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Chairman Smith, Ranking Member Kohl, and Members of the Committee, |
appreciate the opportunity to appear before you to discuss the role of employer-
sponsored retirement plans in increasing national savings.?

This written statement is organized as follows: Section | briefly assesses the
private pension system in the context of national savings and considers several
general aspects of the system that need improvement. Sections Il through V
present four different strategies for reform, each addressing a key area in which
the private pension system needs improvement. Section || makes the case for
expanding the “saver’s credit” for moderate- and lower-income savers. Section
[l discusses automatic enroliment and related strategies for expanding coverage
in the 401(k) universe. Section IV presents a related automatic investment
strategy designed to improve investment performance by shifting the system
from employee self-direction to increased reliance on professional investment
strategies and management. Section V turns to the defined benefit part of the
employer plan system and explores a possible legislative framework for resolving
the controversy and uncertainty affecting cash balance pension plans.

' The witness is a lawyer, Senior Adviser to the Retirement Security Project, Nonresident Senior Fellow of the Brookings
Institution, and a Research Professor in Public Policy at Georgetown University. He served as the Benefits Tax Counsel
of the U.S. Department of the Treasury from 1995 through 2001. Further biographical information is attached, as
requested by the Committee.

The views expressed in this testimony are those of the witness alone. They should not be attributed to the staff, officers,
or trustees of the Brookings Institution, to Georgetown University, to The Pew Charitable Trusts, to The Retirement
Security Project, or to any other institution or organization.

2 Because | have been asked to address some of the same issues in previous congressional testimony before other
committees of the Senate and the House of Representatives, this written statement draws heavily on previous written
statements that | have submitted as testimony before other committees as well as on articles or policy briefs that | have
authored or co-authored on these topics (including substantial passages drawn verbatim from the previous testimony and
articles or policy briefs). The previous testimony and writings include the following: Testimony of J. Mark lwry Before the
Committee on Education and the Workforce, Subcommittee on Employer-Employee Relations, U.S. House of
Representatives (April 29, 2004); Testimony of J. Mark lwry Before the Committee on Education and the Workforce,
Subcommittee on Employer-Employee Relations, U.S. House of Representatives (June 4, 2003); William G. Gale, J. Mark
lwry and Peter R. Orszag, “The Saver’s Credit” (Retirement Security Project, February 2005); William G. Gale, J. Mark
Iwry and Peter R. Orszag, “The Automatic 401(k): A Simple Way to Strengthen Retirement Savings” (Retirement Security
Project, March 2005); William G. Gale, J. Mark Iwry, “Automatic Investment: Improving 401(k) Portfolio Investment
Choices” (Retirement Security Project, April 2005).

The three listed policy briefs were written under the auspices of the Retirement Security Project and are available at
www.retirementsecurityproject.org. The Retirement Security Project is supported by The Pew Charitable Trusts in
partnership with Georgetown University’s Public Policy Institute and the Brookings Institution.



No attempt is made here to be comprehensive or to touch on all of the major
pension issues. Private pension issues and potential reforms are numerous and
complex. One of the major areas not treated here, for example, is the set of
problems and potential solutions relating to defined benefit pension funding and
the role of the Pension Benefit Guaranty Corporation (PBGC). (However, as
noted, the testimony does address what is perhaps the other most significant
issue affecting the defined benefit universe: the fate of hybrid pension plans
(such as cash balance plans) that combine defined benefit and defined
contribution characteristics.)

Among the other topics not addressed in this testimony are several that are
beyond the scope of this hearing, including issues relating to stand-alone
individual accounts as opposed to employer-sponsored plans: these would
include the possible role of universally available progressive government
matching contributions to individual savings accounts; the potential for increased
saving through direct deposit to IRAs or other savings accounts of bifurcated
income tax refunds; and various other issues relating to IRAs (including the
administration’s proposed “lifetime savings accounts” and “retirement savings
accounts”).

I. Where Does Our Current Private Pension System Fall Short?

A. Taxpayers’ Current Investment in Private Pensions

For decades, the US tax code has provided preferential tax treatment to
employer-provided pensions, 401(k) plans, and individual retirement accounts
(IRAs) relative to other forms of saving. These tax preferences represent a
significant investment by the taxpayers, who effectively are partially subsidizing
the private pension system. The Treasury Department has estimated the cost of
the tax-favored treatment for pensions and retirement savings — the amount by
which the pension tax advantages reduce federal tax revenues — as having a
present value in the neighborhood of $174 billion. This present-value estimate is
designed to take into account not only the deferral of tax on current contributions
and on earnings on those contributions but also the tax collected when the
contributions and earnings are distributed in the future, whether within or beyond
the “budget window” period.®

Of this total, nearly half is attributable to section 401(k) plans (as opposed to
other employer and self-employed plans and IRAs).* Because large portions of
the employer-sponsored defined benefit plan universe are in each of the private
sector and the public (mainly state and local government) sector, a significant
percentage of the tax expenditure for non401(k) pensions is attributable to the
plans in each of those sectors.

® Budget of the U.S. Government, Fiscal Year 2006, Analytical Perspectives (‘FY 2006 Analytical Perspectives”)
*FY 2006 Analytical Perspectives. The budget documents also contain other tax expenditure estimates that are based on
alternative methods.



B. Effectiveness of Pension Tax Subsidies in Promoting Security and Savings

The effectiveness of this system of subsidies remains a subject of controversy.
One can readily conclude, in assessing our nation’s private pension system, that
the glass is half full or that the glass is half empty.

The system has been quite successful in important respects. It has provided
meaningful retirement benefits to millions of workers and their families, and has
amassed a pool of investment capital exceeding $5 trillion (excluding IRAs) that
has been instrumental in promoting the growth of our economy®. Some two
thirds of families will retire with at least some private pension benefits, and at any
given time, employer-sponsored retirement plans cover about half of the U.S.
work force.®

However, the benefits earned by many are quite small relative to retirement
security needs. Despite the accumulation of vast amounts of wealth in pension
accounts, concerns persist about the ability of the pension system to raise private
and national saving, and in particular to improve saving among those households
most in danger of inadequately preparing for retirement. Those moderate- and
lower-income households are disproportionately represented among the roughly
75 million workers and spouses who are excluded from the system. They are far
less likely to be covered by a retirement plan.” When they are covered, they are
likely to have disproportionately small benefits and, when eligible to contribute to
a 401(k) plan, are less likely to do so. (Fewer still contribute to IRAs.)
Accordingly, the distribution of benefits — retirement benefits and associated tax
benefits — among households by income is tilted upwards.

Yet providing retirement security for moderate- and lower-income workers — in
other words, for those who need it most -- should be the first policy priority of our
tax-qualified pension system. This is the case not only because public tax dollars
should be devoted to enhancing retirement security as opposed to retirement
affluence — minimizing the risk of poverty or near-poverty in old age, reducing

® Board of Governors, United States Federal Reserve System, Statistical Release Z.1, Flow of Funds Accounts of the
United States (March 6, 2003), tables L.119, 120. This rough figure is as of the end of 2002. It excludes amounts rolled
over from plans to IRAs as well as other IRA balances. It is unclear how much of these accumulated assets in retirement
plans represent net national saving (private saving plus public saving), because this dollar amount has not been adjusted
to reflect the public dissaving attributable to government tax expenditures for pensions or to reflect any household debt or
reduction in other private saving attributable to these balances. See Eric Engen and William Gale, “The Effects of 401(k)
Plans on Household Wealth: Differences Across Earnings Groups.” NBER Working Paper No. 8032 (Cambridge, Mass.:
National Bureau of Economic Research, December 2000).

6 Testimony of J. Mark lwry, Benefits Tax Counsel, Office of Tax Policy, Department of the Treasury, before the
Committee on Health, Education, Labor and Pensions, United States Senate (Sept. 21, 1999)(“Sept. 21, 1999
Testimony”).

" It has been estimated that over 80% of individuals with earnings over $50,000 a year are covered by an employer
retirement plan, while fewer than 40% of individuals with incomes under $25,000 a year are covered by an employer
retirement plan. See Testimony of Donald C. Lubick, Assistant Secretary (Tax Policy), U.S. Department of the Treasury,
before the House Committee on Ways and Means, Subcommittee on Oversight, page 6 (March 23, 1999) (“Treasury 1999
Testimony”).



retirees’ need for public assistance and potentially reducing pressure on the
nation’s Social Security system.® It is also because targeting saving incentives to
ordinary workers tends to be a more effective means of promoting the other
major policy goal of our pension system: increasing national saving.

Pensions can be viewed as increasing national saving to the extent that the
saving attributable to pensions (net of any associated borrowing or other
reductions in other private-sector saving) exceeds the public dissaving
attributable to the tax preferences for pensions. Accordingly, the issue can be
framed in terms of the efficiency of tax expenditures in promoting saving: how
much “bang for the buck” do particular incentives provide in terms of added
saving? To what extent do particular types of tax preferences give taxpayers
good money’s worth on the tax dollars they have invested in those preferences?

Tax expenditures that are of use mainly to the affluent tend to be inefficient to the
extent that they induce higher-income people simply to shift their other savings to
tax-favored accounts, direct to tax-favored accounts current income that would
otherwise be saved in nontax-favored vehicles, or offset additional contributions
with increased borrowing. To the extent such shifting occurs, the net result is
that the pensions serve to shelter income from tax, rather than as a vehicle to
increase saving, and the loss of government revenue does not correspond to an
increase in private saving.

In contrast, contributions and saving incentives targeted to moderate- and lower-
income workers — households likely to have little if any other savings or assets
that could be shifted into tax-preferred accounts -- tend to increase net long-term
saving rather than merely shifting assets.’ This enhances retirement security for
those most in need and advances the goals of our tax-favored pension system in
a responsible, cost-effective manner.

These goals have been articulated by the Department of the Treasury in
congressional testimony as follows:

“First, tax preferences should create incentives for expanded coverage
and new saving, rather than merely encouraging individuals to reduce
taxable savings or increase borrowing to finance saving in tax-preferred
form. Targeting incentives at getting benefits to moderate- and lower-
income people is likely to be more effective at generating new saving....

“Second, any new incentive should be progressive, i.e., it should be
targeted toward helping the millions of hardworking moderate- and lower-
income Americans for whom saving is most difficult and for whom pension
coverage is currently most lacking. Incentives that are targeted toward

8 Treasury 1999 Testimony, page 3.
® See Engen and Gale (2000) and Daniel Benjamin, “Does 401 (k) Eligibility Increase Saving? Evidence from Propensity
Score Subclassification,” Journal of Public Eonomics 87, no. 5-6 (2003): 1259-90.



helping moderate- and lower-income people are consistent with the intent
of the pension tax preference and serve the goal of fundamental fairness
in the allocation of public funds. The aim of national policy in this area
should not be the simple pursuit of more plans, without regard to the
resulting distribution of pension and tax benefits and their contribution to
retirement security....

“Third, pension tax policy must take into account the quality of coverage:
Which employees benefit and to what extent? Will retirement benefits
actually be delivered to all eligible workers, whether or not they individually
choose to save by reducing their take-home pay?”'°

C. Why the System Does Not Do More to Benefit Moderate- and Lower-Income
Households

There are a number of reasons why the system is not doing more to address the
needs of moderate- and lower-income workers.

First, tax incentives — the “juice” in our private pension system — have traditionally
been structured in such a way that they prove to be of little if any value to lower-
income households. This is because these tax incentives, though intended to
encourage participation in employer-based retirement plans and IRAs, consist
primarily of exclusions and deductions from federal income tax. Pension
contributions and earnings on those contributions are treated more favorably for
tax purposes than other compensation: they are excludible (or deductible) from
income until distributed from the plan, which typically occurs years if not decades
after the contribution is made. However, the value of this favorable tax treatment
depends on the taxpayer’s marginal tax rate: the subsidies are worth more to
households with higher marginal tax rates, and less to households with lower
marginal rates.

Workers who pay payroll taxes but no income taxes or income taxes at a low
marginal rate derive little or no value from an exclusion from income (or tax
deduction) for contributions to a plan, earnings on those contributions, or
distributions of the contributions and earnings. Roughly three out of four
American households are in the 15 percent, 10 percent or zero income tax
brackets. Thus, for example, a taxpaying couple with $6,000 in deductible IRA
contributions saves $2,100 in tax if they are in the 35 percent marginal tax
bracket, but only $600 if they are in the 10 percent bracket."

The income tax incentive approach, as currently structured, thus reflects a
mismatch between subsidy and need. The tax preferences tend to encourage
saving least for those who most need to save more to provide for basic needs in

'° Treasury 1999 Testimony, pages 3-4.
" Some of this difference may be recouped when the contributions are withdrawn and taxed, if families who are in lower
tax brackets during their working years are also in lower tax brackets in retirement.



retirement, and most for those who need to increase their saving least (who are
least likely to need additional saving to achieve an adequate living standard in
retirement).’? As discussed in the next section of this testimony, below, tax
credits — even nonrefundable tax credits such as the saver’s credit for 401(k) and
IRA contributions under section 25B of the Internal Revenue Code -- would help
address this problem.

Second, and more obviously, after spending a higher proportion of their income
on immediate necessities such as food and shelter, lower-income families often
have little if anything left over to save.

Third, lower-income families have less access to financial markets and credit and
tend to have little if any experience with tax-advantaged financial products,
investing and private financial institutions.

Fourth, the qualified plan rules permit many moderate- and lower-income
workers to be excluded from coverage. The rules provide considerable leeway
with respect to proportional coverage of moderate- and lower-income employees,
and do not require any coverage of millions of workers whose work
arrangements are part-time, based on independent contractor status, contingent,
or otherwise irregular.

Reflecting these structural deficiencies, the nation’s pension system betrays
several serious shortcomings. First, only half of workers are covered by an
employer-based pension plan in any given year, and participation rates in IRAs
are substantially lower. Second, even workers who participate in tax-preferred
retirement saving plans rarely make the maximum allowable contributions. Only
5 percent of 401(k) participants make the maximum contribution allowed by law,
and only 5 percent of those eligible for IRAs make the maximum allowable
contribution.™ Third, despite the shift from defined benefit to defined contribution
plans, many households approach retirement with meager defined contribution
balances.’ The median 401(k) and other defined contribution (including IRA)

2 See, for example, Eric M. Engen, Wiliam G. Gale, and Cori E. Uccello, “The Adequacy of Household Saving,”
Brookings Papers on Economic Activity, no. 2 (1999): pp. 65-165.

For example, an unpublished study by a Treasury economist found that only 4 percent of taxpayers eligible for
conventional IRAs in 1995 made the maximum allowable $2,000 contribution. Robert Carroll, “IRAs and the Tax Reform
Act of 1997,” Office of Tax Analysis, Department of the Treasury, January 2000. For IRA contributors at the limit, see also
Craig Copeland, “IRA Assets and Characteristics of IRA Owners,” EBRI Notes, December 2002. Other studies have
found only a small percentage of 401(k) contributors to be constrained by the statutory dollar maximum. For example, the
General Accounting Office (now the Government Accountability Office) found that an increase in the statutory contribution
limit for 401(k)s would directly benefit fewer than 3 percent of participants (General Accounting Office, “Private Pensions:
Issues of Coverage and Increasing Contribution Limits for Defined Contribution Plans,” GAO-01-846, September 2001).
Data from the Congressional Budget Office suggest that only 6 percent of all 401(k) participants made the maximum
contribution allowed by law in 1997. (Calculations based on Congressional Budget Office, “Utilization of Tax Incentives for
Retirement Saving,” August 2003, table 27.) See also David Joulfaian and David Richardson, “Who Takes Advantage of
Tax-Deferred Saving Programs? Evidence from Federal Income Tax Data,” Office of Tax Analysis, U.S. Department of the
Treasury, 2001.

"For a discussion of this shift from defined benefit to defined contribution plans, see Iwry, Testimony before the House
Committee on Education and the Workforce, Subcommittee on Employer-Employee Relations, June 4, 2003.



balance among all households ages 55 to 59 was only $10,000 in 2001.
Excluding the 36 percent of households who had no IRA or defined contribution
plan account, the median balance for this age group was still only $50,000.

D. Targeting Incentives More Effectively to Promote Savings and Security

Given this reality, focusing incentives for retirement saving on lower- and
moderate-income households makes sense for two reasons. First, such
incentives are more likely to bolster long-term economic security and reduce
elderly poverty, since higher-income households already tend to have substantial
assets and to be better prepared to provide for their needs in retirement than
other households. For some low-income families, income may be so modest
that it is impossible to save after paying for necessities. Yet 60 percent of
households at or below the poverty line indicate that they save at least
something."® Experience with a program that provides tax incentives and
matching funds to encourage saving among low-income families suggests that
they will participate in savings programs if presented with incentives to do so.'®
The evidence on the efficacy of automatic enroliment also suggests that low-
income workers will save if presented with incentives and a sound structure
within which to do so.

The second reason for focusing incentives on lower- and middle-income
households is the potential impact on national saving. National saving is the sum
of public saving and private saving. All else equal, every dollar of forgone
revenue reduces public saving by one dollar. Consequently, for national saving
to increase, private saving must increase by more than one dollar in response to
each dollar in lost revenue. To raise private saving, the incentives must not
simply cause individuals to shift assets into the tax-preferred pensions but
instead must generate additional contributions.

Since those with modest or low incomes are less likely to have other assets to
shift into tax-preferred pensions, focusing pension tax preferences on moderate-
and lower-income workers increases the likelihood that lost tax revenue will
reflect additional contributions rather than shifts in assets."”” The empirical
evidence suggests that tax-preferred retirement saving undertaken by lower- and

*Jeanne M. Hogarth and Chris E. Anguelov, “Can the Poor Save?” Proceedings of Association for Financial Counseling
and Planning Education (2001).

'*Michael Sherraden, “Asset Building Policy and Programs for the Poor,” in Assets for the Poor: The Benefits of Spreading
Asset Ownership, edited by Thomas Shapiro and Edward Wolff (New York: Russell Sage Foundation, 2001). Also,
homeownership rates rose in a demonstration program that gave strong incentives for low-income families to purchase
housing. See Gregory Mills and others, “Evaluation of the American Dream Demonstration: Final Evaluation Report”
(Cambridge, Mass.: Abt Associates, August 2004).

Economists continue to debate the impact on private saving from existing pension incentives. Most agree, however,
that, whatever the overall effect, focusing incentives on those with fewer opportunities to shift assets from taxable to
nontaxable forms is likely to produce a larger increase in private saving for any given reduction in government revenue.



middle-income workers is much more likely to represent new saving than tax-
preferred retirement saving undertaken by higher-income workers.™

Moderate- and lower-income households save very little, but not because they
lack the option to save: most workers have accounts available to them in which
they could save money on a tax-preferred basis for retirement, and any
household lacking such an option could always contribute to an IRA. For those
who have at least some income available after paying for necessities, the
reasons they do not save lie elsewhere and are essentially twofold.

The first problem, as discussed above, is the upward-tilted structure of the
current deduction-based pension tax incentives. The second problem has to do
with the shift from pensions (such as defined benefit or money purchase pension
plans or employer-funded profit-sharing plans) to retirement savings
arrangements.

E. Dealing With the Shift from Pensions to 401(k)s

Over the past quarter century, private pension plans in the United States have
trended toward a do-it-yourself approach, in which covered workers bear more
investment risk and make more of their own decisions about their retirement
savings. In the early 1980s, most Americans who had private retirement plan
coverage obtained it chiefly from employer-sponsored, defined benefit pension
plans, and to a lesser extent from defined contribution plans such as employer-
funded profit-sharing and money purchase plans. Since then, pension coverage
has shifted away from these programs and toward new types of defined
contribution plans, especially 401(k)s. In 1981 nearly 60 percent of workers with
pension coverage had only a defined benefit plan, while just under 20 percent
had only a 401(k) or other defined contribution plan. By 2001, however, the share
having a defined benefit plan as their only plan had dropped to slightly over 10
percent, while the share having only a 401(k) or other defined contribution plan
had risen to nearly 60 percent.

Conventional analyses tend to describe this solely as a trend away from defined
benefit plans and toward defined contribution plans. Such a characterization
tends to focus attention on the increased portability of pensions from one job to
another and the shifting of investment risk from employer to employee. But
perhaps an even more fundamental development is the extent to which the
accumulation of retirement benefits under the plan has come to depend on active
and informed worker self-management and initiative. Traditional defined benefit
and profit-sharing plans require the covered workers to make almost no

"83ee, for example, Eric M. Engen and William G. Gale, “The Effects of 401(k) Plans on Household Wealth: Differences
Across Earnings Groups,” Working Paper 8032 (Cambridge, Mass.: National Bureau of Economic Research, December
2000), and Daniel Benjamin, “Does 401 (k) Eligibility Increase Saving? Evidence from Propensity Score Subclassification,”
Journal of Public Economics 87, no. 5-6 (2003): 1259-90.



important financial choices for themselves before retirement.’® The firm enrolls
all eligible workers within a defined classification, makes contributions on their
behalf, and decides how to invest those contributions (or retains professional
investment managers to do so). A worker’s only real choices are when and in
what form to collect benefits. In 401(k)-type plans, in contrast, the burden of all
these decisions rests with the employee.

When 401(k) plans began their rapid spread in the early 1980s, they were viewed
mainly as supplements to these traditional employer-funded plans. Since 401(k)
participants were presumed to have their basic retirement income security needs
covered by a traditional employer-funded plan and Social Security, they were
given substantial discretion over their 401(k) choices, including whether to
participate, how much to contribute, how to invest, and when and in what form to
withdrawal the funds.

Over the past 25 years, however, the pension landscape has changed
dramatically. The 401(k) plan has come to play a far more central and critical role
in the private pension system than was envisioned 25 years ago. Many workers
covered by an employer plan now have a 401(k) as their primary or only plan.
Yet 401(k)s have made few changes in their basic structure, and still operate in
much the same way as in the early 1980s. Workers still must, for the most part,
decide for themselves whether and how much to contribute, how to invest, and
how and when to withdrawal the funds. Imposing on workers the responsibility to
make these choices may have been relatively harmless when 401(k)s were
smaller, supplemental plans with limited coverage. The risk of workers making
poor enrollment, investment and distribution choices looms much larger as
401(k)s have become the primary pension vehicle.

The trend away from the traditional, employer-managed plans and toward
savings arrangements directed and managed largely by the employees
themselves, such as the 401(k), is in many ways a good thing. Workers enjoy
more freedom of choice and more control over their own retirement planning.
Disciplined, sophisticated savers can benefit enormously from participating in a
401(k). By persistently contributing a sizable share of their earnings to a 401(k),
and investing in a well-diversified portfolio of assets, employees can generate a
substantial retirement income without bearing unnecessary risk. Considerable
numbers of workers have thrived under this more individualized approach,
amassing sizable balances in 401(k)s and similar plans, which will assure them a
comfortable and relatively secure retirement income.

" In this sense, traditional private pensions may be characterized less by their defined benefit structure --in fact, many
were defined contribution profit-sharing and money purchase plans—than by the fact that employers took the
initiative to fund and manage the plans, bearing most of the risk and making most of the decisions for their
employees. For a discussion of these developments, including the shift from defined benefit to defined contribution
plans, see J. Mark lwry, “Defined Benefit Pension Plans,” Testimony before the House Committee on Education and
the Workforce, Subcommittee on Employer-Employee Relations, June 4, 2003.
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For many if not most workers, however, the 401(k) revolution has fallen short of
its potential.*® Most workers are not covered by a 401(k) plan at all. Among
those covered, many do not participate. Among those who participate, many
contribute little to their accounts, and others take the money out before reaching
retirement age. As a result, most households have few 401(k) assets. As noted
earlier, 36 percent of households aged 55 to 59 had neither a 401(k) (or other
defined contribution plan) nor an IRA in 2001, and, among those who did, the
median balance in such plans was only about $50,000.

Work, family, and other more immediate demands often distract workers from the
need to save and invest for the future. Those who do take the time to consider
their choices find the decisions quite complex: individual financial planning is
seldom a simple task. For many workers, the result is poor decision making at
each stage of the retirement savings process, putting both the level and the
security of their retirement income at risk. Even worse, in the face of such
difficult choices, many people simply procrastinate and thereby avoid dealing
with the issues altogether, which dramatically raises the likelihood that they will
not save enough for retirement. Thus, this increasingly 401(k)-dominated
system—both the process it has evolved into and the results it is producing—
leaves much room for improvement. The complications involved in investing in a
401(k) place substantial burdens on workers to understand their financial choices
and assume a certain degree of confidence in making such choices. As a result,
many workers shy away from these burdensome decisions and simply do not
choose, while those who do choose often make poor choices. Section Ill of this
testimony outlines an approach for making saving easier.

The next three sections of this testimony outline approaches designed to address
each of these major shortcomings: the upward-tilted structure of our tax
incentives (Section Il, relating to expansion of the Saver’s Credit) and the
practical impediments to saving in a 401(k)-dominated system (Sections Ill and
IV, relating to automatic enrollment and automatic investment).

Il. Expanding the Saver’s Credit: A Solution to the “Upside Down” Structure
of Tax Incentives

A. In General

In 2001, Congress took a first step toward addressing the first structural problem
described above -- the upward-tilted structure of the current deduction-based
pension tax incentives — by enacting the Saver’s Credit. The Saver’s Credit in
effect provides a government matching contribution, in the form of a
nonrefundable tax credit, for voluntary individual contributions to 401(k) plans,
IRAs, and similar retirement savings arrangements. Like traditional pension

% For an excellent discussion of these shortcomings, see Alicia H. Munnell and Annika Sundén, Coming Up Short: The
Challenge of 401(k) Plans (Brookings, 2004).
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subsidies, the Saver’s Credit currently provides no benefit for households that
owe no federal income tax. However, for households that owe income tax, the
effective match rate in the Saver’s Credit is higher for those with lower income,
the opposite of the incentive structure created by traditional pension tax
preferences.

The Saver’s Credit is the first and so far only major federal legislation directly
targeted toward promoting tax-qualified retirement saving for moderate- and
lower-income workers.?! Although this is a historic accomplishment, the credit as
enacted suffers from key design problems, not the least of which is the credit’s
scheduled expiration at the end of 2006.

B. Basic Design and Evolution

The Saver’s Credit was enacted as part of the Economic Growth and Tax Relief
Reconciliation Act of 2001 (EGTRRA).?? In principle, the credit can be claimed
by moderate- or lower-income households who make voluntary retirement saving
contributions to 401(k) plans, other employer-sponsored plans (including SIMPLE
plans), or IRAs. In practice, however, the nonrefundability of the credit means it
offers no incentive to save to the millions of moderate- and lower-income
households with no income tax liability.

The design of the Saver’s Credit reflects two key objectives. First, the credit
represents an initial step toward addressing the “upside-down” structure of other
tax incentives for saving— leveling the playing field for moderate- and lower-
income workers by, in effect, matching contributions at higher rates for savers
with lower incomes. Second, the credit was designed to coordinate with and
support the employer-based pension system.

C. Higher Matching Rates for Lower-Income Savers

The matching rates under the Saver’s Credit reflect a progressive structure —
that is, the rate of government contributions per dollar of private contributions
falls as household income rises. This pattern stands in stark contrast to the way

*'Retirement saving for these workers is promoted — or designed to be promoted — indirectly by nondiscrimination and
certain other provisions of the Internal Revenue Code of 1986 (IRC) and the Employee Retirement Income Security Act of
1974 (ERISA). Those provisions, which are subject to extensive exceptions, are intended to impose some constraint on
the degree to which tax-favored benefits accrue to a limited number of owners and executives rather than the large
majority of workers. The IRC and ERISA also protect and regulate the accumulation and preservation of retirement
benefits. For additional discussion of these issues by the Treasury Department, see Donald C. Lubick, Assistant
Secretary (Tax Policy), U.S. Department of the Treasury, Testimony before the House Committee on Ways and Means,
Subcommittee on Oversight, March 23, 1999.

#3ection 25B of the IRC of 1986 was added by section 618 of EGTRRA, Public Law 107-16, 115 Stat. 38. See also IRS
Announcement 2001-106, 2001-44 |.R.B. (October 29, 2001), and IRS News Release IR 2001-107, 2001-44 |.R.B.
(November 7, 2001). The credit was officially titled “Elective Deferrals and IRA Contributions By Certain Individuals.”
Although now generally referred to as the “Saver’s Credit,” that term actually appears nowhere in the law. “Saver’s credit”
was first used in IRS/Treasury administrative guidance at the suggestion of the witness in mid-2001 with a view to
facilitating the “public marketing” of the provision, as discussed below. See IRS Announcement 2001-106, 2001-44 |.R.B.
(October 29, 2001); IRS News Release IR 2001-107, 2001-44 |.R.B. (November 7, 2001).
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tax deductions and the rest of the pension system subsidize saving. The Saver’s
Credit is currently a small exception to this general pattern: as noted, the
Treasury Department estimates that the tax expenditures associated with
retirement saving preferences in 2005 will total roughly $150 billion, of which only
$1 billion is attributable to the Saver’s Credit.?®

The Saver’s Credit applies to contributions of up to $2,000 per year per
individual.?* As table 1 shows, the credit rate is 50 percent for married taxpayers
filing jointly with adjusted gross income (AGI) up to $30,000, 20 percent for joint
filers with AGI between $30,001 and $32,500, and 10 percent for joint filers with
AGI between $32,501 and $50,000. The same credit rates apply for other filing
statuses, but at lower income levels: the AGI thresholds are 50 percent lower for
single filers and 25 percent lower for heads of households.?® Of course, the
figures in table 1 assume that the couple has sufficient income tax liability to
benefit from the nonrefundable income tax credit shown.

The credit’s effect is to correct the inherent bias of tax deductions or exclusions
in favor of high-marginal-rate taxpayers. A $100 contribution to a 401(k) by a
taxpayer in the 35 percent marginal federal income tax bracket generates a $35
exclusion from income, resulting in a $65 after-tax cost to the taxpayer. In
contrast, without the Saver’s Credit, a taxpayer in the 15 percent marginal
bracket making the same $100 contribution to a 401(k) gets only a $15 exclusion
from income, resulting in an $85 after-tax cost. The tax deduction is thus worth
more to the higher-income household.?® However, if the lower-income taxpayer
qualifies for a 20 percent Saver’s Credit, the net after-tax cost is $65 ($100 minus
the $15 effect of exclusion minus the $20 Saver’s Credit). Thus, the Saver’s
Credit works to level the playing field by increasing the tax advantage of saving
for moderate- and lower-income households.

The credit represents an implicit government matching contribution for eligible
retirement savings contributions. The implicit matching rate generated by the
credit, though, is significantly higher than the credit rate itself. The 50 percent
credit rate for gross contributions, for example, is equivalent to having the

20ffice of Management and Budget, Fiscal Year 2005 Analytical Perspectives, table 18-2.

#Both spouses in a married couple may receive the credit. For example, if each spouse contributes $2,000 to his or her
IRA, and they file jointly with adjusted gross income not exceeding $30,000, the couple will receive a nonrefundable tax
credit of $2,000 ($1,000 each) if they have sufficient federal income tax liability to use the credit. As discussed later,
however, because of the nonrefundable nature of the credit, very few taxpayers actually qualify for the 50 percent match.

%To prevent “churning” of contributions to generate credits, the level of contributions eligible for the credit is reduced by
the amount of distributions from any retirement saving plan or IRA by the participant or the participant’s spouse during the
year for which the credit is claimed, the two preceding years, or the portion of the following year that precedes the tax
return due date.

%As discussed in note 2, the entire subsidy associated with saving incentives depends not only on the tax rate at which
the contribution is deducted, but also on the tax rate that applies to withdrawals, the length of time the funds are held in
the account, the tax rate that would have applied to taxable funds while the funds are held in the tax-preferred account,
and the rate of interest. Controlling for the latter factors, taxpayers who can deduct the contribution at a higher rate will
generate larger tax savings.
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government match after-tax contributions on a 100 percent basis. Consider a
couple earning $30,000 who contribute $2,000 to a 401(k) plan or IRA. The
Saver’s Credit reduces that couple’s federal income tax liability by $1,000 (50
percent of $2,000). The net result is a $2,000 account balance that cost the
couple only $1,000 after taxes (the $2,000 contribution minus the $1,000 tax
credit). This is the same result that would occur if the net after-tax contribution of
$1,000 were matched at a 100 percent rate: the couple and the government each
effectively contribute $1,000 to the account. Similarly, the 20 percent and 10
percent credit rates are equivalent to a 25 percent and an 11 percent match,
respectively (table 1).

D. Enhancement of Employer-Sponsored Plans

The Saver’s Credit was very deliberately designed to support, rather than
undermine, employer pension plans. Employer-sponsored plans encourage
participation through employer contributions, nondiscrimination rules designed to
require cross-subsidies from eager to reluctant savers, the automatic character of
payroll deduction, peer group encouragement, and, often, professional
assistance with investments (for example, through employer selection of
investment options or provision of investment management). To support these
benefits of employer-sponsored plans, the Saver’s Credit matches contributions
to 401(k) and other plans by moderate- and lower-income employees.*’

Moreover, the Saver’s Credit applies in addition to any employer matching
contributions. It can thus raise the return on 401(k) contributions: eligible
taxpayers can obtain higher effective matching rates when the Saver’s Credit is
combined with employer matching contributions to a 401(k). For households who
receive a 20 percent Saver’s Credit, for example, a 50 percent employer match
of the employee’s 401(k) contributions implies that the total (employer plus
government) effective match rate on after-tax contributions is 87.5 percent. That
is, for every $100 in net contributions the taxpayer puts in, up to the appropriate
match limits, the account will generate $187.50 in value.

In evaluating these high effective matching rates, it is important to emphasize
that they apply only to the first $2,000 of an individual's contributions. Moreover,
they apply only to moderate- and lower-income households, who tend to be more
reluctant savers than higher-income households because, among other reasons,
they tend to have less disposable income after providing for basic necessities. A
higher effective matching rate focused on the first dollars of saving may help to
“‘jump start” voluntary contributions by moderate- and lower-i