k) loan does not usually resuit in a decrease in
contributions. In fact, the vast majority of participants who borrow from their 401(k) continue contributing to
the plan at the same rate they were contributing before initiating the loan, in addition to making loan
payments. Therefore, once the loans are repaid, we find that retirement ificome is generally preserved. For .
purposes of accumulating retirement savings, loans are far superior to withdrawals, which permanently
reduce retirement savings and subject the participant to significant tax penalties.

Nevertheless, we share the Committee’s concern about the use of debit cards to borrow funds from
retirement accounts. In our opinion, debit cards undermine the disciplined criteria we befieve are necessary
to preserve savings for retirement. Debit cards make it too easy to use a 401(k) like a checking account and
preclude the financial modeling and thoughtful consideration that should accompany any decision to initiate
a 401(k) loan.

Prevalence of Loan Provisions and Frequency of Loans
Based on our experience administering benefits for 4.7 million DC plan participants and research on
hundreds of 401(k) plan designs, we find that in aggregate:

u Virtually ail large plans offer participants an option to apply for a loan. Ninety-eight percent of large plans
offer participants loan access. Among that group, 98 percent offer general purpose loans and 77 percent
offer home loans.

m Twenty-two percent of the active participants in our database have outstanding loans. The average
batance of such loans is $7,800.

1 According to trend data over the last six years, loan participation, average balance of loans, and
outstanding principal as a percentage of balance have remained largely unchanged. Our early data for
2008 suggests approximately a 1 percent increase in loan participation.

Table 1
401(k) Participation and Outstanding Balance Trends 2002-2007

Year | Participants With | Average Outstanding | Outstanding Principsl as a
Loans Principal | __ Percentage of Balance |
2002 22.4% $7.113 20.5%
2003 22.1% $7,364 18.8%
2004 23.0% $7,336 18.5%
2005 22.4% $7,962 18.6%
2006 218% $8,144 : 18.3%
2007 22.3% $7.828 19.6%

Hewilt Associates
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Chart 1a: Percentage of Participants Taking Loans or Withdrawals from 2002 to 2007

250% T 21% il

24% 21.8% 23%

20.0% 1
15.0%
10.0% 1
5.0%
0.0% A
2002 2003 - 2004 2005 2008 2007
Participants With Loans B Porticipants Taking Withdraw als
L . © Hewitt Associates 2008
Chart 1b: Average Outstanding Loan Principal and Principal as Percentage of Account Balance fram 2002 to 2007
$10,000 -
20.5% 18.0% 18.3% 19.6%
$8,000 ° 26.0%
A Average
Qutstanding Loan
$6,000 Principal
$4.000 10.0% gﬁza,d,:a
Fercentage of
Account Batance
$2,000
$0 0.0%
2002 2003 2004 2005 2006 2007 5
. © Hewitt Associates 7004

Participant Savings Behavior After Receiving aloan .
Hewitt has been conducting its own research on the impact of 401(k) loans on long-term retirement income.
Here, we present both aggregate data as well as data arrayed by age and salary. -

m Only 1 percent of loans terminate as taxable distributions, and those are mainly the result of terminations
of employment. Specifically, only 0.2 percent of active employees with loans had taxable distributions in
the form of unpaid loans, versus 26.7 percent of terminated employees with loans. The risk of default
significantly increases upon termination of employment because loan provisions generally require
immediate repayment of the loan. .

u Overall, our research found that the vast majority of participants did not decrease or suspend
contributions to the plan after they received a loan. By continuing to save and paying back their loan with
interest, they were able to preserve their total retirement asset potential. On a 401(k) loan,” the borrower
effectively pays interest back to his or her own account.* Of the 401(k) plan participants who have an

‘Asaresull.dependingonmemeolmterestdlargedontheloanmownparisontomeoveraﬂmestmemramofmmmduﬂngme

period the loan is outstanding, some borrowers may even realize a smaller amount of additional growth than if they had not taken a
oan.

Hewitt Associates 0711808
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outstanding loan, only 15 percent suspended or reduced their contributions to the plan, most likely
reflecting the situations where the decrease is warranted due to extenuating circumstances. In general,
younger workers were more likely to reduce or suspend contributions. Chart 2 and Chart 3 show the

percentage of participants who maintain or reduce their contributions after taking out a loan, by age and
salary, respectively.

Chart 2: Percentage of Participants Who M intaln or Red! Contributi
After Taking Out a Loan—By Age
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Chart 3: Percentage of Participants Who Maintain or Reduce Contributions
After Taking Out a Loan—By Salary
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= Of the minority of participants who do decrease their contribution rates, the average decrease is
5.8 percent of pay. Table 2 shows the average decrease in contribution rates among those borrowers
who decreased their contribution, by age, and Table 3 shows the average decrease in contribution rates
among those borrowers who reduced contribution rates, by salary.

Table 2
Percentage of Participants With Loans Who Decreased Contribution Rates and
Average Decrease in Contribution Age
Age Percentage of Participants | Average Percentage
Decreasing Contribution Rates of Pay Decrease
(including those who | After Taking a Loan
stopped contributl
20-29 20.3% ~5.1%
30-39 17.8% -5.4%
4049 . . 14.2% =5.7%
50-59 12.0% -6.9%
60+ 9.7% -8.3%
Table 3

Percentage of Participants With Loans Who Decreased Contribution Rates and
Average Decrease in Contribution Rates—By Salary

Percentage of
Participants Decreasing
Contribution Rates |  Average Percentage
(Inchuding those who | of Pay Decrease After
Salary stopped Taking a Loan
<$20,000 12.0% =7.0%
$20,000~ 15.1% -5.3%
$39,999
$40,000- 16.8% -6.0%
$69,999
$60,000- 16.4% -6.5%
$79,999
$80,000~ 15.8% =6.3%
$99,999
$100,000+ 15.8% ~-7.0%

One possible explanation for why the vast majority of those taking loans continue their retirement plan
contributions may be the effectiveness of information and educationat materials they are provided when
they apply for a loan. This information generally includes an explanation of the tax consequences and the
potential loss of retirement income if the loans are not repaid or if contributions decrease or cease while the
loan is outstanding. In our opinion, the most significant risk of a debit card approach is that this education
would not be available to plan participants prior to each use of the debit card as a reminder of the risks
associated with failing to preserve retirement principal. The decision would be too fast and t0o easy.

An employee might even get the impression that the availability of a debit card is condoning, or at the very
least not discouraging, frequent loans.

Communicating Loan Provisions

Informational materials are provided to participants in a number of ways. They are contained in the
Summary Plan Descriptions (SPDs) and vary by employer based on the provisions of their plans. Among
large employers, this material is generally available to each participant both online and in printed form.

Hewitt Associatss oT808
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SPDs contain detailed information about loan types and lending limits, disbursements, interest and
repayments, loan sources, and the impact on investiment fund balances. Hewitt also provides a modeling
tool to help participants evaluate the impact of taking a foan or withdrawal from the plan.

For Hewitt employees, our own online site provides a prominent link to a resource titled “The
Consequences of Taking a Loan.” it is intended to make applicants aware of tax consequences and the
potential for loss of retirement income, including a list of alternative sources to consider in ieu of taking a
loan. This communication is key to supporting participant understanding of the risks associated with loans
and to underscoring the importance of repaying the loans in a timely fashion. While loans can be a valuable
financial tool, they should not be undertaken without a consideration of both the alternatives and potential
consequences.

Charging a modest fee for a loan is common practice. Seventy-nine percent of large plans charge a loan
origination fee, and the median fee is $50. Thirty-four percent of large plans have an annual maintenance
fee, and the median fee is $24. These faes are designed to cover the administrative costs associated with
loans and, in our experience, are communicated to participants prior to taking a loan. Because there is a
real cost to administering the loan, we believe it is a fair practice to charge those taking a loan rather than
spread the cost to all plan participants in the general administration fees,

Hardship Distributions and Other Types of Withdrawals

More than 80 percent of 401(k) plans have some provision for hardship or other in-service withdrawals. As
a plan design consideration, including these.options can increasa the participation rate in the plans in
general. When participants understand that they wilt be able to access funds in an emergency, they are
often more fikely to save. In cases of emergency, hardship withdrawals may be the only viable answer for
participants.

" While we would not encourage these distributions, we understand that they may be necessary in some
instances. We provide educational materials and tools that our participants can use to determine their best
option when considering a loan, a withdrawal, or other sources of funds outside their 401(k) plan. If
available, loans are usually a better option than withdrawals to meet short-term needs while protecting
long-term retirement savings. Alternatives outside the plan may offer even better solutions. We encourage
our clients to provide this type of decision support to their own participants.

Hardship distribution policies vary by company, but typically a participant must provide documentation of an
immediate and extreme financial need. In most cases, the participant must incur (but not pay for) the
expense before requesting the withdrawal. Then, the withdrawal must be used to pay that specific
expense—plus expenses related to any federal, state, or local incoms taxes or penatties reasonably
anticipated as a result of the withdrawal.

The following are common criteria for allowing a hardship distribution in 401(k) plans:

m Costs directly related to buying a primary residence (excluding mortgage payments)

s Payments necessary to prevent eviction from your primary residence or foreclosure on the mortgage on
that residence

® Medical care expenses meeting the IRS definition of deductible expenses

a Payment of postsecondary tuition, related educational fees, or room and board expenses

u The next semester or quarter of postsecondary education costs directly incurred by the participant, or the
participant’s spouse, children, or dependents (as defined by the Internal Revenue Code)

m Funeral expenses for the participant's spouse, dependents, or parents

= Repair of unforeseen damage to the primary residence that is not compensated for by insurance
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in addition to hardship withdrawals, 80 percent of plans aflow for in-service withdrawals based on age, and
some offer withdrawals upon eligibility for long-term disability. In-service withdrawals offered at age 59%
can be valuable tools for both employers and employees who are locking for ways to gradually phasa into
retirement. That said, as a matter of retirement planning policy, we are concerned that some employees
could take in-service withdrawals as a result of pressure to roll over assets into a retail IRA, which can
result in erosion of the value of the account. This phenomenon is discussed in greater detail below.

Participant Behavior With Respect to Withdrawals

Overall, our research shows that 5.4 parcent of active participants took withdrawals in 2007, compared to
4.9 percent in 2006. Of these participants, 26 percent took hardship withdrawals and 78 percent took
in-service withdrawals in 2007 (a small percentage took both types, so the numbers add up to more than
100 percent). This means that fewer than 1.5 percent of participants took a hardship withdrawal in 2007.
Clearly, hardship withdrawals significantly diminish retirement assets and the value is not replenished.
Employers should seek to keep the utilization of withdrawals low.

With respect to withdrawals by terminated participants, our research shows that only 55 percent of
departing participants are rolling over these assets while 45 percent are taking cash withdrawals (and we
assume paying penalties) upon distribution. That said, when we look at the assets leaving the plan,

85 percent of the assets are rolling over. This implies that cashing out occurs with participants holding
relatively smaller balances, typically younger employees. In fact, when the balance is below $1 0,000, nearty
three-quarters of participants take their balance in cash. Even this relatively smaller savings amount can
significantly detract from fong-term retirement savings goals, especially when individuals change jobs and
cash out several times.

Communication iImplications of Withdrawals

Hewitt always suggests maintaining retirement funds in a tax-deferred instrument versus obtaining a cash
payout. The main goal here is to ensure that the savings remain dedicated to retirement and are not used
for short-term cash needs. Modeling tools are an effective way to quantify the impact of withdrawals to
increase awareness of the risks of in-service distributions.

Total cash distributions upon termination, Hewitt is working with plan sponsors to both encourage
employees to stay in the 401(k) plan upon termination of employment and improve the roflover process
without additional cost to either the plan or the former employee in the event the participant chooses a
rollover. We have recently begun partnering with a company that provides an online too! to inform
terminating employees of their options, and to simplify and expedite the rollover process.

Of course, both withdrawals and loans that are not repaid result in an opportunity lost by reducing the value
of future eamings. When a participant defauts on a loan, the entire balance of the oan is unavailable for
retirement. if not repaid, a loan has the same effect as a hardship withdrawal on retirement savings.
Fortunately, our data shows that only 1 percent of loans default, but those that do represent a very real risk.

To understand the effects of these decisions, consider the following example that is similar to one that
Hewitt provides to employees considering taking a loan or a withdrawal. Each of these three hypothetical
employees is the same age, and contributed to and invested their 401(k) the same way during their
employment.

Hewitt Associates 07/18/08
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Scenario Action
Michete needs cash to pay for some She finds altemnative means of At age 65, Michele has eamed
uncovered medical bills. funding and does not take out a ioan | $350,984 for retirement.
of a withdrawal.
Anthony decides to buy his first house | He takes out a $10,000 loan but fails | At age 65, Anthony has earned
at age 35. He needs funds for the to make any loan payments and the | $274,861 for retirement.
down payment. loan is defaulted. His $10,000 defaufiad Joan cost
378,123 in unreglized savings.
Sandra decides to go back to college | She takes a withdrawal for $35,000. | At age 65, Sandra has eamsd
at age 45. She needs extra money to ) $2185,545 for retirement,
cover tuition and fees. ’ Her $35,000 withdrawal cost
$135,439 in unrealized savings.

Il. Potential iImpact on Retirement Income of Rollovers From a Low-Fee Qualified
Retirement Plan to a Higher-Fee Rollover IRA
in 2006, the $3 trillion U.S. private DC market accepted contributions of $268 billion from qualified plan
participants. It also transferred $195 billion from private quatified DC plans to IRAs, which held more than
$4 trillion in assets®. Hewitt alone processed more than 150,000 roflovers for participants, totaling more than
$16 billion in assets. Across the industry, there are signals that some financial services firms are viewing
this transfer of wealth as one of the most potentially lucrative opportunities in recent history. What is at
stake is the overall financial security of the U.S. retiree population.

Rollover products vary considerably in type and fees. Following are some typical types of programs, but
there are many variations and other options.

m Some rollovers provided by mutual fund companies are simply retail mutual fund purchases—with load
fees and ongoing asset management fees depending on product(s) sefected. These are the most
common rollover/account types that investors access.

s With managed accounts, the load fees are generally waived. institutionally priced funds are commonly
used, and the consumer is charged an annual asset-based fee of 50 to 200 basis points (0.50 percent to
2.00 percent) based on asset size, in addition to the fund expenses themselves. in these programs, an

. advisor or advisory service selects specific funds and determines asset allocation. Often minimum
investment amounts are required—thus, these types of accounts are less prevatent and used more by
investors with higher account balances.

= IRA rollover annuities generally have up-front commission sales as well as ongoing fees.

in our opinion, 401(k) plan participants are at far greater risk of falling short in their retirement savings if
they roll over their plan balances to a retail account IRA compared to a mid- to large-sized company 401(k)
plan. This is because retail IRAs typically charge higher fees than are charged for investments within the
401(k) plan. Press reports suggest that in some cases, unsuspecting employees have suffered devastating
losses after being lured by the promise of high investment retums.®

The retail industry is waging a media and public relations blitz to convince participants that rollovers are the
wise move when the employee terminates employment. However, Hewitt believes it is often the best choice
to keep assets in a mid- to large-sized company 401(k) plan to take advantage of lower-cost and higher-
value investment options often available through these institutional plans. We are encouraging plan

°Souma Ceruth Associates
Ma:aDerHovanasm 'mebywﬂk]Pmdamfs BusinessWeek, July 3, 2008.
http:/ibiz.yahoo. }703/0828b4002000132397 .htmi?.v=1
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ta

sponsors to educate their employees on the value of their 401(k) plans and the potentially significant
negative impact of moving toward higher-fee IRAs. A typical IRA could cost substantially more in fees than
a mid- to large-sized company 401(k) plan, thus directly reducing employees’ retirement savings.

The following hypothetical example demonstrates the impact on retirement income if a participant moves
from a lower-fee 401(k) plan environment to a higher-fee retail environment, using reasonable assumptions
of fee differentials (based on our experience and research) and balances typical of similar employees in our
database. '

35-Year-Old Average Saver Scenario

Consider an average employee from our participant database who leaves a company at age 35 with an
accumulated batance of $33,000 after saving 3% of pay for five years and receiving typical employer
contributions. She rolls her balance into a typical retail IRA. Assuming she eams 8 percent before reflecting
fees, she can expect a total balance of $366,424 at age 70, when she will be required to start taking
distributions from the plan.

If she leaves her batance in a typical 401(K) with institutionally priced investments, with lower fees by 30
basis points (bps) compared to the retall IRA (a conservative assumption based on our experience), she
can expect to accumulate $404,105 at age 70, an increase of $37,681 or 10 percent compared to the IRA
option.

If she leaves her balance in a very large, efficient 401(k) with lower fees by 60 bps compared to the retail
IRA (a reallstic difference for the very large plan market), she can expect to accumulate $445,539 at
age 70, an increase of $79,115 or 22 percent compared to the IRA option.

35-Year-Old Active Saver Scenario

Graph 4 depicts the consequences for an employee who leaves a company at age 35 with an accumulated
balance of $101,808 after saving 8 percent of pay for ten years and receiving typical employer
contributions. She rolls her balance into a typical retail IRA. Assuming she earns 8 percent before reflecting
fees, she can expect a total balance of $1,130,451 at age 70, when she will be required to start taking
distributions from the plan.

If she leaves her bafance in a typical 401(k) with institutionally priced investments, she can expect to
accumulate $1,246,700 at age 70, an increase of $116,250 or 10 percent compared to the IRA option.

If she leaves her balance in a very large, efficient 401(k), she can expect to accumu!ém $1,374,529 at
age 70, an increase of $244,078 or 22 percent compared to the {RA option.

Chart 4: Consequences of (nstitutional 401(k) va. Ratall iRA Savings for a 35-year-old Active Saver

$1.500,000

e Very LaTo8 401(K)
- Average 401(X)

e « » «RMBRA
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In concluslon, Hewitt commends the Special Committee on Aging for its ongoing efforts to focus the
spotlight on better disclosure of fees associated with retirement plan investments and on the impact on plan
participants of taking preretirement loans or withdrawats from their 401(k) plan. We trust that the
Committee’s efforts will help foster awareness that there are better ways for employees to save more for
retirement and make the most of what they save by preserving retirement principal in tax-deferred vehicles
and taking advantage of the best investment options available to them at the lowest fees In most cases, we
believe those best options will be found within a qualified 401(k) plan,

We believe that federal agencies can also follow the Committee’s lead by providing more public service
announcements and guidance to participants on the factors employees should consider before taking a loan
or withdrawal and when they are thinking about rolling over their 401(k) balances. n some cases, a rollover
IRA could be the best choice for consolidating account balances from previous employers, but in many
other cases, it may not be.

Hewitt would be honored to participate in any such effort to better educate participants, and we offer our
data resources and expertise to the Committee in its continued efforts to ensure the adequacy of retirement
savings in America. Thank you.
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M E RC E R Worldwide Partnsr

120 East Baitimore Street, 20th Floor
[ 7'l MARSH MERCER KROLL Baltimore, MD 21202-1674
i__ e GUY CARPENTER  OLIVER WYMAN 410 727 2867 Fax 410 727 3347
Larbara.marder@mercer com
WHW.meTcer.com
July 16, 2008 -
The Honorable Herb Kohi The Honorable Gordon H. Smith
Chairman Ranking Member
Senate Committee on Aging Senate Committee on Aging .
G31 Dirksen Senate Office Building G31 Dirksen Séenate Office Building
Washington, D.C. 20510 . Washington, D.C. 20510

Re: Senate Aging Committee Hearing of July 16, 2008, “Saving Smartly for Retirement: Are
Americans Being Encouraged to Break Open the Piggy Bank?”

bear Senators Kohf and Smith:

We are pleased to respond to your request for information about how various countries
around the world are addressing the challenge of reducing retirement plan leakage. Mercer is
a leading global provider of consulting, outsourcing, and investment services, with 17,000
employees based in more than 40 countries working with clients to help solve their most
complex retirement and other benefits and human capital issues, and we appreciate the
opportunity to share some of our experience with you. We also stand ready to assist the
Committee in whatever other ways would be helpfut in its ongoing efforts to enhance
retirement security for ali Americans.

Our response includes:

» Findings of an informal survey of Mercer consultants in 11 countries/regions regarding
what rules those countries have on the books to minimize or prevent retirement pian
leakage.

¢ Background information on the mandatory and supplementary retirement programs in
the countries referenced. This will provide additional context for the rules around
retirement plan withdrawals and loans noted in the table.

* Avrecent Mercer article *Defined contribution ptans: The challenge of achieving benefit
adequacy.” This will provide some background information on global retirement
savings. The article reviews key elements of defined contribution structures around the
world and some of the measures governments and plan sponsors are taking to help
engage warkers in building meaningful retirement savings.

We would be happy to discuss these materials and related policy issues further. if you have
any questions, please contact me at 410-347-2867, or Gaoff Manville of Mercer's Washington
Resource Group at 202-263-3957.

obal DC Consulting Leader and Worldwide Partner
Enclosures
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1 | Australia

The maln incentives in Austraiia to avoid leakage are:

Praservation - superannuation (pension) monies (employer and employes money) cannot be cashed out before
the earlier of: retirement on or after age 60, reaching age 65, death or total and parmanent disablement. There
are exemptions for smaller draw downs prior to these events if the member can prove severe financial hardship
or for specified events such as funeral costs and emergency medical treatment.

No loans, including loans for housing, can be made from a superannuation fund in Australia to & member.

The tax on superannuation contributions and eamings Is 15%. That is considerably lower than the top marginal
rate of 45%. In addition, the account based pension from which the member draws down to provide his/her post

retirement income stream is tax free. :

For low and middle income eamers the government provides a “co-contribution”. Thus, depending on the
employee's Income level, for every $1 the employee contributes each year to a superannuation fund the federal
govermnment contributes $1.50 up to a maximum of $1,500.

2 | Asia

Early withdrawal and loan features are not very common for retirement schemes in Asia. From a cultural perspective,
Asians prefer not to dip into their savings/ 1t plans until .

There are some countrigs which aflow early withdrawals from retirement pIans:A

South Korea - common for their DB arrangements; vesting eligibility may restart following withdrawal.
Indonesia - only contributions but not invesiment returns.

Malaysia —only for certain purposes such as to finance home purchase (one house or replacerment only},
medical bills for critical illnesses, own or childran's education fees; withdrawal fimit of 30% of contributions.
Singapore - similar to Malaysia in principle, with restrictions on the purpose of the withdrawal and limits on the
withdrawn amounts.

Hong Kong - only employee voluntary contributions may be withdrawn.

Typical supplementary retirement asrangements in Asla provide lump sum cash payments on leaving service so, by
defautt, this has meant that there is significant leakage of funds pre-retirement. Many Asian countries have been
introducing mandatory/voluntary legisiation to ensure preservation to retirement to try and limit this leakage from
retirement savings. Some countries (China, South Korea, Taiwan) have recently introduced DC tegistation requiring
preservation to retirement and have added an annuity paymant option at retirement in addition to the fump sum option.
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Countries like Singapore and Malaysia are also currently considering promoting annuity options for the mandatory
funds. .

In Canada, retirement savings within registered Pension Plans cannot be accessed in any form during employment and
rapidly become locked-in (i.e. inaccessible until retirement) upen cessation of employment, except for small amounts.
Locking-in means that the money can only be accessed in the form of a #fe income stream (e.g. bfe annulty or other
Canadian payout products that limit withdrawais so that there is always something left).

There is a trend towards “unlocking” these savings at the moment of retirement, where individuals can unlock part or all
of thelr savings. Currently, this is allowed in certain provinces as well as for plans that are federally regulated.

For other forms of tax-assisted retirement savings, there is no locking-in feature - only administrative rules that the
employer may put in place to limit withdrawais. These are typicatly penalties such as the loss of future employer
contributions /matching for a certain perlod of time. Loans are permitted from certain plans for both the purchase of a
tiouse and for returning to school (under certain conditions), but there are liniits on what amounts can be withdrawn and
rules about repayment to the plan in order to avold having the withdrawal taxed.

Many recordkeepers have modsling tools on their website that show the impact to a plan participant of making such
withdrawals so they can understand the implications.

Pre-retirement withdrawals or loans are not aliowed.

Earlier this year, the Government set new rules that would allow certain pension participants to take tax-favored lump-
sum withdrawals for the purchase of a home or for buying a stake in a housing co-operative. There would be no limit on
how much of one's fund may be withdrawn for housing.

There is very little leakage in Ireland, No loans, no early withdrawals are allowed. The only way for retirement plan
participants to get money out of the system is if a participant leaves a job with less than two years service, in which case
a refund Is payable subject to a tax penalty of 20%.

3 | Canada
4 | Denmark
[ Germany
6 Ireland

7 | Raly

Leakage occurs in DC pension funds by way of advances. However, participants must be in the pension fund for at least
8 years before taking an advance (except for medical reasons) and the taxation is higher (except for medical reasons).
These are the guidelines on advances:

(448
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. At any moment for exceptional medical expenses: maximum 75% of the accrued capital taxed at 15% fixed rate.
Under cerain conditions a reduced tax rate is applicable, up to 9%. :

. Minimum of 8 years of participation in the fund for first house purchase: maximum 75% of the accrued capital
taxed at 23% fixed rate.

. Minimum of 8 years of participation in the fund for any other reason: maximum 30% of the accrued capital taxed
at 23% fixed rate. ~

Note that normally, pension benefits and lump sums are subject to a 15% withholding tax. This tax is reduced by 0.30%
for each year after the fifteenth year of contribution to a supplementary pension fund, up to a maximum reduction of 6%
- a small financial incentive for not touching pension funds.

8 | South Africa

On leaving employment, other than at retirement, a participant may either preserve their accumulated assets or take the
money in cash. Although cash withdrawals are taxed, for many lower income workers this rate of tax will be relatively

fow (<20%).

Leakage is a material concern in South Africa where below age 40 the “rate of leakage” is around 90%. Admittedly the
rate of preservation is higher where the amounts are more significant and is higher where the individuals income is
higher.

A practical complication in South Africa is that there is a very basic social security net in place. For example,
unemployment benefits will stop 12 months after losing a job. Hence on leaving employment, individuals often need to
ensure their retirement fund assets are avallable in case of pressing financial needs.

Housing loans are permitted as are housing loan guarantees, where the participant's withdrawal benefit is used as
coliateral and is used to pay off the housing loan if the member leaves employment. Although these loans address an
important social need they do lead to increased leakage since the member with a loan is basically forced to access their
retirement benefits.

The South African social security and retirement system Is currently undergoling a reform process, and one of the
principles endorsed is the need to have compulsory preservation. The details are yet to be finalized, but there has been
some acceptance that some early access to retirement benefits may siill be needed in the event of a loss of
employment. Hence some integration of retirement benefit preservation with unemployment benefits will be required.
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9 | Spain Withdrawals/loans are not allowed. However, according to the Spanish Law, the accrued funds can be paid before
retirament age if the participant is under long term unemployment or serious iflness situation.
10 | Switzerland Switzerland Is by law almost "leakless” - primary features of the pension environment are: —_
¢ Arather small state social security system. .
*  A'medium sized® requirement for every employer to cover (almost) every employes for company pension
benefits.
»  Substantial personal and company tax deductions for pension building in excess of the legal minimum.
» Company has to pay at lsast 50% of the "whole package" (both in required part and excess part).
+  Accrued benefits vest 100% from day one. —
»  Mandatory portability - generally participants MUST roll over accruals to a new employer plan on job change. Do
¢+ If a participant doesn't have a new employer, he or she MUST roll over accruals to a locked up retirement -~

account. There are limited exceptions.
There is one substantial exception — participants can withdraw or pledge pension accruals for house purchase
or mortgage security. o

-

11 | United Kingdom | Participants are effectively compelled to use 75% of their assets to secure an annuity (that has 10 be arranged no later
than age 75). 25% of account value at retirement can be, and almost always is, taken as tax free cash - there are no
restrictions on how this is used.

The UK system is somewhat inflexible. Participants can't touch the money prior to retirament and cannot use funds as
security against a loan. Despite the tax effectiveness of UK pensions, many individuals are not prepared to tie up capital
in such an inflexible environment, The fact that once pald in, the money can't be withdrawn, is a major block to
participation.

The information contained in this document (including any attachments) is not intended by Mercer to be used, and it cannot be used, for
the purpose of avoiding penalties under the internal Revenue Code that may be imposed on the taxpayer.
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Country Snapshots

Detinitions are below and Country Snapshots follow on next pages. This report covers all benefits except b

compensation.

Al Benefits

. L Recenty or key

teglsiation on benefit plans with impact on employers.

= Mandatory Practice: Benafits provided from Social
Becurity or mandatory employer-sponsorad plan.

«  MFR/MFS: Minimum Funding Requirement / Minimum
Funding Standard

s« Opportunities and Trends: Key changes in tha bensfit
plan present for -
mpioyers.

«  Prevalence: Indicates how commonly the plan s

F e (ough

Marcer consultants’ experience working with these
compenies in the loca) market, and in 6ome cases
Mercer survey data.

= Threats and Restictions: Key aspects af the beneli pian

mwnem that mm or thweaten the utabﬂanmom

[

DB: Dafined benofit rotirament ptan
DC: Oofined contrdution retremaent plan

Executive only plans: Either a retirement plan exclusivaly
for higher tevel smpioyeas or higher aarming employees
or higher contsibution of dofined benelit provided to this

group through the same retirement plan as lor other
ompioyees.

Hybrid: Mixture of definod benalit and defined
contribution features. Examples: A defined condridution
plan which provides a guarantead minimum defined
benelit payment upon fatirement; A defined contribution

i travel

y & Dcath
ADSD: Accidental Death & Dismembesment

Dopendent Coverage: Oascribes whether the pian
provides coverage for dependents. Dapendert inciudes
the sp0use and depenciont chidren, uniass oherwise
stated In a Country Snapshot.

inpatient: Sefvices provided to individuals who are
admitted lo & hospital a3 & registered bed patient and ls
receiving services under direction of & physician for &t
least 24 houss.

LYO: Long Tesm Dissbilty

O Sarvices pravided o

plan with beneftt at age equal to
buﬂompculmlouﬂxod formuda benefit,
bmausuohu ovcaroanytyplcw
provides DS plan for existing
nuﬁm(uouwmpum)

Tormination Indemnities: L

Mandatory ump sum :
ymems which must be mada by the company (or bave

andior Y P

*  Typicsl Market Practice: Describes typical, non-ndustry
spocitic, genaral merket practice for supplernentary

Inctudes mutinational and loce
indusbies and company sizes, untess siated othenwise,

Copyright 2008 Mercer LLC. Al rights reserved.

by mlcovapoublymrwghan
w:smmym«msmmy)
empioyeo rollres.

NRA: M/ F: Normal Retirement Age: Male (ago} / Femalo
(age)
sswuyewmusscc:ms.muymnm

Vesting: The acquisition by e plan member of an
ebsciute right to an immediate or smdbmdllby
futiling ly service
uqunmma.

Individuals who ere .
admitiod to & hospital or cBnic tor reatment that does not

require an overright stay.

Rider: indicates whether a benalit is financed s pan of
another policy. For instance, dentat bentafll maybe a
rider to the medical plan.

Seit-fundod / Seif-insured: Company finances the benefit

intesnatly (a3 opposed Lo using extemal ingwance poiicy)
STD: Short Term Otsabllity
TPO: Total Permanart Disabiity

id , and ’
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Australia Author: Guy Holoy@mercerom |

: BusseflMason@mercar.com :

Retirement Posr Feviowss i
¥

Sacurity
; whichcanbe DB or DC

" whioh can bo DB or DC i
. Approximate: ' Ingwd.w-nemypmdonplam sreprovided mainly | PLAN ELGBAITY In genersi, supplemontary pension plans are provided mainly
% of - to management and higher-paid groups. Most D8 plans ere " to managemant and higher-paid groups upon dale of hire.
ang - closed to new hires. Whare apen, sligiility upon dato of hire.
local iseding . 65 Males / 65 Females © NORMALRET.AGE | 65 Malas /65 Females
m”"m“"’"""“' i Typically 8 107 timos fina) -year sverage saiary aftor 40 BENERITFORMULA | Accumutation of contributions with (nterest
supplementary | years' sarvice (Inciusive of the mandatory SG). Lower benefit
benefits theough . 5C8163 M8y apoly 1o 23 "wage-oarnars® ot
sme Yy  Inciudedin plan: Death: Yes. Disabiiity: Yes. 1 DEATH & DSASLITY | included in retirement plan: Death: Yes. Disabliity: Yes.
plan Vuﬁmb«dt:v«uwb'bammm(m.m Vesmng -+ | Vesting of empioyer contributions: Immadtate hull vesting, .
10% plans Immediately vest). Banefit formuta may be more ) H
" genorous on retirement after age 55. P
% of : Wy“dsduy(mtco\mdlmmmuy : EMPLOYEE * Not reGuired, voluntary contributions possivi.
supplementary ~ SO) from eithar pro-tax or past-tax saary, with ¢ '
plans voluntary contibuions possible. . :
DB: 10% 1% - 2% of camings in addilion to 9% mandatory contribution EMPLOYER 1% - 2% of eamings in addition to 9% mandatory conrixdion |
0C: 90% 10 SG. CONTRIBUTION o 80. :
Hybrid: 0% Stand-sione tust, mester trust of industry fund. . FiNaNCING Stand-slons trust, master Fust of industry fund,
Lump sum ! FOAMOF PAYMENT | Lump sum :
Exacutive only Not pravalent | HYERD ALTERNATIVES ; Not provalent :
plans Valuations: Formaly avery 3 years, informal vauations ! '
Not . d Nore H i
- Local accoundng standard: AASB 119 (based on IAS 19) ; ‘

While this Snapehot is Meroer's understariing of current typics) market praciice, there ly induatry and 0 that should be taken into account i bendhwnarking o estabitshing a plan. Within
the Ratirement summary, Oesth & Disabiity excludes informafion on any death end/or disabiity benefis that may be provided outside O retirement plan. Gopyright 2008 Mercer LLC. AT rights ceserved.
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Maercer : Senefit Plans Around the Workd

arch 2000
Australia : Auttor: G Holiey@rmerces com
Retirement Poor Reviewer: FusssliMiaon@mercercom |

EMPLOYER PRACTICE

0 4

c. plane c«mwmvmmummawmwmmy Swenping changes to ommm:yswnm
funds. Many empioyors have decided to wind-up their effective as of Mty 1, 2007 including elimination of taxes
mmmmcmmm«ummmm £ on benofits taken after age 60, mnwuld"Rwomuo

complexity and compiance costs. H Bonefit Limits” and, new tax rates on Employment

Tenmination Pa; Theupnyrmunmlnrwbo .
b\mhlwphd!luem Nﬂcm Mmlmow“m.mmaytrmmm. yments. o T

oa
and voluntary choices. Flexible defined H
* “""wm""'w ‘ wumm llﬂbcloeu.;mun.mmmw § soply unil June 30,2012,
bmcmﬂdmww .+ irwestment choice, chokce of fund. ’ Pe an.:uyvzooawcmmummma
Qxacutives can choose how much of that package is N ) i salary for the of
mudtwu&q&umﬂm(mwwm . t superannuation will increasa many amployers’ euu.
mintmum 9% 5G). Even whers these Is » supplemontary : eftactive 1, default funds must otfer at
arrangemen, it s not usualy signiicanty highor than tho L Rl e . O e e ey
% 56. : under age 56,
Wivie this Snapshot is Mercer's of current typk otk mm.umemmmwmmmmummwummum.pmm

u\tmammnwy o«mtmmmmmmonwammmwwmmlmuwmmnlwm Copyright 2008 Mercer LLC. Al rights resarved,
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‘ Canada Autor: Paul Eorestet @ mercer.com *
. Poor Reviewer: Alison Bartien@mercer.com |

Retirement
EMPLOYER PRACTICE

! All members receive 08 only

. ‘Al companiss " Old Age Security (OAS) + Guarantend Income

Practice (GiS) + Canada/Quabec Pension Plan (CPP/QPP) :

Typleal Approximate: memmmmamnoamhnm i PuaNEBLGBLTY - ' Mfw-nmmmmmuqdwam ;

Market %ol ; sarvice For part-time ; . For :

Practice and tocal leading ;. S2MIngs lavel soplies. : i nuvinoslwel . :
mm.-m.. 65 Mates / 85 Females T NORMAL RET, AGE | 65 Malos / 65 Femaios :
supplsmentary Typically up 1o 2% of final average sarnings mes years of | BENERIT FORMULA !mmammwm H
plan * sarvice (65% of DB plans). Altematives are career average | . . | ) H
0% _sarnings (15%) and fist bensfit (20%) plans. i ! ;
%of tnciuded in retirement plan: Desth: Yes. Disabiiity: Vanes. © DEATH & DISABIUTY | Included in retiremant plarn: Death: Yes. Disebility: No.
ug‘ol«mnm Vesting benefit: Generally sfiar 2 years of pian membership. ‘ VESTNG I Vesting of empioyer contributions: Gensrally after 2 years of ‘
plans ‘ plan ip
DB: 50% ""May be required (S0% of plans), generally 3% - 7% of salary. EMPLOYEE . May be required, generally 3% - 7% of salary.
DC: 15% . ' CowTRBUTION !
Hybrid: 35% Full cost of plan less any empioyee contrutions. EMPLOVER i Amaich ot wioa aa

. Lo : fixod or both.
. H‘YD%!DIB! 'Iov Luwumloyu&‘muu Moedium and small émployers: FINANCING , insurance policies or rusts.
existing Insurance policies or trussts. . : e
o, DG for - Choica of anuly or Mg sy | FoRMOF PAYMENT | Cholca of anuly or tump sum . 8
now hires, ‘Altematives include sum of DB and DG, maximum DB or DC, | HYSAD ALTERNATIVES | Altematives inchude sum of DB and DC, maximum 08 or OC,
Executive only lioxibie plans. : t fiexible plans.
plans + Vgluaions: Requirad every 3 years. Soma provinces require | OTHER Employes investment choice: Yos i
Commaon, . annual valuations when plans are fess than fully tunded. : . |
i

" Looa) ccounting standard: CICA 3481 ;
: : 1

g i

- o Current tegi rasults in g ways to improve retention i Effective January 1, 2008, updatos to the Ca :
respect to surplus and deficits in 08 plans. H quxnlnDBpmsuehaswnwmwtyrml t Treaty will giva mutual tax cecognition of pension
= Compenies wanting lo make pension 8sset vansters, ;. subsifies and removing service caps. ¢ contributions.
ummmmamupwusmmww or for '« Phased retirement i Thetistol that have
purpose of rationalizing or harmonizing their own plans, « Trend towards DC continues, but the pace has slowed. H retirement grew in zoo7mmmmcum
face uncertainty afler a series of Court docisions. = Tax traatmont of DC plans Is mora advaniageous thane | Newtoundiand and Nova Scotia &nd continues to cause
*  Poleniisl Inadequacy of DC benettts due to low interest | OB plan for younger employeas; the tax ireatment is . some employers to rathink pians for employees over Qe
ato enwhonmont. i neutral for older employees. ;s
. Smaller cumpaniu may p'm capital accumusation H
plans to avol pension :
L ‘. Thes'hduda Raglmud retirement savings plans H
. [ . * (ARSPa), Detorred profit sharing plans (DPSPs), and :
©  Emgioyea proflt sharing plans (EPSPs). H
Whits this Snapthot is Mevcer's of cunrent typical markel practics, MununnlyndmylnﬂWu)ﬁmh!mwummmimﬂvwm-mm

the Reticement summary, o.mAmuummwmummmymmmaormxywmm“yumouumm.mkmpnn Cogyright 2608 Marcar LLC. AY dights resarved.




China Author: Mo Tschal@mema.com !
Poer Aoviower: Allon.Wu@mercercom

Retirement
3 LOYER PRACTIC

" Mandelory  Alcompaies - Oid Age Peasion insurancs (0B and OC) Ago Pension nsurance (08 nd OC}

Pus ELaBRITY ) Wﬂmmﬂ(m Ona year of sarvice

Typical mbnpm(mulyamm)m !
Martat % of muttinetional mmwmmmmuumm plan | requirement (hakt of plans) i
Practics and local lesding - ; Anewdty (EA): Al after period :
ey . G0 Males /55 Fomubes T NORMALRET. Ace . 80 Wales / 56 Females
plan 110 2 times manthly sefary for each yees of sarvico. | BENEPITFORMULA * | of with interest
39% - tncluded in retrement plan: Death: Yes, Otsabliity: Yes. . DEATH & DISASLITY | Inciuded in retiremont plan: Death: Yes. Disability: Yes. :
i vesTno | SRP: Typical vesting schedule ls first vesting after 3 - 5 yesrs |

Vasting benefit: No marke! data at this Sma.
, |dum-numyvmms 10 years of eervice.

*
1 3

Y ,ﬂmuowwmuummvmurmm

plans Mol requised. Nore. 7T Ewiover | GAP:Notioquied. Il requiod, 6% of salary orless, EA lan

DB: 15% . CONTRBUTION | Reguired, Company + employes conirbutions not to excesd
0C: 80% : i 118 of gross payroll of pravious year. H
Hybrid: 5% . Full cost of plan . EMPLOVER | BAP: 6% - 10% of salary. '

[ l £A Plan: Company c notto excesd 1/12 of gross

onty i t payroll of pravious year,

plans Book reserve : FNACING f SRP: Insurence policy (20% of pians); book reserve (26% of
Not prevadent : i plane); socis! securky inetitution (26% of piane). EA Plen: :
: . ' Must bo trust arangement. :
,.N':‘ﬂ‘_’.?‘" i FORMOF PAYMENT ( SRP: Lump sum. EA Plan: Choice of annuty or lump sum, :
Cash-baiance plans . HYBRID ALTERNATIVES | Cash-balance plans :

Valuations: No requirement i . omen -;ewoymmmmnmmzummm.

Whise this of cutrent Ctice, thece are usually industry and googrephical differances that should be taken inlo socount # benchmasking of mlvﬁn Within

the Retremant summary, o.-mmmn«mmmammaormwmmmmmpmmmmmum Copyright 2008 Marcer LLC. All rights reserved,
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China Author; Algx Tschal@ mercerom
Retirement Pasr Reviewer: AlenWu@merter.com |

EMPLOYER PRACTICE

o
Reguiations require that pre-EA supplsmentai pension
(08 wbcm)mmwbymwm

. Cuum Enmpdso Am\lly legisiation doas not provide Tm szemmonl Issued legistation in May 2004 on abC

on tax retief : E ary occupational retirgment scheme, tarme :

«  Ponsi MCMM aturg ) mwpvlsoMmlty(EA) On Augus! 2, 2005mo i !
Wmdm market. In &n imm and Government Issued 37 ticenses to EA service providers. i end of 2007. Fu'madl!aﬂodopannm relatadndss are
. As of November 19, 2007, an additional 24 iicenses had till not aveliable in many citles/provinces (particutarly .

© beenlssusd. i Shanghal}, and 50 the transferring prograss has been
I R
+ Over 60% of surveyad leading multinaonala In China | insignificant. ;
. pian to implasment an EA plan by 2008, and ths EA te New national law recognizing tax deductbilty of .
taxation situation was identified as the most critical factor - contributions for- Enterprise Annuily snd premiums for H

in affecting the decision as to whather 10 establishaplan. ' supplementary medical insuranca is in effect a5 of f
January 1, 2008. Limits up to which the contributions end
premiums sre tax doductible have not yet been specified. .

‘Whils this Snap: is Mercer's of cuxrent typlcal lh.l.muoudlyinamtylnd thal shouki be taken inio i a pian. Within
the Retiremen! summary, Doath & Disabibly exciudos vitonmation on sny death and/or dizabikty banefity hat may be provided outsids (he retirament plan. Copyright 2008 Marcer LLC. Al dghts reserved.
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Warcer . Beneofit Pians Around the World
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Denmark Author: Hanpe.Jemnin.johansen@merser.com -
i eviewor: Nitolal, Brile @mercer.com
Retirement Poer Reviowor :

Mandatary ' National State Pension + ATP (Labor Masket Additional
Practice . * Pansion) + SP (Speciai savings Plan). SP is currently :

suspendad untl end of 2000. After 2008 the govamment will ‘
docide it the SP plan should be openod again.

Alt members receive DB only

Typical Approximate:  * Notprevalent ! puwELGBLTY | A8 Typically either or gher 3monthe
m % of multinational | ., - . [ vt e A L e s i o e
and local leading | NORMALRIET. AGE | 65 Maloa / 65 Femalos
companies ""," ey i BENEFTFORMULA | of ons with intorest ;
plan " DEATHADISABLITY . Included in retiremant plan: Desth: Yes. Disability: Yes. :
56% . vestna ! Vesting of employ ¥ y“nng i
EMPLOYEE ; i Not veqmvod but dapems an the pension policy of
wot Cc H is typkcal 123 of total mbmion(qs
supplementary - 1 t0.6% of bm salary).
plans : EMALOYER lTypumommmmm(nmmamm
0B:2% = : . ConmmuTion
DC: 98% . FINANCING : mnnmo pollcy. Proamiums tor death end disability benefits
s § are typically inciuded in the pension contribution erd 80 &6 .
Hybrid: 0% | heatth insurance and criscal liness f those benefits are pant -

i of the ptan. However, i is not untypiced that eome of thess .
Executh - benefits are group benefits and can be in addition o the H
ptang ve only . | pension contribution and paid by empiloyer. B

FoRM OF PATMENT | Typically the employee chooses a combination of mp sum
{ and ennuty.

Common

HYBRID ALTERNATIVES | Not prevaient

PENSION ENVIRONMENT

e fhéwdmb&amhnbmhﬂhgwumylu'l kawumnprmuaubcl uvelomd of y12oo1nnsmwymﬁrwmlmwu

and puts preasure on the traditional savings with the choice of individual mnyou and for pension | Imasod trom age 85 10 age 67 (and trom 60 to 62 for
[ y The number of has oftering producty. This lmea::d will bo gradually
increased and pensioners are living longer. For - i ¢ wmodbmunztnd 2027. Given that
pensioners with s long pensions, ta pensions 219 paid | Laonr.coPtl “"wm:,"';pm""m" O ol "p?’,,,, ! company pension ruies usualy Bk the retiremont age 10
out for more years. As the money for the exira payments | : the state retirement pension age, it is anticipaid that

is taken from the bonus of the entire pension fund ;= Pension P'O\Mm asg reducing their costs, which gives  :  many companies will modify thair pension plan rules and
poputation, it is expected that interest above the minis i 10 spend the saved cost on .+ witl gradually change the agas for early and normal
gua:anmd could be mduced !ov the ontrepenslonfund . other nemlon-rdaled ftems. 1 retirament in ne wilh the sigte refirement age transition
n00d1068 o pore Nexility and mabilty In tha transfer of a pension | period.
pddlmomopemhnumwm.memamnmn plmlromon:ypvovmtonnmm.

Incoma during the fult rerement

While this Snapthot is Mercer's understanding of current typica! market practice, umuuMmmwmmmmmhummmnmmmumw-mm
the Retirenent sumnary, Death & Oizab2ity excludes information on any death and/or disabiity benatits that may be provided outside the retssment plan. Copyright 2008 Mercer LLC. Al rights reserved.
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Mhercer Benafit Plans Around the World
) March 2008

Germany Author: StetanOacking @mercer.com
Refirement Peer Reviower: Haimund.Bhiel@mercur.com

EMPLOYER PRACTICE
. : Prevaienc:
Mandstory P an compardes " Saclat Sectrity Relitament insurance

PLAN NAME All members raceive DB only

Typical Approximats: ALl and pert-time employass, usually upon date of hire. ___ PLANELGIBILITY. | AS An and part- 2
Markat % of multinath 65 Maios / 85 Fomales NOAMAL RET.AGE 65
Practice and local leoding : 0.2% to0 0.5% of satary befow Social Secudly contribution BEKEFIT FORMULA ' OC plans effactvely only possbia s fully insured plans where
. companies with & + caifing (€ 63,800 for the waestern fadaral states and € 54,000 | premium determings insured benefit; premium typically 2% to
- supplementary for the eastern faderal states) pius 0.9% to 1.8% of salery . 4%&mmywm$odd$oamwuﬂlm(€6&mlu '
;:-p sbove the ceiling mullipliad by the number of yaars of service . | the westamn foderal states and € 54,000 for the easterts .
L _either on a final pay or caseex average basis. { 'odual states): most plans are hybrid plens
0% “ inciuded in retirement plan: Death: Yes - Sutvivor's benefit of DEATH & DISABILITY  Includad in retirement pan: Geath: Yes ~ Swvivor's benefit
* 80% of disabifily or old age bensfit. Disability. Yes ~ . * typically amounts 1o 60% of disabllity or okt age banstit/ Cash
o ¢ {Accruad) old-age benafit). . batance: Paymant of (netional) account. Disability: Often,
* accrued old-age benafit.
supplementary  yuiing beneft: § yours of sarvice + 89930 i vesTiG Vasting of 5 years of sarvico + g9 30
Not required. None. . . EMPLOYEE Not required, biat vasies by plan. Often requested within new
08: 50% CONTRBUTION plans, with employer matching contribution. Deterred
DC: 10% ‘ ommon for offer ylor st -
. N mnpiayeesnptoambtﬂmn“%ndSStmwlnn
Hybrid: 40% Fullcost of plan 't Ewdoven Genaral plan amrengements: 1.5% t 4% of salory below S8
: {  CONTABUTION | salary celiing and 6% to 15% above ceillng, exaculives even
ive only ; . more. Qolerred compensation plane; individual cortributions.
plans . ‘Mast popuiar method is a book raserve with or withaut FINANCING Book reserva combined with employss accounts in soperate
assots in bust Qther l\mluvoude(nolpmdmophnhleodlmmlwm
Common methods bnclude Support Funds, Pension Funds
: and Owect ;or Swooﬂ Fums combimd wlm incividual insurance pdues
Mmﬂyalm\pmwlmumurypfmmmmm | FORMOF PAYMENT ° P lump sums, dties or
ons annuitylump sums not uncommon, . . !_snmutyfump suros

- combinatic , b
Reinaured DS plan with defined contributions; tevel of ; HYBRID ALTERANATIVES oc plan with guar mlnﬁmm interest; insured pians
1

. benefits depanding on the insuranco benefits. direct
' OTHER ] Vaiuulono mcmina 10 1AS 19 often necassary.
g

Valuations: Annuglly. Local accounting standard: German
Cotmnw\':lulCodo(CC)wcw-pumco with CC by using Tax mployeo‘nveslmentchdu Yes, but only in rare cases.
ards (Teiwori-Methods). Trend Is to move 1o IFRS.

PENSION ENVIRONMENT
Threats snd- Restric

Soaal Sccu.(ly'nomw micmuu ugo wh be Incvoaud

. Awoocumhﬂuno(posdola since the employer Sowtendemthnosplam(oocw
always relains purts of the investment isk); tully insurad i.., virtually all new plans are DC-type hybrid pians. Many : gradually from 85 to 67 batwoen 2012 and 2029.
plans (and plans with Pmslonskasun . DH plans are closed for new hires, . » Reform of the German Company Pension Act
aro sl tax . of pension plans: Conversion of past ©  (Betlebsrentengesetz ~ “BarAVG"):
axcess of 4% of pay up to Social Secuuy ceifing (anv service from ditierant pension plans into an inital bullding o The age for lagat vesting of employer-paid benafils
axcess Is fully taxabla as income). . block in a castrbatance type hybrid pian; for future service has bean reduced (o 25 for promises given after
there s onfy one valld cash balance-type hybrid pian. ! Decamber 31, 2008,
= Ongoing trend towards ransferring a pension plen from  + o Premiums for dalerred compensation are
book reserve to Contractual Trust Arrangement (and ¢ permanantly exempied from social security
increasingly to Pensianstonds). ! contributions up to a contribution of 4% of the
. Social Security salary celling.

While Yhis Snapshot is Mercer's understanding of current fypical maske! practics, there are usually industry and geogrophical dittersnces that should be taken into account if benchmarking or sstabkshing » plan Within
1 Ralirement summary, Daath 8 Disabiity exchudes information on any death and/or disabiily banetits fhat may be provided outside the ratirement plan. Copyright 2008 Mercer LLC. Al rights ressrvad.
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Benefit Plans Around the World

Mercer
March 2008
' .
Hong Kong : Author: Ellento@mercer.com
iower: Jone .
Retirement Por Reviewer: Jenriler. Choe@mercer.com -
s
Y y Y - o .,
Practice H :
Typics! o | PUNELGBLITY memuprwm Nlunnlom ;
Market A servi R ! - lmlawwmwm S0days of servics. !
Prectice and focatieading | 60 Maies / 60 Famaies " NORMALRET.AGE ' 65 Mates / 65 Females
ampl-non;ym Mustipla Umes Schome Salary times Service, with the Multipls | BENER(T FORMULA : Accumutation of contributions with interest,
plan * usually ranging from 1 to 3 for non-cortributory schemes. H i !
80% * inchuied in retirement plan: Doath: Yea. Disabllily: Yes, f DEATH & DiSABRLATY ; Included in ratirement plan: Death: Yes. Diaabiity: Yes.
N wtmummhwu-ry-pvopoabnd accruod i VESTING - Y C i vesting.
ot * tatiremont benatit service. The full vesting i - v o Varies on
'mwmm‘mwmmm““m empioyers choioe. 100% vasting afior 10 ysars is typcal
plans ¥ Non-contibutory: tf contribulions required, normally & 5% of © EMPLOYEE F 5% mandatorycontibuon wih montey eamings cauped 1
08: 3% basic monthiy saory. :  CONTRIBUTION @ HK$20,000 to MPF. Voluntary contilutions possible, with
0C: 85% . amount specified by employer in tho schems rules of flexble
Hybrid: 2% : i pucmpioyue 's choloe. .
Full cost of plan less any employed contributions. ; & of 6% to 10% of basic monthly salary :
. H CONTRBUTION H Wummum mandatory conribution with N
Executive only ' monthly salary cappad at HKS20,000). Contribution rate may |
plans l ary by years of service or empioyee grade.
Not prevalent Trust acrangements. Mastar truats (mult-employer pooled FINANCING i Trust srtangements; majority are & master trust.
aTangemants typically oporated by insurence companiss) aro ; i
more commaon amongst small sixe employers, .
 Lump sum | FORMOF PAYMENT | Lump sum !
The greater of accumulated contritution balances and a < HYBAD ALTERNATNE! Not prevaiont .
multiple of service Umes salary. ;
" Valustions: Every 3 yours if the scheme is soventon a | OTHeR ! i aruo/wnv-smmm(ommnm i
| volumary leaving sorvics banefit basis; otherwise annusl ; | H
valuations are required. Locsl standard: HKAS 19 !
‘Whils his Snapahot e Mercer' o 5 these sre usually industry and geographical difterences that shouks be taken into account if banchmarking or estabishing 8 plan. Within

ypicsl
1he Ratirement summasy, Desth & Disability excludes information on eny death andfor disabisty benstits that may be provided outside the ratirement plan, Copyright 2008 Mercer LLC. Al rights ressrved.




Bensfit Pians Around the World

Hong Kong - Author: Ellenlp@merceccom |

Retirement (Cont'd

PENSION ENVIRONME|

y Long benefits, The MPF was impismented In December 2000. A growing
wmhunoelnwo,mbemedtodmun i wmmmuosuwmmwmm ' it inciude housing
i provider's inpar the . mmqwmmmmumuuma.m
crentes 8 DB retiremnent nmduvhlnlnyunployu i o is morg . PEA ©
- e st e s o e iy N
v ‘o Ratrement plan benefils a1e more favorably taxed than trustas, a perticipant would be free to switch tustees - for

L - cashcompensation 80 satary sacrifice schemss are béing Dvelr own contributions only ~ a3 alten &5 0nCe & Year.

considored by some employers. The proposal tiso inchudas & requirement fos sk MPF
. ol DC choices and . Irustees 1 post 8l fund cherges on the intemet. A i
) member services. ; Seglaiative tmetable has yot to be raleased.

voluntary MPF
mmyceﬂmg(or mandatory contributions from
to HX$30,000

'wnn-m&uurmnww'awmmuumnwmm,mmmmmwmmMummmlmumumm
m-Mmm-nm.omaumymmmunmwmmmmummxmuwwmwmmwmuuwtw.nmm,

L mum?rm«anSchmAMy(uPFN
;. hasopened 0% tax-axompd

GE1




Movrcer

treland
Retirement

EM#LOYER PRACTICE

Benefit Plans Around the World
March 2008

Paer Reviewer: mmmmﬁmmum

5
§ For employsos not efigibls to join a company

uummy - Mcofmum Pay-Related Soclal Insurance (PRSI to provide a State PLAN NAME 3
Practios . pension from age 85 ‘emplayer rust taciliat, but not necessarily contribude (o 8
. Personat Retirement Savings Account (PRSA). .
Typleal Al {most plans), commonly &t age 2t or 25 A ; PunELGBRITY All employwes (most pisns), commonly &l age 21 or 25. A .
Market % of . - service or period iy oftsn but ! . sorvice o pertod is often but
Practios and locat leading "% y roquiced. i ot Tequired. ;
withe 65 Males / 65 Femaies aithough, in practice, many  NotwmaL RET. AaE est/esmew;n inpractico, empioyses can
suppletmentary . #mpioyees 1ole cariier, Senior exscutives often 81 GOM/F. | . eccess retirament fund eartier. :
plen . 2T* of final wuwuuuymmoyomwmu, ! BENEFT FORMULA ’mmdmmwunlmm. ]
100% : mm:‘rummdim'dlmwmn toreech - l
Cyewr :
%ot Inchuded in relizement plan: Death: Yes. Disability: No; ! DEATH&D:8ABRATY | Included in relirament plan: Desth: Yes. Disablity: No; .
separalo artangement aways, * separate smrengoment sways. X
plans . Vasting benelit Generally after 2 years in the plan, witha i VESTIG } Vasting of unwwuoonmurm-zmuum H
) refund of member's contributions (with or without Interest) : dm:unmumummm Ing. !
08:37% being paid  amployoe wit beforo this tme. ;
0C: 38% Approximataly 80% of plans have smployes contritisions. EMPLOYEE . mwmmmwunmm-nmmoa.m)u .
Hybrid: 25% Typical is 5% of covered pay. CONTRBUTION 1 govered pay. .
Hybrid means - Usually balance of cost. EMPLOYER ! 4% 10 10% (average 5.9%) of covered pay. PRSA: Employer |
typicaly DB for - H o possibla but nat typical. :
wisting Trusta, using an external nvestiment manager of pooled FHANCING | Trusts, using pockad tunds provided by external investment
employses, OC for  funds provided by invéstmont manegers { insurers. ! manager or insurance company. PRSA option aso. .
new hices. Combination of anoudty pius tax free hump sum FOAM OF PAYMENT- | ¢ of annutty pss tax free lump sum '
Nok prevaient HYBRID ALTERNATIVES . Nok prevaiont

Executve only  yapations: Every 3 yoars, with an snnual roquiroment to
plans cestity scivency on & minimum statutory basls. Local
Fairly common, accounting standard: FRS 171AS 18.
but not universel '

Greater of financis

omeR

raporting.

LA solvency ¥
burdans for DB plans. »  Nesy 40% of DS schames a7e closed to new members,
: and 1t 9 expoctod that this numbaer wil rise 10 60% dung

* A eignificant number of piane in iretand (approximately

. 20% - 30%) are currently under-funded on the minimum 2008 - 2009 (May/June 2008 survey by Marces). Few

funding standard (MFS) and for these casos itis this
statutory minkmum ftnding requirement that Is driving

conwmlu 76 cloaing theis schemes entirely 10 existing

lnmoF'mnddsmsemu 2 numbaer of significank
Wmmlmwommmum

! ! Employea nvestment cholce: Yes, ususdly trom a specified
i range of funds, but not inverisbly

than 50% of have no

The government inroduced & Green Paper oa pension
provision in October 2607, This s sesking views on the
future shape of pension provision in lretand. The
consultation period rune unti mic-2008 with legisiation
tollowing &t & later date.
mmmmmmw

tunding &t .

*  Significant contributions are likely 10 continue because of
the combined affect of minimum statutory funding i lornew hires in resp 10
requiremants, increased fongevity and low interestrates, - Aplopoudcmnwmwobc

to

uunzoonmnc schama members from 2008.

While this Snapshot is Mercer's understanding of current typicsl market practios, there are ususlly industry and geographical diltersnces that chould be taken into account if benchmarking or estabitshing e pian. Within
the Ratirement summary, Deah & Diasbifity axcludes information on any death sndior diaabillly benefits that may be provided outsido the ratirement pisn. Copyright 2006 Marcer LLC. Al righta reservad.

must be providad to DB wmm
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Mercer Beneilt Plans Around the World
March 2008

Italy : Aumurmmumm.mmm
Powr Raviewer: Carl do Montigny @ morcor.com |

Retirement

Xt =N
INPS (now gystem). Since January 1, 1986, ofl first .

Mandatory - Al companies National Institute of Social Securty (INPS) (old system) for

H
Practice * people hired befors January 1, 1836. Employees with lass i {Whmomummﬁmmm
* than 16 yoars of participation in Social Security systom asof . . 18 years of contrbution to INPS on 1271895 are covered by
. December 1995 accumulate pension bensfits under DC INPS . | 1o OC INPS system.
. from January 1696. : ! Augienalty, all employees may join on a voluntary basis an

' All employoes are aiso elighia to the Mandatory Termination

+ * indemnity plan ~ TFR. From 1 July 2007 and dependngon -
he employes's decision, companios with mote than 50 P
employeos will pay ali future accruals in a pension fund or to

§§

thera is 8 mandatory participation
Ido coﬂcc!ivc DC plan (FPDAC - Fendo Mario Negrl).

INPS. For employers with less than 50 employees, . oftering
. TFRmualsmycmmbebodumd. : (Mm)mmdwmsmmw
Typicat - Approximate:’ . Notprevalent , PLAN ELIGIBILTY ; By category of . mone L
Markat PURINBUONA] -~ -n - «cromnsamee s+ memgins frrenes et e v 1 Managen anc piolesson
Practice % ot mut ""‘"':’i NORMAL RET. AGE ¢ 65 Male / 60 Females
companies with e : i BENEFITFORMULA  : Accumutation of contibitions with intarest.
plan 4 ., DEATH&DISABILITY  Nolprevalent. Emwmmmmmuurmm
- 25% ° = whether to provide dasth and/or (issbility benefits.
xof i VesTNG '} Vasting of smployer contritxtions: unmmnamaw
’ EMPLOYER 1% - 4% of annun! gross salary.
supplemantary : CONTRIBUTION

i Varlgs from 1% to 4%, most commonly maiching ths ;
i

;
:

DB: 0%

0C: 100%

Hybrid: 0% . FINANCING : External persion fund .
onty . FORMOF PAYWENT : Combination of annwity and fump sum or annully onty :

plans . HYSRID ALTERNATIVES | Not prevelent .

Common, . i oTHER } Some pansion funds affer investment options for empioyoes.

PENSION ENVIRONMENT

* The g is g the ofs ¢ Dwe to the potential reduction in tuture Soclal Secusity !
mlmmmuhm:mlmrmlrommsnosaln t bendfitlavels, there is a need lor the younger goneration to ;
and gradually incraa: :imtousoelbyzom supplemont the social pansion. !
. Tha doductile Emit for contributions paid int .. AsarmlldlhaYFHchmes comgpanies are more H s
msonmm(tswsmuucomng)mmwnmuqn oo g the and ;  Dossiis to also ansles past acruaie topension fuds
10 HUBA LD & reasonable . anmwanwumIMWuwmw | without any taxation, U thero s an agrooment between |
W«nwwypﬂulonbmnﬁl' i etamatives to the curment industry-wids funds as a second | Smloyer and employees.
choice for the employnes. : i
Wille #is Srapehot is Mercer's o curment typioal Ihare are usually industry and geagraphical diferences that showld be taken into sccount # benchmarking or establshing & plen. Within

ihe Retirament summary, Death & Dissbiity excludes itomation on any dealh and/or disabiity benelits thal may be provided outside the ietrement pian. Capytight 2008 Mercer LLC. Al rights reserved.
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Mercer Benefit Plans Around the Workl
| Masch 2008

Singapore Author: Hamadeh.Othman@mescer.com *

aviewss: Jimmy.fohanaen@mercer.com |

Retirement Peer Raviewsr: j

EMPLOYER PRACTICE

y [ { Contrat Provident Fund (CPF)

Practice . t ¢ .
Typicat . Not Mwa(uwmmm | PuwELRBLITY * . Not mmummmmw ‘
Market %Mnumhuloml  separate from the e i . ‘upvmtmmmc H
Practice Tocal leading - " Noma RET, AGE .&Mdea/osz(c'lM/MFwamﬂw :
. eommlnvlﬁu, ; } term cbjective bt no fogietation yet on this issue) !
Sioplumentsy | BenerTFomMAA | A tion of with Intarast. |
Less than 5% : DEATH&DISABHITY | Accumulation of contributions with interest. ;
! VESTNG . | Thefew private pension plans that exist usually provide fora |
l .} leaving mmmmnmmmﬂmw i
% of . . ¢ i langth of service and sppiled to the accrusd benefis. |
plans ’ EwrLoves - Not afiowed lor Lax approved supplomentary plans. :

08: 40% R CONTREUTION  ;

: : ;

0oC: 60% ; o !
Hybric: Rare . : FINANCING :
: ;__ FORMOF PATMENT | Ususty tump sum i
plans Hmoummvu Privais plans can be a mix of DB and OC. DB benetit H

H Klmmmanmrummcwmm

Not prevaient i i cholca s availsble through an
ke & investmant acheme, ]

.t prdeiadeaeyt oy 4 e g
= Employers have been considering seting up plans to *  Ag aresult of the decrsase in CPF salary celiing (cutrently | =  With effact from Jufy 1, 2007, the
Pprovide retirement benetits to thelr empioyees without 1 SGD4,500/month), the increase in saltsy levels coupled  { umbyrcc??wmommbyw% For most
i
+

o These with the tighter tabor markat, there is an increasing workers aged 50 and beicw, this means the employer
are ineligible to In the CPF ! Interestin using a Supplementary Persion Pian as a : contribution will incresse from 13% to 14.6%. Of this
Schems. The MOst COMMON response by companies in retenion taol for mployers in Singapors. Both tax N incroase, 1% witl go into the empioyees’ Ordinary Account

the market has been to pay cash in ieu of benefits. N approved and non-lax approved plans are available inthe #nd 0.5% will o Into the Medisave Account.

- market This wifl not apply to 0kdor low-wage workens, those who
earn 5GD1,500 per month of less and &6 also abovo 35
mwuarm«nmmomumm

&wms:m(ws)m;wmum
horne pay of thess workers.,

Whike this Mercer's ot current typical ctice, thete are ueually industy and geographical difierences that should be taken Ik scoount ¥ benchmandng of esabishing & paan. Witén
the Retremant summary, Deain 8 Dissbiity axchudes information on any death andior diaabily beneliis that may be provided outside the relizement plan. Capyrighl 2008 Mercar LLC. AB rights reserved. .
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Benefit Ptans Around the Wortd
March 2008

Mercer
South Africa Author: Plerre Marais 21 pim @ globattem co.z8, Gioba! Remunsration Sotutions (Pty) Lid South Atrica :
Retirement Poer Reviewer: Andre Goldenhuys st (0@ Qiobgliem.co.ze

YER PRACTICE

lons, but Government provides a State Old Age Pension

Mandatory NI i i Al members recoive DB onfy
Practice {Pitiar 1) on a means tost basis. ! : .
Typical Approximate: - Pension Fund: Some historic schamas still In operation. 1 P ELGBLITY ; Pension Fund or Provident Fund: Full-Ums permanent H
Mariat % of multinationa! | Typically not open to new H -1 upon date of hire. :
Practice and jocal teading 60 or 65 Males / 60 or 65 Fernales ! NORMALRET.AGE | 60 Malos / 60 Females .
compenias wih & . o, offina satary for sach year of pensionabloservics. | BEMEFITFORMULA | Accumutation of contributions withintavest, :
plan Inciuded In retirernent plan: Death: Yes, Disabtiity: Yes. © DEATH A DisASRITY H Inctuded in ratirement plan: Daath: Yes. Oisabilty: Yes.
. 8% " Vosting benelt: 4t vosting. i VesTnG | Vesting of ful vesting. :
Roquhd e%to?.ﬁ%(bmmoazcormnomw.s%) . EMPLOYEE , Pension Fund: Rmnd 5%\0;.3’%‘:@ average 5.95%
%ot * B ! (lower m :
supplementary 4 i employees). PvmmFmd None, mnmmmy §
plens Balance of plan cost - employer contributions subject to H EMPLOYEA 5% - 13% of pensionable satary with average 9.95%, inctudes !
08: 15% : increase as closed membership ages i CONTRIBUTION cost of insured group risk benefils and adménistration (lower l
. i -+ -1 conribution rate usually applies for unlonizad tunds). Fora ¢
0C: 83% H Providont Fund: 1nmm«p«d ;
Hybeid: 2% i satary and % includes risk end : CH.»J
Onty own scheme (no mutti-employer or industry wide FNANCING ¢ ﬁmmFunsmbmmwmwnmwmmva ' ©
Executive only schames operate on a DB basis). No unfunded plans. . : unionized staff. Smater oﬂw)dn. AU koY
plans (tegistation requires funding). ‘ ; ("umbrelle®) tunds. Modium size employers
N ] : scheme. No unfunded plans (hu!shiomml\nt\g) .
ot ™ Momber can receive Up to & maximusm of 7d of banefitas & | FORMOR PAYMENT | Provident Fund: Anmuty or fump sum. Opfion of tkdng 100% |
existed have {ump sum; balance must be tzken as en annully : . { incash. Penslon Fund: Rofiree must take at least 2/3” of :
generally been : : . > | benefitin form of pension (i.e., 1/9° in cash). :
intograted Into 8 Some DB scheme rules specify the employer contribution rate  HYBRID ALTERNATIVES | A few BC schames have a OB underpin, but this reistes to .
main schema. (1.a., ro longer a balance of cos) scheme), : | conversion trom DB for existing members :
i valuatons: Every 3 yesrs OmHeR .. | Employee investment cholce: Typically offered only to sanior |
{ . s generally associsted !

with e stage

employes grous’s and
 Local accourting standard: AC116, which s simiar 1o (AS 18 profiing £3 & default Invesiment e atogy.

PENSION ENVIRONM:!

. Enuuvemanpmpmwmommrm

. Impacl ol HIVIAle m increasod significantly the cost of : = Smaller and medlum slzed employsrs are mwlno towards

Mwulnmmlnnmncwm roulti-employer funds ("umbrstla schemes’) i Funds Act, anticipated to become effectve 2008 of lator.
e savings hav and s Soclaty (aimed atinfr : .
Provieonts bl made for etremrt  Gowopmam jobcreaton. b I 8 kay issu for Toustees '
. zﬂmmms.cmamwm I, ltoconsides
- minimim benefits and also doals with tie ownersip of -+ . | osFummumlmynoconumnuimmFmdm 1
suphs. Employor is lablo to fund ot least prescribed I isrge soVency reserves. (Mosxoarmmmwanww) i .

minkmum benafits on Gquidation of the Fund,

While this Sniapahol is Mercer’s undststanding of currest typicsl markel practice, thors ate usually indusiry and geographical differences that should be taken inko sccount § benchmvking.or estabithing & pien. Wilin
fhe Retrement sumenary, Desth & Disabity exchudes information on any desth and/or disablily beneSts that may be provided outside the retirement plan. Copyright 2008 Mercer LLC. All rights ceserved.




Benefit Plans Around the World
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Hercer
Spain ‘ Author: Alvaro.Glanade@mercer.com -
" oviewer: Henry Karsten@mercer.com -
Retirement Poer Roviewsr
=y | i
Typical Morket Approximate: i Qualifiod pians must be accessibie 1o afl employees with2 | PLAM ELGIBLRY. Qualified pians must be accessibie to all employees with2 |
Practice % of multinationat . Y& of sarvice. Service requirement: No typical praclice, H o yems service. Service roquirament: No fypica! praclice. Non-
end local feading plans: 3 to be g .| qualified plans: to be manager. :
. compsiieswitha 65 Males / 65 Females © NOAMALRET.AGE | 65 Males / 65 Fomales i
:‘:"’""‘"""7 Thars I3 o lypical bansfit formua. | BENEFTFORMUA | o with intorest. ;
5% - Included In retiremant pian: Death: Yes, Disabikty: Yes. . DEATH & DiSASLITY Inciuded in refirement plan: Death before retirement: Yes.
H * Disabifity: Yes. :
%ol Vesting benefit: Immediate full vesting In tax qualitied ptans. VESTING % Vesting of employer contributions: Immediate kil vesting In !
sippt In case of tax non-guafified plan, 100% vesting usually : . quaified plana, I
plans betwaen 1 and 10 years of sarvice. : . H
0B: 9% _ Notrequired. Nons. : EMPLOYEE E:ruoyeecnmmwam ere allowed In 56% of the plans. |
: : i ¥ onty in 44% cf these 66%. i
be: re% * Full cost of plan, Cost datermination foliows rules for ! ewrloven No typical practice
Hybrid: 13% _extomal funding. i CONTRIBUTION { =t
" Normefly insurance policy. . FINANCING Anmuoyova\a Ounlﬂoupms!onhmvmrowwm : B
Executive only : policy. plans: Only policy. : (=]
c'“'" ‘ Choico of arnuity o lump sum ., FORIMOF PAYMENT vchdcodunjwolhnpm H
°' . @ company has a pure OC pian for st - HYBRID AL i y hes a pwe DC plan for all '
pwviduddlional mployou.pmaoapunlumnwsm i 5 employees, pauaosphn!umwmhcm
benefita for Righer- supplements the DC plan 30 that the sum of both plans. . ! the DC plan 50 that the sum of both ptans achieves &
paid omployees achigves a defined benefit objective, + defined benefit objoctive.

through : Veluations: Annuaily, Local accounting standard: Fotlow : OnER Employse investment choice: No
aucplonmmy OC * oxtarnal funding rules - require past service to be fully i
: [

i - or OB plany. : tunded (qualified plan) o insured (nan-qualified plan). -
PENSION ENVIRONMENT

Law 352008 on Persomal income Tax, effective January

Law on Personal income Tax, effective January 1,

2007: The law creates a naw (ype of company i 1, 2007, modifies the taxation of quatified pension plans
retirament benefit ptan ("plan de prevision social and group life insurance and clazilies the tax treatment of
empresarial) which is a hybrid group lils insurance | group risk insurance policies.

based on the principles of empioyment qualified '« RO 43%2007, March 30, 2007, inchudes changesinthe -
pension plans and the same tax reatment than ! Rogulations of the Pension Pians and Funds Law and the :
employment quafified pension plans. Regutations of e naw ncome Tax Law (Act 36/2006).

Qualified Pension Plan Rules need to ba modifiad by April -
1, 2006 to adapt them to the naw contribution imits, form -
of the benefits, new contingency (severe dependence and :
graat dependence), etc. s

While thia Snapehol is Marcar's understanding of cutrent typical matket practics, there ere usually industry and geographical dilarences that should be taken into s¢coun i benciunarking of sstabshing & plan. Within
the Ratiremen! suvnary, Death & Disabiily exciudes informaton on any desth andior disabdity benefits that may be provided outsids the retrement plan. Copyright 2008 Marcer LLC. All dghts raserved.




Benefit Plans Around the Work)

Maercer .
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Switzeriand Author: Wi Thumhen @mercetsom |
Poer Roviewer: Maro Alvega Qmercer.com -

Retirement
EMPLOYER PRACTICE

;1% and 27 Pillr of the Swiss Sociel Security system, Most PLAN NAME 3
; Swiss penaion plana provide mandatory 2™ Pillar and - often Swiss pension plans provide mandatory 2nd Pitas and - often |
; substantial - supplementary benefits in one pensionplan.  + m-:mmmmm-mm X

f . A from epe 26 with salaries higher than CHF i PLAWELGERITY All amployoees from agoe 25 with sataries higher than

* 19,890; no service requirement for retitemnent plan (age 18 .. wmmmuwmrmw(mw i
with 3 months’ service for death and disability benafits) ' 3 months’ service for death and disabiiity bonafits) H
85 Males / 64 Famales {2004 reforendum rejected equalizing) . NORMAL RET.AGE ewm/« Fomeles (2004 relersndum rejecled equalizing) |
¢ 1.25% - 2.00% of sured calary for each year of service, BENEFIT FORMUWLA . ation of with interest inlorest i
y &8 well 25 Y parts in one g rate on ¥ savings). . !
Included in retirement pian: Death: Yas. Disability: Yes. DEATH & DEAZLTY - Included in retirement plan: Death: Yes. Disabitly: Yes. H
%ot _Vesting benef: full vasting. VESTNG - | Vasting benof: fufl vesiing. |
supplementery Roqwedhnm(&«hspewmfunﬂs Ranges trom 0% to EMPLOYEE i Raquired in most Swiss pension funds. Ranges from 0% to  *
plans 12% of insured salary, in soms cases depending on age. CONTRIBUTION 12% of insured salary, In most casss dependng on age.
DB: 10% 1 3.5% to 26% of insured sataries (in some cases dapending on | EMPLOYER | 3.5% to 25% of inswred salaries depending on age: employer
m).mbmcmvmwmwmmmmlmtmd 1 CONTRBUTON Wummimnummdw :

(average 62%). l ge 62%). N =t
Pu\slonhnmueilpassmmuluw entifes, menagadby FINANCING , Pension funds set up & separald loga) entities, managed by >
boumwnh power over plan Fully + boards with signilicani power over plan decisions. Fully H [

plans, sel. with . : rotnsured multemployer plans, sell-nsured with extesnaty |
mwaamwmwomdmmmnyndlmu B : insured death and disabllity benelits or fully seit-insured. H
3

: Annuity option is mandatory for plans that comply with the
i legal minimum. Generally, choice of annwity or lump sum; top-
ha!plms pay usually only a lump sum.
" DB plans muwbmnrmuamwmmwu 08 OMLY PLAN
»*awwum {in rare casas of career average salaries
H annually overy J yoars).
qumwwngmmmew FER 26.

FORM OF PAYMENT [wwowmummummmwmm
cd minimum. Generally, choice of annuity or ump sum; 10p-
lhatﬂampoyusuﬂvaiyalmmn
‘Nolappﬁcnblc.

. |nnmhnluu.mmpbywhullndwm“ - mum;wmwwmmmmmm

plan have 50% . ta change their main pension plons from DB to hybrid

ol vom\g rights (only exception is pure suppiamentary : plans as ot 2007, if scquired rights are granted, such a

mmmommmy«emvmn) : transition is feasibie under Swiss taw. Ouring a transition
*  Disability have [ :

the past few yoars. As & consequence, mmaubll‘ny

ent plan :
¢ase3 are more thoroughly analyzed In order 10 avoid change wulholaclmhybﬂd ptans ara more flexibleto """,' o lwavisovy authority, 6.9., the large collective .

misuso, uapermn!mdhamnmmefmu o manage. : :
disablily o () olan . L Asderymulywaammhumnum .
disabiity, moyunnwmmlmmmmmu : i ) are tosud
opinion before they are obliged to pay a disability pension. ; : MPMM d

Whils this Snapshiol is Mercer's undersianding of current typioa! macdad prachcs, hare are ususlly industry and getgraphical differences That should be teken into account i benchmarking of sstablishing & plan. Wikhin
he Retirement summary, Death & Disablity exciudes informaton on any death andior diaabiity benefits that may be provided outside the setirement ptan. Copyright 2000 Mercar LLC. AR fights reserved.




Mercer Banefit Plans Around the World
United Kingdom Author: Andrw,Vaughan @ merger.com *

i Reviewer: Gordon, | Clark@merger.com *
Retirement Poor :

PR Loy
mombers rocgive 0B only

" Mandstory | All compan : State Pons ) + Stato Second Penslon (S2P
| s Practice . Pension Crodt. : ; ;
‘ ' Typical Approximate: i A typical DB salaried atalf pian ia contracied out of the ¢tate | PLAELIBBLITY ©: | O ) schi pension plans, Elighitty |
Warket " % of multinational - ien $2P. All smployees, sometimes with a service ; . vulnbuim:m!wavhasanoecwaﬂaﬂmm !
Practices and local feading requirement of 3 - 12 months. [ scheme, the law requites the employer to offer access toa
los with s i L plan but does not require employer contribution,
supplementary 68 Males / 65 Females " NoRMAL RET. AGE ;65 Males / 85 Females .
. Two thirds of final pensionable eamings salery after 40 years' | BENEFIT FORMIRA | of with returns, .
100% " tarvica, L. an occrul tate o /60 o el pensionsble i A ]
‘ % supplementary wn!mppa_pnr servics, B . i
plans inctuded in retirement plan: Death: Yes. Disability: Yos in ' " DEATM 8 OSABILITY , Included In retiremant plan: Death: Normally provided In N
DB: 18% majority of cases; practice variss as 1o whether the pian is ! * conjurction; may be from a logaily separats plan, Disabifty: |
. 0C: 18% . used or salery continuation is provided by the employer. [ : Normally a separate pian if provided al eft.
! Hybrid: 84% ; Vesting benefit: From Aprli 2008, 3 months. H VESTNG ¢ incrossingly Immediate vesiing - required under stakeholder/ :
! Hybrid means . N .1 personal plans. From April 2000, 3 moriths. i
typicatty 0B for - Typically 5% 10 7% of base selary to & 1/60th schemo (many EMPLOYER Yypicl!yzﬁ‘ S%Mbueuwy.Moslpimum.hu R
- plans trending up, {.0., tWo years ago contributions were 3% Con No (egal req andnon-
employees, DC for 10 6%). Mo#! {nat all) plana require a contribution. eawmyplamdow: : oy
now hires. Around 15% - 20% of base salary {1/60th final satary beneflt). ; EMPLOYER 1 4% - 10% basa satary, formula related to level of empioyes ! 1S
Executive only ' Current rales are higher due to past servica funding deficts. i | conribhutions. Some employers uso age-rolated scele as wal. [\]
plany " Mthod depends on the size of plan assets, Most sizesbla FRANCING vathamwmm/mmmm
Common, benefits . plans have investment managers directing the assets. . { Contract-based approaches becoming more COMMOn. B
up to double basic mum.uowumzs%ummwmmum | FORMOP PAYMENT izsxlumaw.mumwndllalnm Floxble forms |
mm“-x ! a8 a tax-iree lump sum. Romaining benefit as annulty. ! annutties are developi i
regime, Undunded TCaroar-average schames ndopled by a significant minority of . HvamoAl.wwmvzs; Smal number of schomes with vasious forms of guaranises;
plan or palary . schemes. Typlcally accrued benefits inked to prices. ; hotcommon. f
ahamative (where | Valuations: Every 3 years formal valuations. Annual "health | OTHER ¢ Employee investment choice: Yas. Uhsm option now !
" chack” raviews bacorming a statutory fequirement. i ... "1 common (agquity b igr :
, Local accounling standard: FRS 17,819, ... i ... | ..%Wwwhwlmfr‘om) i

(Rabat of Fripdsed);

e T

« Significant powe now les with trustees and regulator. | + mm?vdmd-wtbymmmm Mo tax reforme effoctive Aprl 2008 ;
* High laxation on any individual bulkding up pension asgety - 99U08 PPF lavies i* AgeD ettectve 1.2006 °
in excess of £1.8 miltion* .+ Roconsideration of DB vastmant sirategy [ for 9:"“"""*""“’ :
* For 2007/06 tax year. .= New tax rules increase (texibility over contribuions and i' ;rxunw\l mmm"";“mm' m‘&m i
. * refirement planning, espacally for DC ' provision. g 8 gradua incre. i
d : pension age 1o 68 over the period 2024 — 2046, A new,
_ = Consider OC contribution sdequacy 1 quas) compulsory, ts:;’vl'rn:'s" plan 2l"omm!t;us‘pmrsnﬂul
| Aacent i accounts’ s expec 201
;. jac lcoaluuon;\:amumpanwwo L. .y o y 10 delined tts atter |
i ¥ ! an empiloyes leavas. .
t
i

: »  Smali but growing trend for cmployau 1o sacure (or buy-
. out) the obligations of thelr closed DB schemes

While INs Somp Mercor's ot i mwmmm(mm-mmnmmumumnmmnmm or establishing a plan. Within
wmmmq.Mawwmmﬁmwnmwmmuwamwumumnmyuummmrwmm Copyright 2006 Marcer LLC. AR rights reserved.
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individual Article

Defined contribution plans:
The challenge of achieving
benefit adequacy

by Ben Facer and Amy Reynolds

‘Within a period of three years, 54 percent of defined benefit (DB) plans
have barred new entrants; the value of defined contribution (DG) assets
continues to grow, surpassing DB assets; and by next yeat, two-thirds

of the 100 largest private employers will no longer offer DB benefits to
employees. Australia in the late 1990s? The UK this decade? Brazil in the
next five years?

Around the world the trend is consistent - movement away from the
ictable funding ang e: i of DB plans toward the
cash-criented simplicity of DC smxc!uzes As this dommo effect is played
out around the globe, what is the impact on the true aim of superannua-
tion plans in Australia and pension plans elsewhere - the provisicn of an
adequate retivement beneﬁt for retired employees? Can the experiences
of geographies that have a longer history with DC retirernent vehicles
be an effective indicator of what is to come for others? And let’s not
forge that moving from a DB to a DC structure does not eliminate risk
and responsibility, but rather wansfers it from plan sponsor to plan par-
ticipants. mdxvxdual participants in DC plans hold much greater contro},
and respansibility for building an benefit, primarily
through contributions and investment choxces But are employees effec-
tively prepared to assume this control, and if not, what measures are
governmental agencies and plan sponsors adopting to encourage them
to prepare?.
An adequate retirement benefil

A commonly held belief is that an adequate retirement income {includ-
ing income from all sources, public and private) should be 65 percent of
pre-retirement income, after taking into account taxes (which may

differ pre- and post-retirement). With a DB plan, it is readily apparent
what the full-career benefit will be, because the benefit is usually defined
&s a multiple of pre-retirement income. But this outcome is not as obvious
in a DC structure, in which benefits are defined in terms of the contribu-
tion flow into the program, rather than the income distribution out at
tetirement. Comparing the typical target benefit levels of different coun-
tries is also challenging, due to differing tax treatments and levels of
government- promded benefits.

[< ing. O
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There are several key components of building a retirement benefit:

1, Contributions. It has been shown that to build a retirement income
of 60 percent to 65 percent of pre-retirement income, annual con-
tributions in the order of 15 percent to 18 percent over a full career
would be required. The range is sensitive to investment performance,
but rarely are company contributions this high in modern DC plans.
Hence, a significant contribution from employees is needed.

2. Investment eamings. Over a full working lifetime, modest increases
in investment performance can yield considerable benefit increases,
due to the compounding of retums.

2. Length of contributions. All other things being equal, doubling the
contribution period more than doubles the resulting benefit. Hence,
commencing contributions early in one's career can have a large
impact on the ultimate benefit.

So why do many individuals contribute less, start contributing late,
invest conservatively and retire early? For some the answer could be

the availability of other personal assets. Morte often, however, it comes
down to a lack of knowledge about the level of contributions needed to
build an adequate retirement income and how to take control during
the accumulation phase. in geographies where DC plans are emerging,
the fact that their role serves as a secondary source of income may well
have created a false sense of security, ultimately stunting savings rates.
In the new DC world, there should be a greater sense of responsibility on
the part of employers and trustees to provide the information, tools and
knowledge to allow employees to take control more effectively and shape
a secure retirement.

The evolution of DG systems and member engagement

How did the DC movement begin? Increased reliance on DC structures
typically results from one of three catalysts:

# Legislative introduction of a compulsory savings plan, which is often
structured as a DC plan. For example:

- Award superannuation and the Superannuation Guarantee
legislation in 1987 and 1992, respectively, in Australia

- The DC law in Japan in 2001
~ KiwiSaver in New Zealand in 2007
- Compulsory DC savings in Israel, commencing in 2008

= Corporate reaction to balance sheet and financing risks, such as
occurred in Brazil in the 1990s and in the UK and the US more recently.

® Market reaction to the {expected) reduction in previously generous
social security benefits, as is currently the case in many European
countries,
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The catalyst on its own, however, is rarely enough to generate sufficient
employee engagement to produce more than a-basic retirement benefit.
Through analyzing the evolution of a number of DC systems around the
world, we can identify the key features of these systems that have devel-

oped o enhance member engag The following figure illustrates in
broad terms the factors that may characterize the evolutionary process
of a DC system.

uw! of mombar sngagement

Features

The progression of features on this graph will not necessarily occur in
this order, and may, in part, be driven by the nature of the catalyst When
triggered by governmental action, features may be introduced simultane-
ously in an attempt to capitalize on a broader launch. For example, both
the Japanese DC Law and the New Zealand KiwiSaver require auto
enrolment, so introducing features simultaneously, because of the laws'
significant effects on member engagement, outweighs any cost consid-
erations. When a DC system is launched as a result of an employer’s
changing financial environment, the evolutionary process tends to be
longer, more difficult and potentially less successful.

Several interesting conclusions may be drawn from this chart:

& Features that force member participation, such as legislation, auto-
matic enrolment or automatic contribution increases, are an excellent
starting point for creating an adequate DC system. However, the fund-
ing levels are typically far from the required 15 percent to 18 percent
necessary to attain benefit adequacy. Additional voluntary contribu-
tions may be possible for the more highly paid populations, yet this
will not avoid the inevitable division of the retired population into the
“haves” and *have-nots.”

Informational features, such as basic communications and online
information, will help employees understand the need for saving.
However, without corresponding tools to engage employees, these
features will not be fully effective. Equally important, these informa-
tional vehicles are rarely inspiring enough to compel employees to
take action.

o
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3

Enhancing information with basic tools, such as broader investment
choices or a transactional website, encourages employees to take
ownership of their savings. Yet the tools typically do not emphasize
enough the importance of saving for retirement, in part due to fear of
negative participant reaction, which only fuels inertia.

More advanced education, alternative investments and individual
investment advice are the current “pinnacle” to strive for, in order

to provide employees with the full range of knowledge and tools to
tailor their savings to their own needs. Where the education curve is
perceived to be too steep to be tolerable, the alternative approach of
Managed Accounts has been introduced, primarily in the US, which we
discuss further below.

=

The countries in which a DC system has been in place for many years,
such as Australia and the US, have generally been fairly slow to develop
services that aid member engagement. Particularly in the US, where
legislative initiatives have onty recently begun to address the issue, the
failure to effectively educate the working population, despite significant
attempts to do so, has been disappointing, Geographies that are just now
entering the DC market are able to build on the ideas and technologies
of others, and hence are likely to have a faster progression along the
evolutionary scale.

In the chart above, we comment on the relative position of each country
in the evolution of DC plans, not on the appropriateness of what is being
offered. Some interesting observations arise from a closer examination of
these specific countries:

# DC plans have existed in earnest in the US for nearly 30 years. Yet
their position as a primary retirement vehicle is retatively new, gain-
ing in popularity over the last five to seven years. While many of the
tools necessary for an effective plan have existed for some time, there
is still a strong sense of employer paternalism and “entitiement” to an
employer-funded benefit among employees.

In contrast, the Australian model has evolved over a shorter time
period, spurred by the near demise of DB plans and legislation requir-
ing a 9 percent employer contribution. The Australian approach offers
the greatest level of control to participants, although its success is
largely driven by legislation.

0
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= Legislation is also driving the emergence of DC plans in China,
although the high level of government-provided benefits limits the
role for these plans. There and in the Netherlands, limited plan design
and investment vehicles will make it difficult for DC plans to functon
as much more than a supplement.

The impact of DC plans in Germany and Japan has alse been con-
strained by legislative restrictions. In Germany, the tax effectiveness
of contributions to DG plans is limited to 4 percent of salary, with sal-
ary further capped at the social security ceiling. While employers may
be willing to make tax-ineffective contributions for executives, these
limits significantly affect benefits for the broader population. In Japan,
member contributions to DC plans are not permitted, severely limiting
the potential for member engagement.

o

As has been typical of a new entry to the DC world, China has little

in the way of investment choice. But with 60 percent of employers
indicating that they expect to switch to DC plans by 2008, we wouldn't
expect this to last for too long. Germany, Japan and Brazil also cur-
rently offer anly basic investment options and websites, but are also
expected to advance quite quickly.

&

$o whai can be learned from the experiences of the
countries discussed in tis Perspective?

Counter to expectations, the evolution of DC plans through the plan
features, as shown above, does not guarantee success. Attaining success
with a DC plan, where success is defined as achieving a level of member
engagement sufficient to provide an adequate retirement benefit for the
majority of the population, seems to require some degree of compulsory
contributions. Systems that began using a voluntary approach have grav-
itated over time to a minimum or default contribution level, or in some
cases, to a mandatory rate.

Australia is probably the earliest example of a compulsory savings initia-
tive, with the introduction of the 3 percent Award contributions in 1987
for employees covered by collective bargaining agreements. This was
followed in 1992 by the Superannuation Guarantee for all employees,
with employer contributions starting at 3 percent or 5 percent, depending
upon the size of the company, and gradually increasing to 9 percent for
all. While there has been continuing discussion within the government
and the superannuation industry, compulsory employee contributions
have not yet been introduced. The Superannuation Guarantee has gone
a long way toward providing a basic level of retirement income for all
employees; however, on its own, it cannot provide a truly adequate level
of retirement income.

Some late entrants into the DG arena are leaming from their predeces-
sors and moving quickly to compulsory savings. We mentioned earlier
that Israel is introducing compulsory employer and employee contribu-
dons to DC plans beginning 2008. South Africa is also considering
mandatory DC provision.
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In countries with voluntary DC systems, an attempt has been made

in some instances to eliminate the need for compulsory savings by
encouraging participation through “matching” contributions, such as
one-for-one, or lower, employer contributions. Initially perceived as a key
driver of the savings level, experience reveals that employees will often
make contributions barely sufficient to obtain the employer match, and
sometimes not even that. It seems that this design is inadequate to lift
member engagement to a level where making additional voluntary con-
tributions is seriously considered.

The relatively new but fast growing practice of an "aute-enrolment” or
“opt-out” design eliminates the participant from the decision-making

by automatically initiating contributions unless the participant takes
action. In the US, auto-enrolment is now encouraged by law, and may
well become the norm. The New Zealand “Kiwi Saver” system also adopts
auto-enrolment, as do plans in the Netherlands and Japan.

Further, the UK government is planning to introduce a quasi-compulsory
system for retirement savings beginning in 2012, referred to as “Personal
Accounts.” This system will require a 4 percent employee and a 3 percent
employer contribution, with the government contributing a further 1
percent. Auto-enrolment will be a feature of Personal Accounts, and the
government intends to encourage adoption of auto-enrolment by occupa-
tional plans in advance of the implementation of Personal Accounts.

Auto-enrolment is an effective tool but still leaves a portion of the work-
force exposed. Younger individuals may set their contribution rate at a
low level to ensure that cash is readily available for “more important”
items, such as cars, property, or general spending. But the individual
often may not increase his or her savings as these alternatives become
less important. “Auto increase” is a strategy whereby a portion of salary
increases are automatically redirected to a defined contribution plan as
an increase in contribution rate, the idea being that this is “new money”
that will not be missed. This strategy is encouraged in the US, and it will
be interesting to see if it becomes more widespread.

While the use of automation and mandatory employee contributions is
encouraging, and certainly allows for the accumulation of a basic benefit,
there still remains no real incentive for individuals to appreciate what
additional contributions might be required to provide an adequate retire-
ment income, and how these contributions should be managed in both
the accumulation and draw-down phases. This is where the advanced
features that are becoming commonplace in countries such as the US
and Australia, and to a lesser extent the UK, may be of great interest
to others,
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Enbhancing feanutes for greater participation

Advanced features typically start with the expansion of investment
options. The Netherlands, the US and the UK all offer, in addition to

the basic risk-based options, a number of “select your own"” investment
options. These will include many brand-name investment managers,
offering both risk-based and single-asset class options. Experience has
shown, however, that offering more vehicles does not assure greater
diversification of participant accounts. In recent years, "lifestyle” or
“lifecycle” funds have become popular, offering diversification with more
aggressive asset allocation during an individual's younger years, and
tapering to a more secure allocation as one approaches retirement. Many
plans even offer individuals the option to choose the point of retirement
(for investment purposes), and the period in which the asset allocation
tapers off. Australia has taken these options a step further, also offering
a range of alternative asset classes, such as emerging markets, hedge
funds and specific infrastructure funds, and even direct investment in
specific listed securities on the Australian Stock Exchange. These options
are within reach of any individual, all within the plan.

But with these additional choices comes enhanced education. More
advanced plans in countries such as Australia, the UK, the US and Japan,
now include not only education about the specifics of the plan and its
investment options, but also broader education on basic financial mat-
ters, such as budgeting and debt management as well as creating an
entire savings picture in making contribution and investment decisions.
The plan sponsor decision to rely on a DC approach seems to include a
desire to elevate the financial acumen of the workforce.

Success in this effort is elusive, as plans are challenged to offer the
technology to allow access to total wealth in line with the broader finan-
cial education that espouses that approach. In many cases, plans are
restricted by legislation to adopt this approach and are required to keep
concessionally taxed pension savings separate from other forms of sav-
ing. But this is not to say it cannot be done. Many large plans in Australia
now offer links and discounts to banking products, health insurance
products and other financial services to their members, including access
to individual financial advice. .

In some parts of the world, there is discussion around allowing individu-
als to use a limited amount of their pension savings as a deposit on their
family home - the Swiss and Singaporean systems allow this already.
And at the draw-down phase, plans in Australia are now considering

the possibility of allowing access to savings, within the regulatory draw-
down limits, via automated cash machines.

The US has an interesting alternative, or complement, to providing

advice. In response to a low take-up rate for individual advice and a lack

of consideration of it over time, *Managed Accounts” have developed. If

the Managed Account investment option is chosen, information is pro-

vided to the individual’s advisor around personal preferences and other
- savings, and the investment manager will set, rebalance and alter the

individual’s asset allocation over time to suit specific needs, without the
member having to take action unless circumstances change.
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A mandate: Educating and engaging the workiorce

Despite the varying regulatory environments in which DC plans operate
around the globe, the evolution of these programs is surprisingly consis-
tent, While the need to save is universal, the process of leading the work-
ing public to actively participate in DC prog is ard The ultimate
objective of universal worker engagement remaing elusive.

‘We believe there is much to be learned from the experiences of others
with regard to education, investment options, linked financial products,
personal advice and other features. Clearly, these plans are evolving,
with the optimal design yet to be developed. Looking beyond the legisla-
tive environments at the basic structures of these programs can provide
insight into key features and practices - only some of which have been
addressed here. In future editions of Global Retirement Perspective, we
will review other key considerations, including plan governance struc-
tures and how a plan sponsor might develop communication and educa-
tién strategies for building member engagement.

For multinationals that are looking to DC retirement plans as a key bene-
it component, the country trends described above should aid in decision
making. Specifically, companies should:

s Review their existing plan against current local best practice

« Within local regulatory frameworks, adopt aspects of plans from
more advanced countries that have had positive outcomes, ahead
of local trends

a Update their plans when necessary to keep pace with changing trends
and employee needs
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