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INCREASING SAVINGS FOR RETIREMENT

WEDNESDAY, FEBRUARY 24, 1999

U.S. SENATE,
COMMITTEE ON FINANCE,

Washington, DC.
The hearing was convened, pursuant to notice, at 10:23 a.m., in

room SD-215, Dirksen Senate Office Building, Hon. William V.
Roth, Jr. (chairman of the committee) presiding.

Also present: Senators Hatch, Moynihan, Baucus, Graham,
Kerrey, and Robb.

OPENING STATEMENT OF HON. WILLIAM V. ROTH, JR., A U.S.
SENATOR FROM DELAWARE, CHAIRMAN, COMMITTEE ON FI-
NANCE
The CHAIRMAN. The committee Will please be in order.
I am going to proceed with my opening statement, I know, to the

loss of those present, but they can watch it on video.
Today, first of all, let me welcome each and every one of you. It

is a pleasure to have you here.
Today the Committee will hear testimony about the various

types of tax-favored savings vehicles available to taxpayers and
how well they are working. We will also hear testimony on how we
can increase savings in these vehicles and how actual taxpayers
and small businesses make decisions on how to save.

One of the concerns of many Americans is will I have enough to
live on when I retire. According to a study published by the Em-
ployee Benefit Research Institute, about one third of Americans are
not confident that they will have enough to live on in their retire-
ment years. Social Security is an important component of an indi-
vidual's retirement income, but savings-whether through personal
accounts or through employer-provided retirement plans-will help
provide for a better life at retirement. There must be ways to get
more Americans interested in providing for their retirement years
and I hope that today's witnesses will give us some answers.

Our tax system provides for various tax incentives for savings.
For savings through the workplace, there are 401(k) plans, 403(b)
plans and 457 plans, each that can be sponsored by different types
of employers. For individual savings, there is either the traditional
IRA or the Roth IRA. And all these different savings vehicles have
different limits on how much individuals can save. Quite frankly,
I believe that our current system can do more and that the limita-
tions that we placed on retirement savings in times of budgetary
restraints should be re-examined now.

(1)



I should also note that issues relating to retirement are not only
a concern of mine, but they are the concerns of many of the mem-
bers of this Committee. The Administration also has ideas on how
to increase retirement savings. I look forward to working on a bi-
partisan basis to providing needed improvements to this country's
retirement system.

While our current system for retirement savings hasgotten more
complicated over time, I am sure that our witnesses today can lead
us through our system and tell us what works and what doesn't
work. I look forward to their insights.*

The CHAIRMAN. Senator Moynihan, would you like to make a
statement?
OPENING STATEMENT OF HON. DANIEL PATRICK MOYNIHAN,

A U.S. SENATOR FROM NEW YORK
Senator MOYNIHAN. Very brief, sir, to thank you for holding this

hearing on this central subject of our economy just now. It is a bit
of a mystery how our savings rate has just dwindled to the van-
ishinj point. There may be some speculation about whether the
stock markets have so increased family worth, that they do not see
the need of savings, which could turn out to be a great mistake.

That is why Senator Kerrey and I have proposed that we use
part of the Social Security surplus, which is to say, take 2 percent-
age points of the payroll tax that is not needed to maintain the
present system, and turn it into an optional thrift savings plan so
that families and individuals can start, early in life, acquiring what
will be a retirement fund, what my radical friend down at the end
of the table calls wealth. [Laughter.] Let us talk more.

Thank you, sir.
The CHAIRMAN. We are already very late getting started, so I

would like to proceed.
OPENING STATEMENT OF HON. J. ROBERT KERREY, A U.S.

SENATOR FROM NEBRASKA
Senator KERREY. Mr. Chairman, first of all, let me just try to be

brief. You deserve a great deal of credit and commendation for call-
ing this hearing. I think it is a very important question, what can--
we do to help American working people save more money. Myself,
I am especially concerned about people who are earning less than
$30,000 a year. Median family income in Nebraska is about
28,000, which means we have got half below and half above that

number.
If you start with Social Security, Mr. Chairman, for somebody

who is making $1,500 a month, let us say, average indexed month-
ly earnings, you can see the need for this kind of reform, and the
reform that Senator Moynihan alluded to in our Social Security
proposal. Because Social Security, for all of its vaunted generosity,
is not very generous to that low-wage.worker.

One of the things that is not typically told by people who are
supporters of the current defined benefit, and opponents of many
changes, is that Social Security only replaces 90 percent of the first

*For further information on this subject see also "Present Law and Background Relating to
Tax Incentives for Savings," Joint Committee on Taxation report, February 23, 1999 (JCX-7-
99).



$505, and then it replaces 32 percent of everything up to about
$3,000 a month.

So for somebody making $1,500 a month, they find themselves
acquiring from Social Security substantially less than what they
need to survive over a longer period of post-employment life. So,
Social Security itself is not very generous.

One of the reasons we are struggling with that program, it seems
to me, is that fact. I hope this hearing will help us to answer some
questions about, what we can do, especially at that lower wage, to
help individuals to increase their contributions to 401(k)s or other
kinds of pensions that will provide them with supplemental income
for Social Security.

Senator MOYNIHAN. And do not forget, Roth IRAs.
Senator KERREY. The Roth IRAs.
The CHAIRMAN. Senator Hatch, do you have a statement?

OPENING STATEMENT OF HON. ORRIN G. HATCH, A U.S.
SENATOR FROM UTAH

Senator HATCH. Mr. Chairman, I will put my statement in the
record. I am happy to welcome all four of you here, especially Mr.
Smail. You have businesses in Utah. We are very grateful. We
want all of the rest of you to have businesses in Utah. [Laughter.]

But I am grateful to be with you. I want to compliment you, Mr.
Chairman, and also Senators Moynihan and Kerrey for the work
that they are doing. I do agree that we need to do something about
having some modicum of private investment to just see if it works.

And it will work. I am convinced that, once that becomes a part
of our lives, it will become a major part of our lives. I just appre-
ciate the leadership you are providing, both you, Mr. Chairman,
and you, Mr. Vice Chairman, of this committee. So, thank you.

The CHAIRMAN. Thank you, Orrin.
[The prepared statement of Senator Hatch appears in the appen-

dix.]
The CHAIRMAN. We will now proceed with individuals rep-

resenting the four different types of retirement saving vehicles. We,
first, have Mr. Matthew Fink, president of the Investment Com-
pany Institute, who will address the current status of IRAs. Next,
will be, for the Association of Private Pension and Welfare Plan,
Mr. Peter Smail, who is president of Fidelity Institutional Retire-
ment Service Company. He will talk about 401(k) plans.

Mr. McCormack, after Mr.-how do you pronounce your name, is
it Smail?

Mr. SMAIL. It is Smail, Mr. Chairman.
The CHAIRMAN. Smail. All right. I apologize for mispronouncing

it.
Mr. SMAIL. No problem.
The CHAIRMAN. Mr. John McCormack, who is president of TIAA/

CREF Enterprises. He will tell us about 403(b) plans.
Finally, Mr. Ray Pool, who will testify about 457 plans, on behalf

of the National Association of Government Deferred Compensation.
Mr. Pool is currently the administrator of the Oklahoma State De-
ferred Compensation and Savings Incentive Plan.

Thank you, gentlemen, very much for being here. We will begin
with Mr. Fink, and then proceed down the table.



STATEMENT OF MATTHEW FINK, PRESIDENT, INVESTMENT
COMPANY INSTITUTE, WASHINGTON, DC

Mr. FINK. Thank you, Mr. Chairman. I am Matthew Fink, presi-
dent of the Investment Company Institute, which is the. mutual
fund industry's trade association.

I would like to commend the committee for holding these hear-
ings and for recognizing the Chairman's leadership in this area.

As each of the Senators has indicated, Americans face a very pro-
found challenge today in saving for retirement. This has always
been a problem, but it is now exacerbated by two factors, the com-
ing retirement of the huge baby boomer's generation, and, second,
the fact that, hopefully, we all are living longer so we will have
more years in retirement. That puts even greater pressure on So-
cial Security.

Today I would like to emphasize two points. First, based on the
evidence that my association has gathered during 1998, it appears
that both the new IRA, the Roth IRA, and the new simple plans
are successful in creating new savings and extending pension cov-
erage to millions of new people.

In the second part of my testimony I will try to identify some ini-
tiatives that we think would increase retirement savings in the
country.

Let me, first, talk about the new Roth IRA and simple plans.
They are both creating new long-term investors and encouraging
people to save. Time has not yet allowed us to collect comprehen-
sive data, so I would like to give some anecdotal evidence that we
have collected.

First, let me talk about the Roth IRA. First, based on a survey
we have done, we estimate that 3 percent of all American house-
holds opened a Roth IRA within the first 5 months of the program.

Second, and this is very interesting, 30 percent of all of the peo-
ple who opened Roth IRAs-we surveyed in May-indicated that
the Roth IRA was the first IRA they had ever opened. So 30 per-
cent were completely new to the IRA program.

Third, and also quite interesting, during 1998, in early 1998, tra-
ditional IRA activity, the old IRA, increased by about 12 percent.
From what we can tell, that happened because all of the media and
industry talk about the Roth IRA actually promoted IRAs more
generally. So even the traditional IRAs went up. That was data we
collected in early 1998.

At year end, we also got some anecdotal evidence which also
showed that the Roth IRA stayed successful through the remainder
of the year. For example, one mutual fund firm who we talked to
said that, by April 15, it had 142,000 Roth IRAs on its books. That
more than tripled to over half a million by year-end 1998. So it
looks to us, from the early anecdotal evidence, that the new Roth
IRA has been quite successful.

We also took some evidence on new simple plans, which Congress
designed 2 years ago to try to reach that core of small employers
who seemed very reluctant to open up plans. We' also have some
interesting data there.

First of all, it looks to us that, when you look at the employers
who opened simple plans, they are, indeed, the small employers.



Ninety percent of the simple plan employers have 10 employees or
less. So the program does seem to be reaching down.

Second, the formation of simple plans seemed to continue in
1998, as it did in 1997. For example, one mutual fund firm we con-
tacted said that, by year end, it had 23,000 simple plans and
219,000 accounts. That was more than double the number of plans,
and four times the number of simple accounts it had a year earlier.

This might give me a segue into the legislative changes we would
recommend. One question is, why has the simple plan been so suc-
cessful, even though it has only been around for 2 years, in reach-
ing this very hard market? I think the reason is given by its name:
the plan is simple. It is not complex. It is very easy for both em-
ployers and workers to understand. I would suggest, simplicity has
to be the cornerstone of further changes we make.

So let me talk about three simple measures that are contained
in the proposed legislation that we think would help. First, the leg-
islation would restore the universal simple IRA that we knew in
this country from 1981 to 1986.

The current IRA rules are extremely confusing and complex. If
I am right, we have deductible IRAs, non-deductible IRAs, Roth
IRAs, and so on, each with different eligibility limits.

The confusion to the consumer is very difficult. The confusion
and lack of universality can be shown. To go back to one of Senator
Kerrey's questions, how can you reach the lower paid? One advan-
tage of the universal IRA, which we had for those 5 years, is it was
reaching down more and more each year to the lower paid.

I think, at its height, 75 percent of people in the universal IRA
made less than $50,000, and each year the income level of partici-
pants dropped. It started at $42,000 and dropped, I think, to
29,000 when the program was ended.
When the program was ended it not only knocked out IRAs for

people who could no longer take the deduction, but, because of the
confusion, 40 percent of people who were still eligible to have de-
ductible IRAs stopped having them because the program just con-
fused everybody.

So I think the lesson of the simple is clear, and the IRA experi-
ence is clear: when rules are complicated, individuals stop invest-
ing. So I think the first thing in the bill I would like to commend,
is the universal IRA. I will be brief on the second two, Senator.

Second, is we think the IRA limit should be raised. The IRA
started as $1,500 in 1974 in ERISA. If you indexed it for inflation,
it would be-ab=r $5,000 today. I think that would be a worthwhile
change.

Third, the legislation establishes catch-up provisions. We have a
lot of people, like my wife and others, who go out of the work force
to have children, stay home. When they come back in the work
force, I think it would be fair to let them put in catch-up contribu-
tions to make up for the years they missed. You have a similar pro-
vision in existing law in the 403(b) area. We think the catch-up
provision in the bill is very good.

So I would say, in conclusion, that the two new programs, the
Roth IRA and the simple plan, seem to be working, from the evi-
dence we can gather. The bill contains three very good measures



which I think would encourage more people to save for their retire-
ment.

Thank you.
The CHAIRMAN. Thank you, Mr. Fink.
[The prepared statement of Mr. Fink appears in the appendix.]
The CHAIRMAN. Mr. Smail?

STATEMENT OF PETER J. SMAIL, PRESIDENT, FIDELITY INSTI-
TUTIONAL RETIREMENT SERVICES COMPANY, BOSTON, MA,
ON BEHALF OF THE ASSOCIATION OF PRIVATE PENSION
AND WELFARE PLANS (APPWP), WASHINGTON, DC
Mr. SMAIL. Mr. Chairman, Senator Moynihan, and other distin-

guished members of the Finance Committee, I am Peter Smail,
president of Fidelity Institutional Retirement Services Company,
which is a division of Fidelity Investments.

We are the Nation's largest mutual fund company, with over
$700 billion in assets under management. We are also the Nation's
leading provider of 401(k) services, with over $340 billion in assets,
and we are servicing over 5 million 401(k) plan participants today.

Today I am presenting-testimony on behalf of the Association of
Private Pension and Welfare Plans, which is a public policy organi-
zation representing principally Fortune 500 companies and other
organizations that assist plan sponsors in providing benefits to em-
ployees. APPWP's members either sponsor directly, or provide serv-
ices to retirement and health plans that cover more than 100 mil-
lion Americans.

It is a pleasure and an honor, quite frankly, for me to testify be-
fore you today on the success of employer-sponsored retirement
plans.

Retirement income adequacy depends on three sources: Social Se-
curity, individual savings, and employer-sponsored plans. The wide
range of employer-sponsored plans ensures income security for
America's retirees and provides much of the capital to fuel our
economy.

Today, however, I am focusing my testimony on 401(k) plans,
which are working exceptionally well for millions and millions of
Americans. We applaud Chairman Roth for preparing a bill that
helps the employer-based retirement system, especially 401(k)
plans, keep pace with our aging population.

401(k) plans, as you know, were created by Congress in 1978.
Today, over $1 trillion is invested in 401(k) plans by over 25 mil-
lion participants. This is projected to grow to close to $2 trillion by
the year 2002.

Today, 79 percent of eligible employees participate in their em-
ployer's 401(k) plan. That is an all-time high, and is up from 62
percent in 1985. For 401(k) plans administered by Fidelity Invest-
ments, the participation rate is actually 82 percent.

Contributions to 401(k) plans are also growing at impressive
rates. The average contribution rate today is 7.1 percent of pay.
But if you look more closely at the numbers, we find that about 32
percent of 401(k) participants contribute more than 10 percent of
pay, and another 29 percent contribute between 6 and 9 percent of
pay.



As you might expect, the overall size of the 401(k) account bal-
ances varies primarily by age. For 401(k) plans administered by Fi-
delity, the average account balance for all participants at all ages
is $52,000.

According to a recently released Employee Benefit Research In-
stitute and Investment Company Institute study of 1996, 401(k)
plan participants in their 60's with over 30 years of service have
an average account balance in excess of $156,000.

401(k) plans work well for several reasons. First, the tax incen-
tive. Employees are motivated to save by the tax-deferred feature
of contributions and earnings in 401(k) plans.

Second, the portability. Today's workers can be-expected to
change jobs five to seven times during their work life. 401(k) plans
allow employees to take their benefits with them from job to job
and to consolidate them into a 401(k) plan with the new provider,
or withan individual retirement account. This type of portability,
as you know, is not available in traditional defined benefit types
of programs.

Third, in addition to the obvious attractiveness of a matching
company contribution, employers provide three very important
services that translate into higher savings in 401(k). The first, is
administrative efficiency. Employees collect employee contributions
to the 401(k) through payroll deduction. It is painless, and very
seamless as well.

Investor education. Employers often provide customized invest-
ment-education materials to 401(k) plan participants. These mate-
rials are critical in educating workers about the importance of sav-
ing for retirement, and also on how to invest those savings.

Trust and confidence. Employees trust their employers to admin-
ister their retirement plan correctly and to also safeguard their as-
sets. A recent study indicates that employees have greater trust in
their employers on retirement planning matters than any other
source available to them.

Last, employees enjoy the benefits of plan features such as
choices among several diversified investment options, as well as ac-
cess to the accounts through toll-free 800 numbers, and also along
with the Internet.

Chairman Roth, the legislation that you are preparing will build
on the success of today's 401(k) plan and provide more Americans
with the opportunity to save for retirement.

For example, your bill recognizes that saving enough for retire-
ment will be a particular challenge to the baby boomers. Millions
of baby boomers in their 50's are now empty-nesters. Many have
depleted their savings raising children and sending them to college,
and now want to do the catch-up provision. This certainly allows
that.

In addition, we believe the repeal of the law limiting 401(k) con-
tributions to 25 percent of a worker's pay, as proposed by Senators
Grassley, Graham, Roth, and others, would give middle income
families the ability to maximize their 401(k) contributions.

Many Americans cannot contribute the 401(k) maximum of
$10,000 because their contributions, when added to the employer's
contributions, exceed the 25 percent of pay. When this happens,
their own 401(k) contributions are cut back.



So we would encourage you, Mr. Chairman, to work with the bi-
p artisan qroup of members led by Senators Graham, Grassley, and
atch to incorporate proposals that they have advanced to enhance

pension portability, streamline a number of onerous pension rules
and to also modify the minimum contribution requirement on smali
plans, the so-called top-heavy rules.

The top-heavy rules, in particular, preclude many small employ-
ers from offering retirement plans. Combining the Roth and bipar-
tisan members' proposals offers a truly comprehensive agenda to
strengthen our Nation's employer-provided retirement system.

This concludes my testimony, and I thank you for the oppor-
tunity to be here. I request that my-written statement be included
in the record.

The CHAIRMAN. Without objection. All statements will be in-
cluded as if read. Thank you, Mr. Smail.

Mr. SMALL. Thank you.
[The prepared statement of Mr. Smail appears in the appendix.]
The CHAIRMAN. Now we call on you, Mr. McCormack.

STATEMENT OF JOHN McCORMACK, PRESIDENT, TIAA/CREF
ENTERPRISES, NEW YORK, NY

Mr. MCCORMACK. Thank you. Good morning, Mr. Chairman, Sen-
ator Moynihan, and other members of the committee. I am John
McCormack from TLAAICREF. We are- the Nation's largest private
retirement funding system. TIAAICREF provides pension products
to almost two million educational employees and pays retirement
benefits to some 300,000 retirees. Most of these individuals partici-
pate in 403(b) defined contribution plans offered by colleges,
schools, hospitals, and other tax-exempt organizations.

The fact that TIAAICREF has operated well for the last 80 years
is testament to the success that a defined contribution plan can
achieve. I commend you for holding these hearings and for your
leadership in introducing a pension bill that builds on a system
that works well.

First, let me share some data about 403(b) participants and
plans. For many decades, the educational community has achieved
remarkable success in expanding pension coverage using 403(b) an-
nuity contracts for both employer-sponsored retirement plans and
for voluntary pre-tax retirement savings on the part of individuals.
These plans are important to more than 6 million employees cov-
ered in one of 33,000 organizations sponsoring 403(b) plans. Na-
tionwide, these pension plans hold assets of $422 billion.

According to the current population survey, broad coverage in
403(b) retirement plans and public retirement systems results in
95 percent of full-time employees who work in higher education
having the option to participate in a retirement plan.This helps improve the overall coverage rate for women as well.
Women comprise a majority of 54 percent of TIAA/CREF partici-
pants, who are mostly in the higher education community. Women
comprise 74 percent of the work force in the public K-12 market-
place, another major 403(b) marketplace.

403(b) plans play a dual role, working as defined contribution,
money purchase, basic retirement plans, as well as encouraging-
employees to contribute their own additional savings. Retirement



plans in the higher education community seek to replace two-thirds
of pre-retirement income.

To reach this benchmark, higher education institutions make
substantial contributions, mo3t to at least 10 percent of pay, to
their employee's 403(b) plans. In fact, many colleges pay the full
cost of these plans. About one-third of the educational employers
sponsor a contributory pension plan with a dollar-for-dollar match
for each contribution the individual makes.

The average contribution to TIAA/CREF's basic pension plans
during 1997 was $5,866. The supplemental retirement annuities

"exclusively fund voluntary employee savings and had an average
premium in 1997 of $4,538.

Immediate vesting of both employer and employee contributions
available to almost all 403(b) encourages full pension portability.
This concept of portability remains a cornerstone of TIAAICREF, as
it has been since 1918.

Another longstanding principle that TIAA/CREF* strongly be-
lieves in is the importance of guaranteed lifetime income for par-
ticipants. In fact, 79 percent of our retirees choose a lifetime in-
come option.

Before participants start to save, they often ask a simple ques-
tion: how much can I contribute? The current answer is complex
and based on a maximum exclusion allowance, limited to the total
of 25 percent of pay, then further restricted by a $10,000 limit on
employee contributions that can sometimes be increased to $13,000
for a small group of long-service employees. So, as you can see,
403(b) plan contribution requirements are ripe for simplification.

The Retirement Savings Opportunity Act of 1999 represents an
important step forward. Several aspects of your bill will have a
positive impact on 403(b) plans. Allowing employees to make their
contributions to 403(b) retirement plans in a manner similar to the
tax treatment for Roth IRAs intr6-duces a new choice that can help
lower paid workers and will broaden the appeal of savings in a
403(b) plan.

Over the last 20 years, changes in the Tax Code have placed in-
creasingly lower dollar limits on employee-elective contributions to
403(b) annuities, due, in part, to the $9,500 cap on employee tax-
deferred savings.

Our participants' average annual voluntary contribution-the
number I mentioned earlier, $4,583 in 1997-did not increase in
real dollars from the amount being contributed 10 years ago.

Increasing the dollar limit under Section 402(g) to $15,000
should have a positive impact on savings. But for most TIAA/CREF
participants, the $4,150 limit that is based on the 25 percent of
compensation restricts the amount that they can save.

After paying for a child's education and a home, a family may fi-
nally be actually able to save for retirement. But a teacher who
could save more than 25 percent of his or her $30,000 salary can-
not contribute more than $7,500 unless Congress repeals the 25
percent limit, and the corresponding repeal of the maximum exclu-
sion allowance.

Finally, creating a new, broadly available savings catch-up provi-
sion is just simple good pension policy. Using an age requirement



assures that all employees have an opportunity to make up for
missed contributions during their early years of employment.

I want to thank you for the opportunity to testify. I would be
happy to respond to questions when that time comes.

The CHAIRMAN. Thank you, Mr. McCormack.
[The prepared statement of Mr. McCormack appears in the ap-

pendix.]
The CHAIRMAN. Now, Mr. Pool.

STATEMENT OF RAY POOL, ADMINISTRATOR, STATE OF OKLA-
HOMA DEFERRED COMPENSATION PLAN, OKLAHOMA CITY,
OK ON BEHALF OF THE NATIONAL ASSOCIATION OF GOV-
ERNMENT DEFERRED COMPENSATION ADMINISTRATORS,
LEXINGTON, KY
Mr. POOL. Thank you. Good morning, Mr. Chairman and mem-

bers of the committee. My name is Ray Pool. I art administrator
of the State of Oklahoma Deferred Compensation Program.

I am here today as chairman of the National Association of Gov-
ernment Deferred Compensation Administrators', NAGDA, legisla-
tive committee. Seated behind me are John Barry, assistant attor-
ney general for the State of Maryland and also a NAGDA board
member, and Susan White, NAGDA's legislative counsel.

NAGDA supports the legislation you are preparing to enhance
public and private employee retirement plans. We want to thank
you for your efforts to enhance public employee retirement plans
over the last several years as well. Most notably, for protecting
over $75 billion in employee assets in State and local government
457 programs, a necessary safeguard against municipal bankruptcy
or other workplace disruptions.

NAGDA members administer State and local government plans
that are regulated under Section 457 of the Internal Revenue Code.
Section 457 came about as a result of the Revenue Act of 1978,
which contained a provision for public employers to offer deferred
compensation programs. The provision was later codified into Sec-
tion 457 of the Internal Revenue Code.

These plans supplemental local and State defined benefit pro-
grams. They provide a convenient vehicle for public employees
across the country to save for retirement

A snapshot of membership would show that social workers, road
crew workers, fire fighters, police, all the way to Governors of
States, participate in these programs. These 457 plans are funded
by employees who contribute a portion of their salary into these de-
ferred compensation programs.

In a limited number of cases, we are seeing States also making
contributions and encouraging people to save for their retirement
through a match. In the State of Oklahoma, recently we introduced
a match program for anyone that saved for their retirement at any
level. The State would put in a nominal amount of $25 a month.
Over 2 years, this quadrupled participation in our State plan and
encouraged people, with that small amount, to make sure they
were financially secure for retirement.

States also implement educational programs that are aimed at
increasing employee contributions and educating participants about
their investment options. NAGDA, I am proud to say, is currently
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working with the International Foundation of Retirement Edu-
cation, a nonprofit organization, to provide standards and certifi-
cations for the professionals who work in the retirement arena.

It is important to remember that 457 plans are the only em-
ployer-sponsored retirement savings plans available to the majority
of public sector employees. Private sector 401(k)s are not allowed
in the public sector as a result of the Tax Reform Act of 1996. A
few States and local governments-who already had 401(k)s were
grandfathered in by the legislation.

457 and 401(k) differ in many ways. A few of the differences will
be illustrated shortly, but, first, I would like to mention some im-
portant measures that can be taken to enhance these plans.

One, would be increasing contribution limits. It will ensure em-
ployees that they are able to save to their maximum potential in
these tax-deferred savings environments.

Typically, what we see in our plans is people are raising families,
saving for college. They are not able to save at their maximum po-
tential. As they approach the retirement years and become empty-
nesters, that is when they start bumping up against the maximum
contribution limits. An increase in those limits would allow them
to save to their potential.

My written testimony provided to the committee outlines other
recommendations, but I just want to touch on two today. One,
would be to allow public employees to purchase service credits in
their defined benefit program with their defined contribution plan
dollars.

Remember, 457 plans supplement these defined benefit programs
and, at retirement, many times participants are eligible to pur-
chase additional service credits in the defined benefit programs.

Second, implement less restrictive rules for 457 retirement plans
to allow employees to change the time and amount of their retire-
ment distributions. An example best illustrates the dilemma some
of our 457 retirees face.

Let us assume a 457 retiree likes to receive $250 a month from
his plan. Under current law, they are prohibited from changing
that amount, even in the event of changing life circumstances such
as an unforeseeable increase in health insurance premiums.

Jn--c-iiparison, 401(k) and other retirees can adjust their dis-
tributions at any time, within certain parameters. NAGDA sup-
ports a change that would put government workers on a more
equal footing with employees in the private sector.

As mentioned earlier and talked about today, the rules for these
plans are different. In 457, there are no Federal excise tax pen-
alties for withdrawal prior to 59 and a half. You simply must retire
to be eligible to have access to your retirement funds.

This seems appropriate, since the public sector includes fire
fighters and police, many of whom retire prior to 59 and a half, and
need access to their retirement savings. 401(k) plans, in certain cir-
cumstances, impose the penalty for withdrawal prior to 59 and a
half.

In closing, Mr. Chairman and members of the committee,
NAGDA members realize the myriad of issues that must be ad-
dressed when changing these retirement plans.



We support the increase in contribution limits to public plans
and look forward to working with you and your staff on these and
other issues. We will continue to encourage public employees,
through education, to take responsibility for their future by partici-
pating in these deferred compensation plans.

The enhancements that your proposed legislation will provide,
along with other measures that are under consideration, should
move us toward our goal of a financially secure retirement for our
members. Thank you for the opportunity to testify today, and I will
be happy to answer questions when that time comes.

The CHAIRMAN. Thank you, Mr. Pool.
[The prepared statement of Mr. Pool appears in the appendix.]
The CHAIRMAN. Let me emphasize, the whole purpose of the leg-

islation and program is to provide retirement security. I think that
is a key issue for this country today, as people live longer, find
other expenses increasing, whether it is education, buying a house,
or whatever. So I do think it is a problem that needs to be ad-
dressed.

Now, some of you have mentioned the catch-up rule, which I
think has definite advantages, that at age 50 you can contribute
more. But I would like to get the reaction of all of you.

First, does the panel think that the step-up contribution is need-
ed? Should we limit this to people returning to the work force, like
women who take time off to care for children? Alternately, should
we limit this to only amounts that would have been contributed if
they had worked all the way through?

Mr. Fink?
Mr. FINK. Senator, in an ideal world you might try to make do

with precision. But if you do, I am afraid, again, you will confuse
people. So I think a simple, rough justice rule would be better. Just
to say, people after a certain age can contribute more. I do not
know how many taxpayers will save their returns to go back 10 or
15 years. So, I would argue for a simple age additional amount
rule.

The CHAIRMAN. Mr. Smail?
Mr. SMAIL. I would agree with Mr. Fink wholeheartedly, Mr.

Chairman. I think the easier you can keep this, the more you can
simplify it to make it easier for employers, employees and the serv-
ice providers to allow this type of provision, I think you get your
biggest bang for the buck.

The CHAiRmAN. Mr. McCormack?
Mr. MCCORMACK. I would agree. But I would also suggest that

there is probably a simple formula that you could apply. You could
take the age at which the contribution was missed, apply some rea-
sonable factor in terms of earnings, be it 6, 7, or 8 percent, and
then determine, at age 50, what it would cost to buy back that
prior service.

For example, a $2,000 contribution missed at age 30 would cost
you $9,000 at 8 percent at age 50. So you can keep some control
in terms of the amount of dollars that are actually being used in
the program that way.

The CHAIRMAN. That is an interesting suggestion. But that is
somewhat complex in itself, is it not?



Mr. MCCORMACK. Yes, it is a little bit. But it is really a basic
present value calculation based on 20 years of not participating at
8 percent for $2,000.

The CHAIRMAN. I am not sure I could figure it out.
Mr. Pool?
Mr. POOL. Chairman Roth, Section 457 plans currently contain

a catch-up provision. It allows for participants that are within 3
years of being eligible to retire to basically double, or contribute up
to $15,000 a year.

It is a cumbersome calculation. It is only allowed for contribu-
tions that they could have put in when they were eligible but, for
whatever reason, did not. We do see more and more people starting
to take advantage of that, but we would support a simpler formula
to come up with the catch-up amount.

The CHAIRMAN. Mr. McCormack, I will direct this at you, but I
would be interested in comments from others as well. 403(b) plans
are available for other tax-exempt organizations as well as edu-
cational institutions. In the Small Business Job Protection Act, we
permitted tax-exempt organizations to establish 401(k) plans.

Now, some have suggested that all these different types of plans
are too confusing and that the confusion stops employers from es-
tablishing retirement plans. Should we try to limit the number of
plans that are available to employers or maybe to employees, or do
different types of plans appeal to different kinds of groups that
make it desirable?

Mr. MCCORMACK. I think it is clear, from our vantage point, that
different types of plans appeal to different types of groups. In my
oral comments, I mentioned that we have had 80 years of success
with 403(b) programs in terms of establishing them and admin-
istering them.

I think there is a level of comfort on the part of employers in
terms of their responsibilities from an administrative standpoint
that they feel good about because, as you mentioned, there was a
provision recently enacted that would have allowed the educational
institutions to establish 401(k) programs.

To the best of my knowledge, not one single institution-cer-
tainly educational institutions that we deal with-changed from a
403(b) to a 401(k) program. There were absolutely none.

That, basically, is based on the history of having a successful
program for their employees under Section 403(b), a familiarity
with the 403(b) provisions. There would be tremendous disruption
and expense that would be incurred if those 33,000 programs had
to be changed to some other format. So I would say that the proof
is in the history.

The CHAIRMAN. Mr. Fink?
Mr. FINK. I guess I would slightly disagree with that. I think, if

we could ever have a clean piece of paper, it would be good to have
one universal DC plan, perhaps with a series of clianges different
organizations could adopt.

You might have one format. It may be hard to get that, but I
think it is a thing we ought to strive for. I might say, we are an
opposite example. That is my broad view on it, that we ought to
try to get them to look alike as much as possible.
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Just as an employer, I am president of a company. With the new
law change, we did change. I do not know what our plan was be-
fore. It was some kind of thrift savings plan. But when Congress
allowed 401(k) plans for nonprofits, as a trade group, we did it. So
we are a case of somebody who did switch over, to the benefit of
our company and our employees.

So I would say, I do not want to make a foolish consistency the
only touchstone, but the more consistency, the better, I think.

The CHAIRMAN. Thank you.
Mr. Smail?
Mr. SMAlL. I tend to agree with that. I am not sure wholesale

types of change are certainly necessary, but I do think that some
of the rules have grown up through the different types of organiza-
tions that sponsor the various plans. Sometimes there is not a
whole lot of rationale between what the limits are on 403(b) versus
401(k), versus 457.

So as long as it is not something that is onerous and requires a
lot of back-doing of systems and processes and things like that.
Again, if we could keep the word simplified in there, I think we
would be going in the right direction.

The CHAIRMAN. Mr. Pool?
Mr. POOL. We do support simplification. I think it would, as men-

tioned, be difficult to go from where we are now all of a sudden to
one universal plan. But we do support simplification and making
some of the rules more compatible, and that would include port-
ability between some of the plans as well.

The CHAIRMAN. Senator Moynihan?
Senator MOYNIHAN. Yes. Gentlemen, all. May I welcome, in par-

ticular, Mr. McCormack, who is a graduate of St. Bonaventure, who
looks after me. I noticed that these various places I taught, they
had this TIAAICREF. The next thing I know, I am on easy street.
Well, sort of. [Laughter.]

Mr. MCCORMACK. Thank you, Senator.
Senator MOYNIHAN. Almost, after 40 years, we have almost paid

off the mortgage on the farm which we bought for $10,000 in 1964.
The mortgage gradually rose to $80,000. I do not know how that
happened. [Laughter.]

The portability. I would just make the point, Mr. McCormack,
the Teachers' Insurance and Annuity was founded by Andrew Car-
negie as a nonprofit organization, and it transformed American

... ducation by enabling university and college teachers, professors,
to move anywhere they wished in the system.

They did not get caught in one organization. If their interests
changed, their talents were recognized, they could move. It has
been hugely important to American education. I mean, it is one of
those little hidden things that matters so much, for which we
thank you.

I would like to ask, as I mentioned earlier, Senator Kerrey and
I have proposed reducing the Social Security payroll tax and return
to a pay-as-you-go basis. In 1977, no one noticed this. We put So-
cial Security on a partially-funded basis, anticipating the things
you have been talking about in retirement. That budget surplus
as been used for heaven knows what for the last 22 years. It has

certainly not been used for Social Security.



Our proposal would return Social Security to a pay-as-you-go and
reduce by one percentage point both the employer and employee
payroll tax rate. It would be an $80 billion a year tax reduction.
Much of it, we think, would go into thrift savings plans, which
would be the idea that, over 60 years, or 50 years of employment,
starting very early-I mean, I got my Social Security card at age
16, a long time ago. It would have accumulated by now.

Some of our critics are saying that the cost of administering
small private accounts exceeds their benefits. I wonder if we could
have your collective judgment on that. I mean, you may not have
an answer.

Mr. Fink?
Mr. FINK. I think the administrative costs will be large, but the

cost when the Social Security system was set up in 1936, I am sure
some people said, boy, you will never administer it. You are going
to have every employer in the country that will have to disburse
money every payroll. So I think, like most things, it can be done
if the country wants to commit money to it. The government may
have to set up the railroad, but I think it can be done.

I might say, my own organization has taken a position on it that,
whether it is done or not, is really not a question we are experts
on. That is a public policy issue for the Congress.

But if you do it, I would recommend three things, Senator. One,
is you are going to need a massive public education campaign be-
cause for the first time tens of millions of people who never in-
vested are going to have to make investment decisions.

Second, you are going to have a good regulatory system, because
we have seen in other countries, when you partially privatize and
have not protected the public. I think the U.K. has had problems
that way.

Senator MOYNIHAN. Yes. We understand that.
Mr. FINK. Third, we would recommend that, while people start

in something like the thrift plan, after some time or dollar amount
they be able to opt out into private investments, as they do in IRAs
or 401(k)s. That would be my view, Senator.

Senator MOYNIHAN. Thank you. Perhaps you would follow that
up with a letter.

Mr. FINK. Certainly.
Mr. SMAIL. I think, obviously, that a little more time to study ex-

actly what the benefit versus the value of something like that
would be. But, on the surface, I would definitely be concerned with
the cost of administering small balance accounts for a large group
of people over a long period of time.

Senator MOYNIHAN. Does our thrift savings plan in the Federal
Government not do that pretty well?

Mr. SMAIL. Sure it does. I do not know what the contribution lev-
els are to something like that and the contribution levels of some-
thing like this, Senator.

Senator MOYNIHAN. Not that different, I do not think.
Well, Mr. McCormack, you are the expert.
Mr. MCCORMACK. Well, I do not know about expert. I think you

are in a unique position, however, in terms of the proposal to chal-
lenge the industry and basically have the industry come up with



a response that basically addresses the question of, can this be
done at a reasonable cost.

The Federal thrift program, I think, has worked pretty well. I do
not know how much of the reason it has worked real well is be-
cause of some-supplement going on through some Federal budget.

Senator MOYNIHAN. Do you not get a lot of small accounts from
high school teachers at Southern Tier.

Mr. MCCORMACK. We have a fair number of small accounts. We
have a fair number of fairly small institutions that have small pro-
grams as well. Yes, we have been very effective. We are still prob-
ably the lowest cost pension provider around. But that is why I
thinir challenging the industry to come to those kinds of expense
levels would be important.

Senator MOYNIHAN. Mr. Chairman, perhaps we could ask all four
of our witnesses if they could give us their comments in writing on
this subject. Not today. I mean, take the weekend to think about
it.

The CHAIRMAN. I think that would be helpful. Let me say, we
will keep the record open so that if people have additional ques-
tions beyond those they are able to offer, they will have the oppor-
tunity to do so. So we will keep the record open until 7:00 tonight.

Senator MOYNIHAN. Thank you, sir.
The CHAIRMAN. Senator Kerrey?
Senator KERREY. Thank you very much, Mr. Chairman. I am

going to continue along the line of questioning that Senator Moy-
nihan had. I like, in general terms, Mr. Chairman, what you are
trying to do with this legislation, a lot. Specifically, what we are
doing, in addition to improving the catch-up rules, is we are raising
the limit on 401(k)s.

I believe Mr. Yakoboski, who is going to be in the later, second
panel, says that right now people are not running up to their full
limit of 401(k). Indeed, one of the central questions for us is how
to best spend tax dollars.

Current pension deductions, net of taxes paid on that income, is
about $100 billion a year, against what Senator Moynihan is talk-
ing about, which is $80 billion a year, of some kind of defined con-
tribution for that lower wage worker. We get Treasury numbers
that show that about 60 percent of the work force only gets about
1.0 percent of that $100 billion, for obvious reasons.

I really am very much concerned about that 50 percent of the
work force, that lower half. I am looking at numbers right now in
Nebraska for roughly half of the work force.

I am not going to go through all these wage categories, but these
are very important jobs that need to be done. And if we are going
to keep the right trade policies and keep America competitive, we
have got to figure out a way for those individuals to get their share
of the American dream and acquire a little financial wealth and se-
curity. What we are hearing, instead, is people saying, it cannot be
done. It is too small of a contribution, it cannot be done. Adminis-
tratively a nightmare. Cannot be done. Too much education effort.

I must tell you, I buy my groceries from Hi-V in Omaha, Ne-
braska, and the check-out guy has got a 401(k) account. He knows
a lot better than I do the difference between a stock and a bond,
a high school graduate. So, especially when you look at the ease of



the thrift savings program at the Federal level, it is not a difficult
program to administer. Most of us who are elected to office hardly
are financial experts, otherwise we would not have run in the first
place.

So one of the things that, again, as I look at this thing, the high-
est benefit that I get in Social Security for half of my work force
in Nebraska is about $1,200 a month. Increasingly, they are taking
early retirement. 1.1 million of 1.3 million beneficiaries in 1997
took the old age benefit. It is not really a retirement benefit any
longer. They took it at 62, 63, 64. The reason is, if you live to be
72, you are money ahead than if you take it at 62.

Well, that means they take a 20 percent reduction off of that, so
they are getting $700 or $800 a month, tops. If you drop down into
the service industries, they are getting $400 or $500 a month. So
I think there is a real compelling need for the industry.

I hope that you will take the Chairman and the Vice Chairmani's
request here seriously. Help us solve this administrative problem.
We have got a wealth gap that is widening in America and it is
not good for liberal democracy to have that. It is going to threaten
our capacity to get Normal Trade Authority passed through this
Congress. There are all sorts of other problems that are going to
be created if we do not answer the question.

It may be that opponents of doing it inside the Social Security
system will win, and we do it outside the Social Security system.
But, either way, we are going to have relatively small accounts for
these lower wage workers.

I mean, if you are making $1,000 a month it is impossible to
bump up to the 401(k) limit now. You are just not going to do it.
I would appreciate, Mr. Fink, or Mr. Smail, you probably have
more experience in this, if you could comment as to why you think
people are not using the full limit of 401(k)s now.

I appreciate that we need to change the catch-up rules, but what
benefit will we get from raising the limit if one of the concerns that
we have got is half the work force out there right now is only using
only about 10 percent of the current benefits?

Mr. FINK. Well, Senator, I come more as an IRA expert. I will
not dodge the question. Let me answer, first, because IRAs are a
parallel situation. I think universality and simplicity, the IRA ex-
perience shows you can reach those people.

When we had universal simple IRAs, I think 75 percent of the
IRAs were contributed by people below $50,000, and each year the
income of people contributing dropped from $42,900, as I recall, to
$29,000, or probably would have dropped further.

But what you need, at least in the IRA market where it is indi-
vidual, not employer, is sustained advertising by financial institu-
tions, sustained media, and over time you will get more and more
lower paid.

It is not just a dollar issue, it is an educational issue. If we make
retirement savings a big deal in this country, you will reach more
people. But if we turn the spigot on, change the program, put it
back on, take it off, you will break that flow.

Senator KERREY. But people like me, I mean, I want to change
the law. And I think it is the only answer, by the way, to the most
rapidly growing mandatory program we have, Medicare, is to



change the law so people are less dependent, when they head to-
wards their nonworking retirement years, on the government for
income and health care needs. If you want to do that, it seems to
me you have got to start early.

You have really got to aggressively answer the question: how do
you make it work or that lower wage worker, who is very impor-
tant to this economy? They are very important for us. It is not like-
ly that the market, all by itself, is going to bid their wages up
much higher than they currently are.

Mr. FINK. Well, Senator, I tried to answer at least in the IRA ex-
perience, where it is direct, one-on-one, non-employer. I think if
you keep a program year after year, each year you will reach down
into more and more lower paid people.

Senator KERREY. Well, again, I take the Chairman and Senator
Moynihan's request seriously,;and I will ask the second panel to do
so as well, because what is making it possible right now, or making
it most difficult, is to take $80 billion a year-and we can go back
to pay-as-you-go today. We are generating in excess of $80 billion
a year surplus with the payroll tax. We could do it today. The big-
gest barrier is the education issue and the administrative costs of
small accounts.

So what is happening is, all these individuals who would benefit
from a generation of wealth are not going to benefit because we are
sitting here saying, administratively, we cannot figure out how to
do it, we cannot figure out how to educate them to be able to deter-
mine the difference between a stock and a bond.

The CHAIRMAN. Thank you, Senator Kerrey.
Senator Graham?
Senator GRAHAM. Thank yqu, Mr. Chairman. Thank you for hold-

ing this hearing, which I think raises the right question. The issue
is not Social Security reform, the issue is retirement security re-
form, recognizing that Social Security, as several of our panelists
have already mentioned, represents a foundation, but is not the to-
tality of what most Americans are going to be satisfied to live on
once they retire.

The numbers that I have heard are that most Americans can ex-
pect to get about 45 to 50 percent of their last level of earnings
through Social Security. If they wish to retire at a higher percent-
age of their last earnings, let us say 75 percent, then they have to
have a plan to supplement Social Security in the range of 25 to 30
percent.

Using those numbers as our standard, what proportion of Ameri-
cans today are in a program which will supplement their Social Se-
curity to the point that they would be able to retire at 75 to 80 per-
cent of their last earnings?

Mr. MCCORMACK. Certainly in our case, we know that 95 percent
of the people in the higher education community are eligible to par-
ticipate in retirement programs. Two-thirds of those retirement
programs are paid for by employers.

Senator GRAHAM. The question I am asking is a somewhat more
macro question. If our goal is to provide Americans with the oppor-
tunity to have a foundation in a defined benefit plan called Social
Security that will provide them approximately 45 to 50 percent of
their last earnings, and then on top of that we want to give them



a series of inducements and encouragements to take self action, ei-
ther through private savings or in cooperation with their employer,
to be able to supplement Social Security to the point that they can
retire at 75 to 80 percent of their final earnings, what proportion
of Americans today have a plan in effect which will provide that-
25 to 30 percent, beyond Social Security, of final income?

Mr. MCCORMACK. I do not know.
Mr. SMAIL. I am not sure exactly what that number is, Senator.
Mr. FINK. I do not know the exact number, but I know it has

been a constant problem going all the way back to ERISA. And I
am going to make up a number, that something like half the work
force, as I remember, does not have supplemental retirement. I do
not know if it is 40 percent or 50 percent, but a large percentage
does not.

Senator GRAHAM. Well, it seems to me that looking at the inter-
play between Social Security and those other forms of retirement,
that it is critical that we, first, have some idea of how close we are
to achieving that goal, and then how many Americans are taking
advantage of those. And if there is a significant gap-and I suspect
there is-then what can we do in terms of public policy to make
it more attractive for Americans to take self-help, either individ-
ually or. in cooperation with their employers. Yes?

Mr. FINK. Senator, I sound like a broken record. I think we found
two devices that work. I think a universal IRA reaches people, and
I think the new simple plan. I think the hard nut is the small em-
ployer, which has tended over the years not to install a plan.

The simple seems to have been the first device that I am aware
of that seems to be getting those small employers to install plans.
That may be much smaller than you are looking for, but I think
they are two devices that I think history would show have worked
andought to be encouraged.

Senator GRAHAM. Who has done some empirical research on this
question of, what are Americans doing to supplement Social Secu-
rity in order to have a retirement income which is what most peo-
ple set as their goal in the 75 to 80 percent of last earnings level?

Mr. FINK. I would suspect the Department of Labor, probably
arms of the government have it. I think we could probably provide
it based on other sources. I do not know if we on our own do it,
but I think we can provide it.

Mr. SMAIL. I also think, Senator, the Employee Benefit Research
Institute, EBRI, has done some work in that regard. I am not ex-
actly familiar with what the research shows, but I know they have
done some analysis around that and we would be happy to get that
to the committee as well.

Senator GRAHAM. Let me take that broad question and narrow
it to a specific, immediate focus. That is, the President's proposal
for a universal savings account. The concept is to create another
encouragement through Federal participation for Americans to
save. There are concerns, some of which are those that have been
expressed already by Senator Moynihan and Senator Kerrey's pro-
posal relative to the administrative costs of large numbers of rel-
atively small accounts.

There also is concern about the unintended consequence of dis-
couraging small businesses, which currently have a retirement sys-
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tem, to continue if they are able to save; I do not need to provide
this savings vehicle because now we have the Federal Government
with this universal savings account doing it.

Mr. Smail, do you have any comments about the President's pro-
posal, and maybe any variations on his proposal that might better
achieve the objective of increased savings, and therefore security,
in retirement?

Mr. SMAIL. Senator, I am sorry. I have not read that proposal in
a great amount of detail to the point where I think I can offer any-
thing that is qualified in that regard.

Mr. MCCORMACK. I would just offer a comment. It goes back to
the numbers you mentioned earlier, that I think are probably rath-
er conservative. One of the things that we have always tried to
focus on in terms of designing programs was to make sure that the
lower paid people had a higher percentage of their final years'
earning than the moderate or higher-paid people.

Consequently, anything that can be done that is going to give a
lower paid person a greater supplement in retirement over and
above Social Security, the better off that individual is going to be
and the more likely they are going to be able to maintain their
standard of living. I think it is important just to recognize the dif-
ference between percentage returns.

Senator GRAHAM. Thank you, Mr. Chairman.
The CHAIRMAN. Thank you, Senator Graham.
Senator Baucus?
Senator BAUCUS. Thank you, Mr. Chairman.
This is a very important hearing. Obviously, we want to increase

personal savings rates. I have two general, broad questions. First,
and it has been touched on by most members here, I am very con-
cerned that, for some people in this country, savings for retirement
is much less of an option than it is for others. The some I am talk-
ing about are middle and lower income people and people who work
for small business.

I think the national figure is that 20 percent of employees who
work for small business do not have a pension plan. My guess is,
in a State like Montana, it is a lot less. I would guess it is about
1 in 10 employees who work for small business have a pension
plan.

There are States like mine, which Pre small business States. We
do not have big business. We do not have a Motorola plant, we do
not have a HP plant, we do not have a Citibank operation. We are
just a bunch of small, little businesses in my State. There are a lot
of other communities like that in the country. I am wondering, and
I would like you to dig a little more deeply, and tell me how those
people are able to save.

It is nice to increase limits for people who already can afford it,
but I think a lot of people at the lower end of the private saving
side just do not have the income right now to save. And we also
in a very consumptive society at the moment.

Second, on the pension side, the administrative costs of starting
up a pension plan are very high, the top-heavy rules are quite dif-
ficult. Two suggestions that I have that direct small business and
potential pension plans for small business, and I think the admin.-
istration may have proposed it too, is a credit for the administra-



tive costs for starting up pension plans, particularly for small busi-
ness, maybe.

Second, is another credit for small business employers who
match their employees' contribution as an incentive, up to certain
limits. I am wondering whether that would make any difference.

So I would just appreciate it, whoever wants to take a crack at
it and thinks e has a good answer, to advise us as to how we can
tailor our retirement programs to include more small business em-
ployees, particularly on the pension side.

Mr. SMAIL. I have got a couple of thoughts I may be able to share
with you. I think a lot of progress, Senator, is being made in the
area of the small market end of the business, if you will. I do think,
though, the numbers are not anywhere near where they need to be,
I believe, on the small end of the market. It is probably in the vi-
cinity of 18 to 20 percent of small employees offer a retirement
plan, as opposed to 98 or 99 percent of the very large end, the top
corporations in the country.

I think some of the focus on the small end of the market that
would help, things like a continuing relaxation of some of the oner-
ous rules that we have talked about here, like the top-heavy rules,
anti-discrimination testing rules, things like that, will continue to
allow employees, if it is a simple plan, if it is relatively inexpensive
to administer, a small corporation will start up a new plan.

I think, in addition to that, there are other ideas that those of
us in the industry are thinking about every day. For instance, we
are coming out with a product that is going to be a very, very low-
cost, simple administration plan that is offered exclusively over the
Internet.

So for a relatively small, small amount of money, we can com-
pletely set up a fully bundled product to the small end of the mar-
ket and make something very attractive to them, where in the past
it has not been made available.

I think your idea about a credit for employers who start plans
and make a matching contribution is very, very intriguing, quite
honestly. The single biggest ingredient to getting participants to
join plans, is the availability of a company match. So I think that
is a very, very key point.

Senator BAUCUS. Thank you. And my second question is, why are
we not saving as Americans? I mean, it is interesting. There is a
chart here. In 1980, our personal saving rate, as a percent of GDP,
was 6 percent, American. Now it is zero. It has been negative the
last 2 months.

In 1980, I remember sitting in this committee, the supply side
economics, it is going to increase savings. The actual results were
the opposite: it has decreased savings. I will not say it has de-
creased savings, but savings have decreased in America down to
zero, and it has been negative the last several months.

So what is going on here? We talk about increasing the amounts,
we talk about catch-up rules, and all that, and our qualification,
because we want to save. But the experience in our country is that
we are not saving.

I think part of it is because some Americans just do not have
money to save, and part of it is they want to spend it for current
consumption, not salt it away. Even though, and we talked about
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this earlier, the private savings availability is not being used, and
the 401(k) ability is not being used totally, as near as much as it
could be in America today.

So why are we not saving? I mean, this is a bit surrealistic, this
whole conversation. What is going on here? We keep talking about
this subject and all these incentives to save.

The Joint Tax Committee did a great study on this and said the
data was inconclusive, whether all the things we do have any effect
on saving. We know it is inconclusive. We also know that, for what-
ever reason, private saving has gone down.

Does it not make sense for us to kind of ask this basic question,
to some degree, and try to answer it as a basic question before we
decide how we are going to change the law here?

Mr. POOL. Senator, I think there are actually probably many an-
swers and many opinions on that subject. I think, clearly, people
feel like they cannot afford to save, so many millions of Americans.

I also think there is some perception, at least of some Americans,
that they feel like someone will come in and take care of them at
the end, so they get into this conception of-

Senator BAUCUS. On that, let me just carry on that. All around
my State, people have very little faith that that is going to happen.
In fact, they think the opposite is going to happen. They think that
Social Security, forget it, it is not going to be there when they re-
tire. There is not anybody coming in, at least at the Federal level,
to save them.

Mr. POOL. I would agree that you do see less and less of that.
I think part of the problem is the education, educating people that
they are going to need something more than Social Security, what-
ever amount that may be, or their defined benefit program, if they
have one, through their employer.

Going back to your comment, though, on the match, I certainly
do not know if a credit for a match would work for employers. I
am not qualified to speak about that area. But I do have some ex-
perience with a nominal match in a program that, in less than a
year, more than quadrupled the savings for the lower income end
of our population.

So, as far as some type of incentive to get people to save for their
retirement, it does not have to be a lot, but just something to let
them know that they are putting up some of their money, but their
employer is also helping them out as well.

Senator BAUCUS. I read an interesting article on this subject, it
was in The New Yorker about three, four, or five weeks ago. As I
recall, the basic conclusion, and the answer to my question, is it
is partly just that the Americans like to keep up with the Joneses,
they like to spend.

Second, and this is a minor part but I thought was more honest
than a lot of stuff I have generally heard on the subject, is people
see all these TV commercials, and all TV commercials are all
upscale, living rooms, bathrooms, kitchens. People think, that is
part of America, so I have got to have that, too. So people like to
spend.

It is a society today where people tend to want to live in the
present, I think, more than at other time. And the Depression
generation is no. longer with us as much any more. Boy, my father,
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he did not borrow anything. He earned it and he saved. He knew
that sometimes you have to in life. Someone else said that human
experience is based on 70-year cycles.

History repeats itself basically every 70 years, so we have to go
through maybe a huge correction in the market, or something, just
to knock some sense into people's heads a little bit; oh, yes. I guess
I had better save a little bit. I do not know. But I just think it is
important to try to answer that question the best we possibly can.

Thank you, Mr. Chairman.
The CHAIRMAN. Thank you, Senator Baucus.
Well, that brings, us to the end of this panel. I want to thank

each of you for your contribution. We will submit further questions.
And we would like to work further with you because I think we

have to find some answers to the questions that have been raised
by the panel.

Thank you very much for being here today.
Senator MoYmII1AN. Thank you, gentlemen.
The CHAIRMAN. It is now my pleasure to introduce our second

panel. First, we will hear from Mr. Joseph Votava, a certified fi-
nancial planner who is a partner in the Rochester, New York law
firm of Nixon, Hargrave, Devans & Doyle. He will discuss issues
that an individual confronts when determining how to structure his
or her financial future.

Next, we are very pleased to have Paula Calimafde, an attorney
and small business advisor in Bethesda, Maryland, on behalf of the
Small Business Council and the American Society of Actuaries,
who will discuss how a small business decides whether to offer a
retirement plan for employees.

Finally, Dr. Paul Yakoboski will give an historical overview of
participation in the various retirement savings vehicles.

We would ask you each to limit your statement to five minutes.
Your full statement will, of course, be included.

We will start with you, Mr. Votava.

STATEMENT OF G. JOSEPH VOTAVA, ESQ., CPA/PFS, NIXON,
HARGRAVE, DEVANS & DOYLE, LLP, ROCHESTER, NY

Mr. VOTAVA. Thank you very much, Mr. Chairman and members
of the committee. My name is Joe Votava and I serve as a volun-
teer president for the International Association for Financial Plan-
ning, the IAFP.

I practice as an attorney, but also possess a CPA background, as
well as a certified financial planner licensee, and I manage a finan-
cial planning practice at the law firm of Nixon, Hargrave, Devans
& Doyle in Rochester, New York.

I appreciate very much this opportunity to testify on savings and
investment issues. It is an extremely important issue for those fol-
lowing, or at the end, of the baby boom. Your initiatives are impor-
tant to the future of the financial health of all Americans.

The IAFP is the Nation's oldest and largest organization of pro-
fessionals who believe that the financial planning process is the
foundation for smart decision making. Our organization comprises
more than 17,000 members that use this process to help over 1.5
million Americans achieve their life goals.
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A primary goal, is savings for retirement. IAFP strongly supports
incentives which encourage Americans to increase their personal
savings. We believe that public policy should enhance opportunities
for Americans to meet their financial goals through their own ini-
tiatives and prudence.

Tax and economic policy should promote savings, investment,
capital formation, and a vigorous free enterprise system. The need
for motivation to address the issues of savings cannot be underesti-
mated.

Our organization regularly conducts studies of Americans' atti-
tudes and concerns about financial matters and has found that re-
tirement planning is one of the most misunderstand needs for most
families. Far too few are ir vesting sufficient dollars to secure their
retirement.

This is true, in part, because of the current limits on contribu-
tions to tax-deferred vehicles, limits that are often well below the
amount many people should be saving to retire comfortably.

This problem is exacerbated by the confusion over the many
rules and restrictions governing the diverse vehicles currently
available for retirement planning. As traditional pension plans
have given way to a variety of self-funded plans, financial advisors
have seen that their clients at all income levels are uncertain about
how to best invest for retirement.

These clients repeatedly ask, how much should I save? What are
the differences between the various IRAs? What are the contribu-
tion limits? Can they save through an employer-sponsored plan and
also an IRA? What are the risks and opportunities of the invest-
ment options available through these plans?

We understand that Senator Roth plans to introduce legislation
that would address some of these problems. We also understand
that this legislation would eliminate some of these problems.

The restrictions on participation and contributions to IRAs, Roth
IRAs, 401(k) plans, and other retirement savings options are very
important. The IAFP strongly supports such changes as a much-
needed catalyst for individuals to begin to save more of their own
earnings.

IAFP is also concerned about the high percentage of Americans
who appear to be over-confident about their preparedness for re-
tirement. Our recent study suggests that most people who say that
they are confident of their ability to support themselves in retire-
ment have not done the planning necessary to know whether their
current rate of savings is sufficient, especially in view of the many
expenses that can reduce the savings of middle-aged adults as they
approach retirement, such as children's college education costs, or
the long-term care of a parent or another loved one.

Today, the challenge of retirement planning is underscored by
the fact that our retirement years are likely to be dramatically
longer than were our parents'. This is true not only because we are
living longer, but also because most of us hope to retire earlier.

One recent IAFP study conducted by the Wirthlin Group found
that more than 70 percent of Americans with household incomes of
at least $30,000 expect to retire before the traditional age of 65.



This same study found that, even among families that say they
have planned for financial retirement, only 44 percent of those with
children under age 18 are saving for their children's education.

More important, fewer than 1 in every 10 Americans with at
least $30,000 in household income have developed a comprehensive
goal-oriented financial plan, either with the help of a financial ad-
visor or on their own. These findings suggest that millions of Amer-
icans have worthy financial goals, but are not taking the steps to
achieve them.

While employer-sponsored plans like the 401(k) make it easy to
save for retirement through payroll deductions, too few Americans
understand the vital importance of financial planning to realisti-
cally determine the amount of savings and type of investments that
will help them achieve their life goals.

Financial advisors find that many people see their participation
in the 401(k) as equivalent to enrollment in the employer pension
plans in the past. But in most cases, the amount they are currently
saving is grossly inadequate to meet their lifestyle needs.

The International Association for Financial Planning is convinced
-that every American needs to understand that planning does pay

off. The right approach to planning, aided by practical initiatives
like those proposed by Senator Roth, will go a long way towards-
preparing this and future generations for a more secure retirement.

Thank you for inviting me to speak to you today about these very
important issues.

The CHAIRMAN. Thank you.
[The prepared statement of Mr. Votava appears in the appendix.]
The CHAIRMAN. Ms. Calimafde?

STATEMENT OF PAULA CALIMAFDE, ESQ., PALEY, ROTHMAN,
GOLDSTEIN, ROSENBERG & COOPER, BETHESDA, MD, ON BE-
HALF OF THE SMALL BUSINESS COUNCIL OF AMERICA,
WASHINGTON DC, AND THE AMERICAN SOCIETY OF PEN-
SION ACTUARIES, ARLINGTON, VA

-Ms. CALIMAFDE. It is a privilege to be here this morning. I am
representing the Small Business Council of America, the Small
Business Legislative Council, ASPA, and the Profit-Sharing 401(k)
Council.

I am a practicing tax attorney and I specialize in the qualified
retirement plan area, and have been doing it for more than 20
years. I work with small businesses and I work with them to de-
sign, and I actually draft, retirement plans, which means that I ac-
tually have to work with these rules, such as the top-heavy rules,
the 401(k) anti-discrimination rules, on an almost daily basis.

I am the chair of the Small Business Council of America. I am
a member of the board of directors of the Small Business Legisla-
tive Council. I was a commissioner of Payroll Costs at the 1986
White House conference on small business, which covered retire-
ment plans.

I was a Presidential delegate at the 1995 White House con-
ference on small business and worked on the retirement plan
issues. I was a delegate appointed by Senator Lott to the National
Summit on Retirement Savings this summer here in Washington.
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Today, you have asked me to discuss what factors are taken into
account by small business to determine whether to sponsor a re-
tirement plan or not. Fundamentally, small business owners, and
quite often the key employees of the business, undertake a cost
benefit analysis.

They assess the costs. They look to the cost of administration,
they look to the cost of mandatory contributions such as those in
the top-heavy rule, they look to the internal time factor, what will
be lost, in sponsoring a retirement plan.

Then they assess the benefits. How much will the retirement
benefit be appreciated by the staff employees? How much will the
key employees be allowed to save? Then the factor in the profit-
ability of the business, the stability of the business.

They factor in whether the employees even want a retirement
benefit. Sometimes they find the employees prefer cash, more com-
pany contributions toward health insurance. They do not value the
retirement plan contribution. All these things come into their deci-
sion making factor process, and then they decide whether they
should sponsor the retirement plan or not.

I would say, in the last 15 years or so, the cost benefit analysis
was out of whack. The costs were too high, the benefits were too
low. In the last 3 years or so, Congress has taken active steps to
reverse that process, that cost benefit analysis, and you reversed
the devastating retirement laws that were taking place in the mid-
1970's and 1980's. These laws literally left small business out of
the retirement plan system.

Why is this issue so critical? Well, clearly, small business is
where all the new jobs are. It appears it is where the retirement
coverage is lowest. So, clearly, we have got to work on the small
business area.

You hear statistics that 80 percent of the workers employed by
small business-and this is usually considered companies with
fewer than 100 employees-do not have retirement coverage. I per-
sonally do not think I believe that statistic.

I think it is out of line. It is not taking into account the last two
pieces of legislation Congress enacted, which were very positive. So,
for instance, those numbers would not take into account any of the
people-covered by simple, it would not take into account the grow-
ing popularity of the 401(k) plan.

As I mentioned to you, the last two bills passed by Congress
began pension reform and simplification in earnest. We believe a
bill which combined the new Roth bill, the Graham-Grassley bill,
and Portman-Cardin, would revitalize the retirement plan system
for small business and would dramatically increase access to the
system for small business.

I want to give you an example of this. The 401(k) plan is cher-
ished by employees. The energy generated by a 401(k) plan is noth-
ing short of astounding. Unless you are around it and you see it,
you really cannot believe it.

We put one into our law firm 8 years go, and I am always sur-
prised to hear employees in the hallway talking about how much
they are putting into the plan, talking about what investments
they are in, talking about, are their statements understandable.



It is clearly a tremendous savings vehicle and they are really
into it, and enjoy it. In fact, prospective employees often will ask
small businesses, do you have a 401(k)_plan? That is how impor-
tant it is to employees today.

Recognizing that many small businesses did not want to go into
the 401(k) area because of the 401(k) discrimination testing, Con-
gress passed the 401(k) safe harbor rules a couple of years back.
We believe that these rules will go a very long way towards making
the 401(k) plan even more popular with small business.

Basically, these rules provide that the company either has to
make a 3 percent contribution on behalf of every non-highly com-
pensated employed, or there has to be some prescribed match in
order to get out of the 401(k) testing.

Unfortunately, IRS has just put a significant road block to adopt-
ing the safe harbor this year for many small businesses. Back in
November, they came out with a notice which said small businesses
must give written notice to their employees by March 1. It is a very
extensive notice, and I do not believe most small businesses will
even know that they are supposed to give notice by March 1, so
they are going to miss the safe harbor this year.

If you think about it for a minute, the notice, in the context of
the 3 percent mandatory contribution, is sort of meaningless. It is
not going to change anyone's behavior. So, -I am hoping IRS will
loosen that standard.

Let us turn to this year. The Roth bill, by increasing the $10,000
limit up to $15,000, would be a very welcome change. I heard Sen-
ator Baucus say people are not going up to the $10,000 limit. I
guess, if you look at all the data out there, that is probably true.
But I can tell you, in my office alone, every year for the last three
or 4 years I have had employees say, I cannot go above $10,000?
And these are staff employees, not highly compensated employees.

Senator MOYNiHAN. I wonder if we could keep to our five-minute
rule. Senator Roth will be back and will be very interested to hear
what you have to say about the Roth legislation.

Ms. CALIMAFDE. All right. Then do you want me just to close
quickly here?

Senator MoYNIHAN. Yes.-
Ms. CALIMAFDE. All right. The changes in the Graham-Grassley

and Portman-Cardin bill, in the small business area,-would greatly
help in the top-heavy area of the 401(k) plan.

The Roth-plus concept in the 401(k) area, I think, would be really
embraced by small business and I think it is a dramatic improve-
ment. And the catch-up provisions would greatly assist small busi-
ness in this area, because I have a feeling their employees are
older than most of the rest of the labor pool.

I could apply this kind of analysis to almost any.change con-
templated in the Graham-Grassley and in the Roth bills, and could
show you how it really assists small business.

[The prepared statement of Ms. Calimafde appears in the appen-
dix.]

Senator MoYNIHAN. Fine. Why do we not just leave it there and
go to Dr. Yakoboski.
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STATEMENT OF PAUL YAKOBOSKI, Ph.D., SENIOR RESEARCH
ASSOCIATE, EMPLOYEE BENEFIT RESEARCH INSTITUTE, BE-
THESDA, MD
Dr. YAKOBOSKI. Thank you. I am pleased to appear before you

this morning to discuss issues regarding worker's saving behavior
and 401(k) plans, in particular, the contribution levels and account
accumulations.

I am with the Employee Benefit Research Institute, a non-
partisan public policy research organization based here in Wash-
ington.EBRI has been committed, since its founding in 1978, to the ac-

curate statistical analysis of economic security issues. Through our
research, we strive to contribute to the formulation of effective and
responsible health and retirement policies. Consistent with our
mission, we do not lobby or advocate specific policy recommenda-
tions.

Are covered workers taking full advantage of the savings oppor-
tunities presented by their 401(k) plans? Are they contributing the
maximum amount permitted to their 401(k) account? What deter-
mines the amount that they do contribute?

Our research indicates that most workers with a 401(k) plan do
not contribute the maximum amount permitted to their plan .At
the same time, our research provides stark evidence of the effect
that plan features, such as matching provisions and legal limits,
can have on workers' decisions regarding their contribution levels.

Findings indicate that older workers have their contributions
constrained by maximum limits, be they plan-specific or legal lim-
its, probably because they tend to be more focused or retirement
and, thus, more likely to contribute at higher levels.

Many younger workers recognize the value of the employer
match in their plan and contribute just enough to take full advan-
tage of that match feature, but no more.

As an example, in one plan we studied, the younger the partici-
pant, the more likely he or she was to contribute just enough to
receive the full company match. Close to 30 percent of workers in
their 20's in this plan contributed that amount, compared with 21
percent for those in their 40's, and 10 percent for those 60 and
older.

At the same time, as ages increased, there was a sizeable in-
crease in the portion of participants maxxing out in their contribu-
tion rate. Forty-one percent of participants aged 20-

Senator MOYNIHAN. Sir, you surely do not categorize that as a
new finding of social science, do you, that young people do not
think much about old age?

Dr. YAKOBOSKI. Would I characterize it as new or surprising? No.
Senator MOYNIHAN. All right.
Dr. YAKOBOSKI. At the same time, as ages increase, there was a

sizeable increase in the proportion of participants maxxing out in
their contribution rate. Forty-one percent of participants ages 20-
39 contributed the maximum amount permissible, compared with
44 percent of participants in their 40's, 58 percent for those in their
50's, and 62 percent for those 60 and older.

Plan features also appear to interact with worker earnings in de-
termining contribution levels. Lower earning participants are more
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likely to contribute the maximum amount that is matched, taking
advantage of all the free money that is available in their plan.
Higher earners are more likely to contribute the maximum amount
allowed by the plan, or the Tax Code.

These findings indicate that, while legal and plan-specific con-
tribution limits do not constrain most plan participants, they do
constrain the amount that some individuals, particularly older indi-
viduals, actually save for retirement through their 401(k) plan at
a point in time when many are just focusing on the need to save.Thi leads to the question, how much are workoArs accumulating
in their 401(k) accounts? The average account balance for all 401(k)
participants is roughly $37,000. The median balance is $11,600.

Reported account balances do not reflect additional retirement
savings that individuals may have in predecessor plans or rolled
over into IRAs, nor do the balances indicate what savings would be
in a "mature" 401(k) program.

Nearly one-half of the participants have account balances with
their current employer of less than $10,000, while nearly 10 per-
cent have balances in excess of $100,000. Those individuals with
balances of less than $10,000 are primarily young workers or work-
ers with short tenure with their current employer.

In contrast, those with balances in excess of $100,000 are older
workers with long tenure. Approximately 1 out of every 4 partici-
pants in his or her 60's has an account balance with their current
employer in excess of-$100,000. Similarly, 31 percent of partici-
ants with 20 or more years of tenure with their current employer
ad balances in excess of $100,000.
The average balances of older workers with longer tenure at one

employer indicate that a mature 401(k) plan program will produce
substantial account balances. For example, an individual in their
60's with at least 30 years of tenure have average balances in ex-
cess of $156,000.

With that, I will conclude my oral comments. Thank you very
much.

[The prepared statement of Dr. Yakoboski appears in the appen-
dix.]

The CHAIRMAN. Thank you. I apologize. I got a telephone call T
had to answer, so I missed much of your testimony. I hate to miss
testimony, particularly when it; is favorable.

Senator MOYNiHAN. Well, Ms. Calimafde was saying something
about the Roth IRA. I said she could repeat it.

The CHAIRMAN. Thank you, Pat.
My first question is for Mr. Votava. We had previously heard tes-

timony that there was an increase in savings due to the Roth IRA.
Did financial planners experience an increase of business during
the last year with the new availability of the Roth IRA? Do you
think the level of complexity has made people too confused to start
using these savings vehicles? And do you believe that the proposed
changes to the rules on limitations on savings vehicles will mean
that people will save more?

One further comment I receive every once in a while is that peo-
ple are very nervous that we will do what we did in the 1980's, we
went ahead with it and then we canceled out the IRA for many.
Has that had a significant impact today?

59-370 00-2
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Mr. VOTAVA. First of all,.yes. The introduction of the Roth IRA
and all of the media hype that came along with that really did en-
courage many clients to come forth and ask questions and begin to
participate in the process.

Unfortunately, due to the complexity of the integration with em-
ployer plans and the various income limits, many of these folks
were not able to secure more than perhaps one of the incentive ac-
counts. So, finally, after a lot of discussion and working through
the complex rules, you find that it has a fairly limited applicability
to their situation.

Needing easier access to savings is clearly the path that' needs
to be followed. Simpler rules for individuals to understand what
applies to them would be very, very helpful. Simpler access, by
using employer-sponsored plans to facilitate payroll withholding
and so forth, would be very, very helpful. People need a simpler ap-
proach.

The increase in limits, while very necessary because it is very
easy when you run the calculations to see the difference between
the gap of what ocial Security will provide and what will be need-
ed, clearly, more savings is needed. Will the increased limits them-
selves motivate people? That is difficult.

We find that, really, what motivates people is a true under-
standing of their picture, a true understanding of what it is they
have, how much they are saving in relation to how much they are
spending, and getting that equation in order as they go forward.
That is an education process which needs to be applied next to the
tools, the tools being the various accounts, in order to bring the de-
sired result.

The CHAIRMAN. Thank you.
My next question. I note with much concern the fact that employ-

ees who work for small businesses are much less likely, as you
point out, to be covered by pension plans. But, Ms. Calimafde, in
your testimony you noted that there were many issues that made
it less likely to establish a retirement savings plan. What impact
do you think would result from increase of the 401(k) limits and
the SIMPLE plan?

Ms. CALIMAFDE. I think that it would be very beneficial. I was
explaining the cost benefit analysis. When the costs are too much
and the benefits are perceived as too low, a company will not go
with it.

The 401(k) plan is so popular, employees are constantly bumping
up against the $10,000 limit. And when I say employees, I do not
mean just highly compensated employees. Very often, you will see
couples who both are working, and they will make a decision that
one of the spouses, they want a lot of that spouse's income shel-
tered in the 401(k) plan. So you would be surprised who is saving
in these 401(k) plans.

And an increase up to $15,000, I think a lot of these people
would do it, and be happy-tQ do it. I think it needs to be coupled
with an increase in the defined contribution limit, which is set
forth in Portman-Cardin, and I think maybe will be in Graham-
Grassley, because you do not want to increase what the employee
can put in, and then the employer cannot put in as much as they
would have put in.



I think, in the simple area, the simple plan looks like it is work-
ing. So if you increase the limit, I do not-see any reason why it
would not even be more beneficial. I think it is important to keep
the 401(k) and simple in line with each other, because you do not
want the simple to be considered better than the 401(k).

The CHAIRMAN. Thank you.
Senator Moynihan?
Senator MOYNIHAN. First of all, thanks to this panel. It has been

very helpful.
Just one note. Dr. Podoff, who works for the committee staff, as

you know, handed me a note that says, the thrift savings board for
the Federal Government reports administrative costs of one-tenth
of a percentage point, but they readily admit that the costly work,
distributing forms, providing information, is done by personnel of-
fices of the respective agencies. So, there is a Federal subsidy in
there, but how big, we probably could find out._

Could I ask a question'? First of all, welcome to a graduate of Si-
enna College.

Mr. VOTAVA. Thank you, Senator.
Senator MOYNIHAN. You were much closer to St. Bonaventure,

but you probably wanted to venture forward all the way to Albany.
And of Nixon, Hargrave, Devans & Doyle in Rochester. I have
friends that work there.

You said, Mr. Votava, that a recent study done for you by the
Wirthlin Group found that more than 70 percent of Americans with
household incomes of at least $30,000 expect to retire before the
traditional retirement age of 65. Indeed, we find in Social Security,
that 75 percent will have taken benefits before age 65, as I am sure
Dr. Yakoboski knows.

Why is that? Is it, you just do not want to work in the mine any
more, or you have that house in Phoenix, or both? It is obviously
a mix of things. Could I ask all three of you what you think, be-
cause it is a very important question. If things are so difficult for
the older citizens, why are they retiring so early? Did I say Phoe-
nix? I meant Florida. [Laughter.]

Senator GRAHAM. It is acceptable for some to go to Phoenix.
[Laughter.]

Dr. YAKOBOSKI. I would like to answer that by saying that the
finding is really that 70 percent of Americans expect to retire, not
that they can retire. When clients first come into our office and we
sit down and we develop the expectation, I want to take an early
retirement, I want to get out of the mines, that is their expectation.
They see these things on television, they see the ads. They expect
a lifestyle of a condo in Phoenix up here, because it appeared for
those ahead of them.

That is why I started my own testimony by describing the real
problem of those either in the middle or behind the baby boom, be-
cause I can tell you that those in the front of it, from a financial
point of view, have done reasonably well without any planning;
their houses appreciated, their portfolios appreciated.

Those that come behind do not enjoy that same rise of money
and power around them. They have to sit down and realistically do
the math. And when you do that with them, you find very quickly
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that they cannot retire before age 65. In fact, the charts will show
you you must work to age 85 in order to provide enough savings.

Senator MOYNIHAN. And yet, sir, and let me ask the other mem-
bers in my limited time, they do retire on Social Security. I mean,
that is a fact. Hard-headed-Nixon, Hargrave might say you ought
not, but they do.

Ms. CALIMAFDE. I am not an expert in this area. The clients I
work with, people I am around, are not retiring early. In fact, peo-
ple seem to be working forever. I do not know how they can retire.
So I would be interested in that, too. Did they retire too early with-
out sufficient savings?

Senator MOYNIHAN. In Social Security, as I noted, 75 percent of
recipients retire before 65, and most at 62. Sir, what do you think?

Dr. YAKOBOSKI. No, that is correct. That is where the clusters
are in where people retire. Retirement ages have historically been
dropping over time, though I would note that there is evidence that
that trend has leveled off.

I would second the previous comment. Many of today's workers
do expect to retire, what I would label, unrealistically early. I think
that is because most have absolutely no idea how much they need
to fund their retirement.

As a final point I would also make, especially when thinking
about today's workers, what does it mean to be retired? It is not
a simple, cut-and-dried answer. My dad hit age 65 and went to the
garden and the donut shop and that was it. Now you have workers
who segue into a full retirement. They leave career jobs and set up
their own shop, or they work part-time, or they work as a consult-
ant. If you ask many of those people, are you retired? They would
say, yes, I am retired. I am doing what I want. So we have a truly
evolving definition-

Ms. CALIMAFDE. That is a good definition.
Dr. YAKOBOSKI [continuing]. Of what it means to be retired.
Senator MOYNIHAN. I fear I would not have any contradiction

from you, sir, if I suggested, we really ought to have more research
on this, do you not think?

Dr. YAKOBOSKI. As a professional researcher, I always think
more research is called for. [Laughter.]

Senator MOYNIHAN. But there is such a thing as going out and
surveying, asking people what is on their minds. _

Thank you, Mr. Chairman.
The CHAIRMAN. Senator Graham?
Senator GRAHAM. I would like to continue that line of discussion.

I am concerned that the Federal Government has a certain amount
of foregone tax revenue that it can commit to encouraging people
to act in a way different than they would without that Federal in-
ducement to save and prepare for their retirement.

I am not satisfied that we know whether we are using that
amount of foregone Federal income in the most cost-effective man-
ner. Are we getting the biggest bang for the buck in terms of how
we are deploying our incentives?

What is your comment about how much we know about the effec-
tiveness ofthe different current Federal programs, and what can
we do to increase our knowledge level? Specifically, we are about
to consider passing some reform bills.
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Is there anything that we could incorporate in the architecture
of the reform bills that are currently under discussion that would
result in us having better information about them than we have
about their predecessors in terms of effectiveness?

Dr. YAKOBOSKI. I would start by noting that there has been a
wealth of research devoted to the question of, how well do savings
incentive programs, i.e., 401(k), IRAs, et cetera, work in terms of
generating additional new savings.

Honestly, you have economists, not surprising, come out with
varying answers. Some would argue that these programs truly do
generate significant new savings, others who would argue the con-
tribution is marginal that, in some sense, people who would have
saved anyway simply reallocate their savings.

In my reading of the literature, my conclusion would be that the
programs do generate new savings, although it is not clear exactly
what the magnitude is, be it dollar for dollar, or some fraction less
than that.

As regards the Federal tax expenditure issue, I would just make
two quick points to keep in mind when we look at the tax expendi-
ture figure for retirement plans, one, is that that figure includes
both private and public sector plans.

The last time we analyzed the issue, most of the dollars were ac-
tually accounted for by public sector plans, given, by and large, the
very healthy funded status of private plans, and also more the tax
expenditures accounted for by defined contribution arrangements
than defined benefit arrangements.

Ms. CALIMAFDE. May I try that one, Senator?
Senator GRAHAM. All right.
Ms. CALIMAFDE. I have two answers, completely different. One,

is the National Retirement Savings Summit, at which you were
there and spoke very eloquently, a lot of the thrust of that summit
was on education.

I think we have already seen some of the spots that I think
ASEC and/or EBRI, I am never sure which one, is doing. But you
can see them on TV, and I think they are very interesting.

I think, if we can educate the public, and particularly younger
people, to the benefits of saving earlier and what happens with tax-
free growth, we will be way ahead of the game. I think we are just
starting to do that. I think the Roth IRA generated a whole media
blitz on savings again. So I think one answer is, some money
should go into education, and I think it will be well spent.

The other answer is going to be totally anecdotal. Not only do I
do retirement planning, but I also do estate planning. Over the
years, 23 years ago when I started, most people who came in and
sat down, their biggest asset was a house, almost always.

Now when people come in and sit down, their biggest asset is
often a retirement plan, and then the house. It is not that there
are funds over here that are outside of the plan, it is the retire-
ment plan or an IRA. What I have decided over the years is that
there is a forced savings feature to the qualified retirement plan
system that should not be underestimated.

People look at the money going into a qualified retirement plan
as untouchable. They look at all of their other savings as things
they can spend, for prom dresses and whatever. So I think that the
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qualified retirement plan system is working very well in ways that
we are not even looking at, as far as really being forced savings.

Senator GRAHAM. Can I ask one other question? I recently spent
some time with the Raymond, James firm, a financial planning
firm, in St. Petersburg, Florida.

Senator MoYNiHAN. That is your weekly stint?
Senator GRAHAM. Yes. That was my last job. [Laughter.] And one

of the issues that was raised was what was called hollowing out of
retirement plans because of the opportunity to release money for
non-retirement purposes. Good purposes, like buying a home, send-
ing a child to school, when you have been unemployed for a certain
amount of time. But the effect of that is to hollow out the plan so
that, when you get to retirement, it is not as extensive as you had
thought. How significant an issue is that?

Ms. CALIMAFDE. Do you think they are talking about hardship
distributions?

Mr. VOTAVA. No. They are talking about people that need to ac-
cess it for different reasons. I would say that that is a concern.
That is a growing concern. There were questions and testimony
earlier about individuals who want to consume, or need to con-
sume, and take the money.

Ms. CALIMAFDE. But, wait. How are you getting to the plan
asset? You cannot get to that plan asset unless you retire, become
disabled, die, or you quit, or a hardship distribution, which is a
very significant standard, you are losing your house, medical bills.

So there has got to be, other than the world of IRAs. But if you
are in a qualified retirement plan, you cannot just go in and say,
I want money now. You are going to have to meet some statutorily
defined reason to have money.

Mr. VOTAVA. Today life goes on very strongly past age 59 and a
half.

Ms. CALIMAFDE. Right.
Mr. VOTAVA. So at that point in time, you may have a long re-

tirement horizon left in front of you, yet the fact that you are no
longer employed at your primary employment or the fact that you
want to buy the condo in Phoenix, or something along that line,
will lead one to a conclusion to use the money in that plan. So that
is there, and that is a danger because you have left that money in
the hands of the individual.

Dr. YAKOBOSKI. I would add two things. One, is people do take
loans out of their plans. And what we do not know exactly is their
behavior as they pay those loans back. By definition alone, you pay
back to yourself, to your 401(k) account.

By the same token, as I am paying that loan back, do I scale
back my regular contribution amount that I had been making out
of my salary to my account as I pay the loan back and, therefore,
in some sense have this hollowing out effect? Definitely a possi-
bility.

One other issue-that continues to be of concern is, what do work-
ers do when they change jobs and they have access to the money?
And there are significant penalties, income tax and a penalty cash,
to cashing out a distribution upon job change. But the data con-
tinues to show that most workers will still take the cash, pay the
income tax and pay the penalty tax.



Those tend to be workers with smaller distributions, smaller dol-
lars, but they may be the people that need it the most. If we are
also living in a world where individuals will change jobs six or
eight times, by definition, that means a number of small distribu-
tions. So, the issue is even more crucial.

But I would also note there that the good news is, rollover behav-
ior is moving in the "right direction," that while there is still defi-
nitely room for improvement, the improvement has been showing
up over the years.

Ms. CALIMAFDE. I would say that is probably due to a lot of the
changes on the eligible rollover rules, where you made it much
easier in the last couple of years to roll from one account to another
without any tax consequences.

The CHAIRMAN. Senator Kerrey.
Senator KERREY. Thank you very much, Mr. Chairman.
Just briefly, you all were sitting in the audience when Senator

Moynihan, earlier, asked this question. I do not know if the Sen-
ator had the chance, in your questioning, to do a follow up. If you
did not, I will.

Senator MOYNIHAN. The answer is, maybe. [Laughter.]
Senator KERREY. All right. Well, I will try to do it.
Basically, what Chairman Roth is trying to do is improve the op-

portunity for people to save so they can generate a sufficient
amount of wealth and supplement Social Security in their retire-
ment, which I think is a first-rate idea. I am on Senator Graham's
bill to try to accomplish that as well. I think it is a first-rate idea.

But underneath that, we have got a question. How do we spent
our tax dollars? We have got $100 billion, net of taxes, that come
in from pension income that we have right now for all of our pen-
sions, 40 1(k), et al.

As I understand it, there is a problem for those lower wage peo-
ple. They are not buying up to the full limit right now of 401(k).
It may be reasonable to raise the limit for people who currently
would like to do more than 25 percent, but we are struggling to try
to get that lower wage person who is enormously important in our
economy.

Earlier, I was looking at the Nebraska numbers. We have about
half of our workers that are in that manufacturing/service indus-
try. If you look at their Social Security benefit, it is inadequate to
support them in their post-working years, so they need something
else. That is why Senator Moynihan's and my proposal takes $80
billion a yaar, up against $100 billion a year.

I understand that the Treasury tell us that that lower half of the
work force gets about 10 percent of that $100 billion, so figure they
get about $10 billion right now of tax benefits.

Senator MOYNIHAN. Could I ask my friend, do you mean the cur-
rent tax expenditures of $100 billion?

Senator KERREY. Yes, sir. One hundred billion.
Senator MOYNIHAN. How much goes to the lower half?
Senator KERREY. Actually, the lower 60 percent, they estimate 10

percent.
Senator MOYNIHAN. Ten percent.
Senator KERREY. So-it- is roughly, just my numbers, they are get-

ting about $10 billion a year.
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The question is, how can we design this proposal of ours to meet
the administrative concerns and the educational concerns that are
out there? I just do not believe that we ought to say, no, we are
not going to do it. We are not going to give them $80 billion a year
of wealth-generating power because we cannot figure out how to do
the administrative side, and we cannot figure out how to do the
educational effort.

I mean, we know that they have a difficult time right now be-
cause their payroll taxes are higher than the income taxes. These
incentives that we use on the income tax side are not very attrac-
tive to them anyway, as a consequence.

But what is vitally important for us to answer, why it is vitally
important, in my judgment, is that if we are going to keep our cur-
rent trade policies, educational policies, and so forth in place, we
have to make certain that everybody has a shot at the American
dream in terms of accumulating these financial assets.

Again, the starting point is, if you look at what they are going
to get with Social Security, given their average indexed monthly
earnings, it is inadequate. It is not enough. They have got to have
something else.

So I wonder if you have given this some thought. Dr. Yakoboski,
I have seen some comments that you have made on both the ad-
ministrative problems and the educational problems.

I hope, in addition to criticizing it, you will give us some answers
as to how to do it, because otherwise they are not going to get the
opportunity. They are going to be left out. We are going to see a
continuing widening of the gap of wealth in this country which, as
I say, is very unhealthy for a liberal democracy.

Dr. YAKOBOSKI. Well, it is obviously a hard and difficult question.
That is why the problem persists. What we do see, is evidence that
lower wage workers do respond to incentives when they have the
plans available.

The data that we have available, when we look at 401(k) plans,
lower income persons, younger persons know they are not contrib-
uting the maximum amount that the plan or the law will allow
them. But, yes, in many cases they are contributing the maximum
amount that their company will match. They are reacting to the
economic incentive there and at least maximizing fully leveraging
that opportunity.

The simple fact is, yes, there are some people who cannot afford
to save. The money simply is not there. In other cases, education
is a crucial issue. When we ask individuals in survey work that we
do, individuals who are not saving for retirement, could you save
$20 a week, which is a little over $1,000 a year? You will have- 50
percent of savers say, yes, I could come up with $20 a week.

Well, why are they not Currently? Many probably just do not- ap-
reciate a seemingly small amount of money, done on a regular
asis, compound that over 20 or 30 years, actually making a sig-

nificant contribution to their retirement security. So it is going to
be an attack on numerous fronts which--is needed, educating these
workers as well as giving them incentive opportunities.

Senator KERR.Y. Specifically, I would invite all of you to respond,
as both the Chairman and the Ranking Member offered the first
panel to respond, specifically to, if you have $80 billion that you
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can use of the payroll tax to distribute to savings, how do we solve
this education and administrative problem? That is really the most
important barrier right now.

The surpluses that we are generating for the next four or 5 years
are all coming from Social Security taxes. The President is talking
about 62 percent to save Social Security, -but, as Senator Graham
said very eloquently yesterday in a meeting I attended, a signifi-
cant portion of that in the early years is all Social Security.

So we have got an opportunity to help these lower wage people
who are enormously important to America and to our economy. It
is likely to be inflation adjusted. Their wages are going to stay rel-
atively low. So I hope you will take the offer that was extended to
the first panel in earnest and give some consideration to this edu-
cation and administrative problem that is being, I think legiti-
mately, pointed out to our proposal.

The CHAIRMAN. Senator Robb?
Senator ROBB. Thank you, Mr. Chairman. I will be very brief. I

had to spend my morning on Y2K problems across the wal, and I
did not hear the first panel. I look forward to taking their testi-
mony.

My question, really, builds on and was very similar to the one
just asked by the Senator from Nebraska, and obviously a part of
the conversation this morning. It seems to me that we have been
fairly successful in generating incentives for savings within themiddle income and the upper-middle income folks, but less so with
respect to those that are downscale, economically. Obviously, those
at the very bottom, it is always going to be very difficult, if they
are living in essentially a hand-to-mouth existence.

But for those who could in any way, shape or form generate some
saveable income, my basic question is, is there some essential in-
gredient? Does it mean inverting the whole incentive scale so we
put even more incentive for the very low wage earning savers and
take away something that otherwise might be available to those as
you get into the upper levels in order to generate the kind of sav-
ings in the group that is most in need of having some degree of
savings, even though it may pale by comparison to those who are
fortunate enough to be a little higher on the food scale?

Mr. VoTAVA. I would like to respond. Those who are at the lower
level obviously have more pressure on their expenses. So not only
are they thinking that they need to live at a higher lifestyle or
need to spend every dollar, the reality is, they do need to spend
those dollars.

Soperhaps increasing a company match for 401(k) at that level
wouldbe an appropriate way. They need ways in which the system
will help them because they feel that they cannot help themselves.
Education will help them to a certain degree, but reality will keep
them in check.

We just heard testimony to the effect that people, even at the
bottom of the scale, will match the company matching share, they
just will not use the additional amount that they could put into a
401(k).

Do we need to somehow sweeten the incentive at that level, per-
haps at the cost to some incentive at the higher level? I think ex-
panding it at the lower level would help. Now, whether you take
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it away from the higher level, I am not sure that that would nec-
essarily help.

Senator ROBB. I understand it is difficult.
Ms. CALIMAFDE. Senator Baucus mentioned tax credits for

matches for small business, and that is a very interesting idea.
Graham-Grassley already would have a tax credit for start-up for
small businesses.

To the extent that some of these lower paid people were em-
ployed by small business, that would encourage small business to
sponsor a plan. Almost every small business plan has to give a 3
percent benefit right across the board, so right there you have
started savings for them. Then with the match, maybe that is a
good incentive. Give a tax credit for a match. That would bring the
person inside to let them also save. It is an intriguing idea. I had
not thought of it until today.

Senator ROBB. Has anyone scored that, just out of curiosity? We
are talking about fungible dollars here. If we have $80 billion, if
that is the number that is in play, if I picked up that number from
the conversation, what would a plan like that cost, just hip pocket?

Senator MOYNIHAN. Why we do not ask the Joint Committee on
Taxation?

The CHAIRMAN. Nothing really has been scored at this stage.
Senator ROBB. I just meant, if there was any sort of a sense, is

this a deal-breaker or is it in the range of the doable.
The CHAIRMAN. No one knows at this stage.
Senator ROBB. Thank you, Mr. Chairman. I thank the panel, and

will look forward to reviewing their testimony.
The CHAIRMAN. I would point out that, over a year ago, I intro-

duced what I call the private savings account, whereby the surplus,
half of it, would be used to set up private accounts and there would
be a minimum contribution to each of $250 a year. The idea being
that this would, for the first time, get many of the people on the
lower end of the economic scale to invest in America, and hopefully
start a new trend and interest in savings. So I would suggest you
might want to look at that.

Thank you very much for being here. We appreciate it. As I said
to the earlier panel, we will undoubtedly submit some questions to
you, but, more importantly, call on you as we develop the legisla-
tion.

Thank you very much.
Senator MOYNIHAN. Very much.
The CHAIRMAN. The committee is in recess.
[Whereupon, at 12:29 p.m., the hearing was concluded.]
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ADDITIONAL MATERIAL SUBMITTED FOR THE RECORD

PREPARED STATEMENT OF PAULA A. CALIMAFDE

The Small Business Council of America (SBCA) is a national nonprofit organiza-
tion which represents the interests of privately-held and family-owned businesses on
federal tax, health care and employee benefit matters. The SBCA, through its mem-
bers, represents well over 20,000 enterprises in retail, manufacturing and service
industries, virtually all of which sponsor retirement plans or advise small busi-
nesses which sponsor private retirement plans. These enterprises represent or spon-
sor well over two hundred thousand qualified retirement plans and welfare plans,
and employ over 1,500,000 employees.

The Small Business Legislative Council is a permanent, independent coalition of
nearly one hundred trade and professional associations that share a common com-
mitment to the future of small business. SBLC members represent the interests of
small businesses in such diverse economic sectors as manufacturing, retailing, dis-
tribution, professional and technical services, construction, transportation, tourism,
and agriculture. Because SBLC is comprised of associations which are so diverse,
it always presents a reasoned and fair position which benefits all small businesses.

The American Society of Pension Actuaries (ASPA) is an organization of over
4,000 retirement plan professionals who provide services to small businesses who
maintain retirement plans for their employees. The purpose of ASPA is to educate
pension actuaries, consultants, administrators and other benefit professionals, and
to preserve and enhance the private pension system as part of the development of
a cohesive and coherent national retirement income policy.

Profit Sharing/401(k) Council of America (PSCA) is a non-profit association that
for the past fifty years has represented companies that sponsor profit sharing and
401(k) plans for their employees. It has approximately 1200 company members who
employee approximately 3 million plan participants. Its members range in size from
a six-employee parts distributor to firms with hundreds of thousands of employees.

I am Paula A. Calimafde, Chair of the Small Business Council of America and
a member of the Board of the Small Business Legislative Council. I am also a prac-
ticing tax attorney (over 20 years) who specializes in qualified retirement plans and
estate planning. I can also speak on behalf of the Small Business Delegates to the
1995 White House Conference on Small Business at which I served as a Presidential
Delegate. At this conference the Pension Simplification and Revitalization Rec-
ommendation received the seventh highest ranking in terms of votes. Interestingly,
the Portman-Cardin and the Graham-Grassley legislation introduced last year incor-
porates almost all of the recommendations made by the delegates to the 1995 White
House Conference on Small Business.

Why did the Delegates consider this recommendation to be so important as to vote
it as the seventh out of the final sixty recommendations? The reason is simple small
business owners want retirement to be a viable option for them. For small business,
the qualified retirement plan is the best way to save for retirement. Based in part
on the current tax law, most small businesses do not provide nonqualified pension
benefits, stock options and other perks. Unfortunately, many small businesses per-
ceive the qualified retirement plan area to be a quagmire of complex rules and bur-
dens. It is perceived as a system which discriminates against key employees. The
Conference Delegates understood that if the retirement system became user friendly
then they would want to use it. By doing so, they could provide for their own retire-
ment security, while at the same time providing valuable retirement benefits for
their other employees.

(39)



40

-. As a delegate appointed by Senator Trent Lott to the National Summit on Retire-
ment Savings, I was able to share information and concerns with fellow delegates
in break out sessions. Even though small business retirement plan experts, adminis-
trators and owners were not well represented, their ideas came through loud and
clear in the break out sessions. Calls for repeal of the top heavy rules, increases
in contribution limits, particularly the 401(k) limit elimination of costly discrimina-
tion testing in the 401(k) area, and a return to the old compensation limits, were
repeated across the break out sessions. There were even individuals calling for sup-
port of a particular piece of legislation-the Portman-Cardin retirement plan bill.
Of course, many ideas were discussed particularly in-1he educational area, but an
impartial observer would have noticed that the small business representatives were
very united in their message-increase benefits, decrease costs. In other words,
when undertaking a cost/benefit analysis, the costs were perceived as too high for
the benefits to be gained.

At the Summit, the following problems facing small businesses in the retirement
plan area were brought up: staff. employees' preference for cash or health care cov-
erage, the revenue of the business beings too uncertain, the costs of setting up the
plan and administering it being too high, required company contributions (i.e., the
top heavy rules) being too high, required vesting giving too much to short term em-
ployees, too many governmental regulations, and benefits for key employees being
too small. When asked what could break down these barriers, the following answers
were given: reduce the cost by giving small businesses tax credits for starting up
a plan, repeal the top-heavy rules, reduce administration, allow key employees to
have more benefits, and change lack of employee demand by educating employees
about the need to save for their retirement now. Some small businesses believed
that until they were more profitable nothing would induce them to join the system.

Our focus today is on increasing savings for retirement. My particular focus will
be on setting forth the factors that are most often considered by a small business
in determining whether to sponsor a retirement plan as well as what type of plan
to sponsor. I will briefly review the ERISA Advisory Council report which was
issued on November 13, 1998. I will also discuss the new 401(k) safe harbors and
some of the problems small business is having with the IRS notice requirements.
Finally,I will quickly discuss some of the outstanding pension legislation in the
Senate and the House from the viewpoint of small businesses.

Why is this issue so critical? Small business is where most of the new jobs are
for today's workforce. According to the Small Business Administration 75% of the
2.5 million new jobs created in 1995 were created by small business. Unfortunately,
way too many small businesses do not sponsor retirement plans. Since 'the enact-
ment of ERISA, layer upon layer of complex rules and regulations have been adopt-
ed which seriously retard the ability of small business to maintain retirement plans
for their employees. The effect of these costly rules and regulations on small busi-
ness retirement plan coverage has been significant. Some estimate that as many as
80% of workers employed by small businesses with fewer than 100 employees have
absolutely no retirement plan coverage. In contrast, at least 72% of workers at larg-
er firms (over 500 employees) have some form of retirement plan coverage.

SBCA, SBLC, ASPA and PSCA strongly believe that legislation which combines
the higher IRA and Roth IRA limits and the new Plus concept along with reforms
to IRC Section 404 from the new Roth legislation, the increase in limits and com-
pensation from Portman-Cardin along with the tax credits, top heavy reform and
elimination of user fees set forth in Graham-Grassley, will bring the retirement sys-
tem to small businesses.

On November 13, 1998, the ERISA Advisory Council on Employee Welfare and
Benefit Plans released its Report of the Working Group on Small Business: How to
Enhance and Encourage The Establishment of Pension Plans. This report provides
eight recommendations for solving the problems facing small businesses today in the
retirement plan area. Interestingly, these recommendations mirror many of those
that came out of the National Summit on Retirement Savings.

The Advisory Council report calls for a Repeal of Top-Heavy Rules, Elimination
of IRS User Fees, an Increase in the Limits on Benefits and Contributions, an In-
crease in the Limits on Includable Compensation, the Development of a National
Retirement Policy, Consider the development of Coalitions, Tax Incentives and the
Development of a Simplified Defined Benefit Plan.

The Report explains the legislative development of the top-heavy rules and then
summarizes the layers of legislation that occurred subsequent to their passage
which made them obsolete. The Report states, "The top-heavy rules under Internal
Revenue Code Section 416 should be repealed. . ... Their effect is largely dupli-
cated by other rules enacted subsequently. . ... They also create a perception
within the small business community that pension laws target small businesses for
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potential abuses. This too discourages small business from establishing qualified re-
ement plans for their employees."
It is important to note that the Graham-Grassley legislation as well as the

Portman-Cardin legislation dramatically improve the top-heavy rules and signifi-
cantly reduce administration expenses associated with them.

The Reportcalls for the elimination of User Fees imposed by IRS. The Report in
part states "The imposition of user fees adds another financial obstacle to the adop-
tion of qualified retirement plans by small business. Although user fees apply to all
employers-large and small-the cost of establishing a plan is more acutely felt
among small employers. User fees do not vary by size of employer. . ... Now that
the budget deficit has become a budget surplus, the economic justification for user
fees is much diminished. User fees should be repealed."

The Graham-Grassley-legislation addresses the user fee issue to assist small busi-
nesses in sponsoring retirement plans.

The Advisory Council Report calls for increasing the limits on benefits and con-
tributions:

'The defined benefit and defined contribution plan dollar limit were indexed by
ERISA and were originally established in 1974 at $75,000 and $25,000 respectively.
From 1976 to 1982, the indexing feature was allowed to operate as intended and
the dollar amounts grew to $136,425 and $45,475. Under the Tax Equity and Fiscal
Responsibility Act of 1982, the dollar limit on defined benefit plans was reduced to
$90,000 and the dollar limit on defined contribution plans was reduced to $30,000.

'These reductions in the dollar amounts are widely believed to hav been revenue
driven. These reductions had the net effect of adjusting downward the maximum
amount of benefits and contributions that highly-paid employees can receive in rela-
tionship to the contributions and benefits of rank and file employees....

"In order to give key employees the incentive needed to establish qualified retire-
ment plans and expand coverage, we recommend that the $30,000 dollar limit on
defined contribution plans be increased to $50,000 which will help partially restore
the dollar amount to the level it would have grown to had tfe indexing continued
without alteration since the-dollar limit was first established iv 1974.

"Second, we recommend that the $90,000 dollar limit on defined benefit plans be
increased to $200,000 which will restore the dollar amounts lot through alterations
in the dollar amount since 1974, while maintaining the 14 rati1o established in 1982
as part of TEFRA.

'Third, we recommend, that in the future, indexing occur in $1,000, not $5,000
increments which has had the effect of retarding recognition of the effect of infla-
tion."

And finally the report concludes, "we recommend, that actuarial reductions of the
defined benefit plans dollar limit should be required only for benefits commencing
prior to age 62. This was the rule originally enacted in 1974 as part of ERISA."

The Roth legislation, the Graham-Grassley legislation as well as the Portman-
Cardin legislation all raise the contribution limits with respect to some or all of the
retirement plans. As discussed in more detail below, this is perhaps one of the most
important changes that can be made to the system to increase small business ac-
cess.

The Report also calls for a corresponding increase in the limit on includable com-
pensation for similar reasons. "Under ERISA, there was no dollar limit on the
amount of annual compensation taken into account for purposes of determining plan
benefits and contributions. However, as part of the Tax Reform Act of 1986, a quali-
fied retirement plan was required to limit the annual compensation taken into ac-
count to $200,000 indexed. The $200,000 limit was adjusted upward through index-
ing to $235,843 for 1993. As part of the Omnibus Budget Reconciliation Act of 1993,the imJh on includable compensation was further reduced down to $150,000 for-
years after 1994. Although indexed, adjustments are now made in increments of
$10,000, adjusted downward. In 1998, the indexed amount is $160,000." "We rec-
ommend that the limit on includable compensation be restored to its 1988 level of
$235,000 be indexed in $1,000 increments in the future."

The Portman-Cardin legislation, (and hopefully the Graham-Grassley legislation),
will return the compensation limit back to where it stood in 1988. The system is
perceived by many. small business owners as discriminatory against key employees;
this type of change Will allow it to be perceived as more fair to all employees.

The Report develops a number of recommendations in the area of education, in-
cluding using public service spots on television, radio and in the printed media to
educate the public and raise the awareness of the need to prepare and save for re-
tirement. Virtually all of the Report's recommendations in this area also were made
at the National Summit on Retirement Savings. This is a critical area for small
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business. Clearly, more small businesses will want to sponsor retirement plans if
retirement benefits are perceived as a valuable benefit by their employees..

One of the direct benefits to come out of the National Retirement Summit is the
educational spots being put on the air by ASEC and/or by EBRI. It is critical for
the public to become educated about the need to start saving for their retirement
and the benefits of starting early.

The Report also discussed the possibility of developing coalitions to offer pooling
vehicles for small employers. Absent a great deal of persuasive testimony, it would
seem that the idea of multiemployer plans should not be extended to small busi-
nesses without a collective bargaining agreement. While certainly no expert in the
area, the multiemployer plans are not well liked by small business and often provide
horrendous problems when a termination occurs. Further, it is quite simple for a
small business to adopt a prototype 401(k) or SIMPLE plan sponsored by a financial
institution or an insurance company. It's hard to see how a coalition could make
this process simpler, but we would be willing to see where this idea could lead.

The Report calls for tax credits that could be used as an incentive for a small
business to adopt a qualified retirement plan or to offset administration costs or
even retirement education costs.

The Graham-Grassley legislation focuses on the idea of tax credits providing an
incentive for small businesses to adopt retirement plans. Some of the Senators who
are sponsoring this legislation are even considering the use of a tax credit to encour-
age a small business to start matching employee 401(k) contributions.

Finally the Advisory Council calls for a Simplified Defined Benefit Plan.
Graham-Grassley and Portman-Cardin both call for a simplified defined benefit

plan which will assist small business.
The graying of America, and the burden that it will place on future generations,

should not be ignored. The American Council of Life Insurance reports that from
1990 to 2025, the percentage of Americans over 65 years of age will increase by
4907%. This jump in our elderly population signals potentially critical problems for So-
cial Security, Medicare and our nation's programs designed to serve the aged.

While we must shore up Social Security and Medicare, it is clear that the private
retirement system and private sources for retiree health care will have to play a
more significant role for tomorrow's retirees. The savings that will accumulate for
meeting this need will contribute to the pool of capital for investments that will pro-
vide the economic growth needed to finance the growing burdens of Social Security
and Medicare. The policy direction reflected by the Roth, Graham-Grassley and
Portman-Cardin legislation will ensure that sufficient savings will flow into the-re-
tirement plan system so as to provide a secure retirement for as many Americans
as possible.

The last two bills passed by this Congress, dealing with the retirement plan sys-
tem, began the process of simplifying the technical compliance burdens so that small
businesses are able to sponsor qualified retirement plans. The retirement plan bills
we are discussing today represent another huge step forward. Indeed, if this legisla-
tion becomes the law, only a few and relatively minor changes remain to fully re-
store the system to its former health prior to the onslaught of negative and complex
changes of the 1980's.

SBCA, SBLC, ASPA, and PSCA strongly support the following items in the Pen-
sion legislation which will greatly assist small businesses in sponsoring retirement
plans:

401(K) CHANGES

The 401(k) Plan is a tremendous success story. The excitement generated by this
plan is amazing. Prospective employees ask potential employers if they have a
401(k) plan and if so, what the investment options are and how much does the em-
ployer contribute. Employees meet with investment advisors to be guided as to
which investments to select, employees have 800 numbers to call to see how their
investments are doing and to determine whether they want to switch. Employees
discuss among themselves which investment vehicles they like and how much they
are putting into the plan and how large their account balances have grown.

The forced savings feature of the 401(k) plan cannot be underestimated and must
be safeguarded. When a person participates in a 401(k) plan, he or she cannot re-
move the money on a whim. Savings can be removed by written plan loan which
cannot exceed 50% of the account balance or $50,000 whichever is less. Savings can
be removed by a hardship distribution, but this is a tough standard to meet. The
distribution must be used to assist with a statutorily defined hardship such as keep-
ing a house or dealing with a medical emergency. This is in contrast to funds inside
an IRA or a SIMPLE (which in reality is nothing more than an employer sponsored
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IRA program) where the funds can be accessed at any time for any reason. True,
funds removed will be subject to a 10% penalty (which is also the case for a hard-
ship distribution from a 401(k) plan), but preliminary and totally unofficial data
suggests that individuals freely access IRAs and SEPs (also nothing more than a
glorified IRA) and that the 10% penalty does not seem to represent a significant
barrier. In fact, this is why the SIMPLE IRA starts off with a 25% penalty for the
first two years an individual participates in SIMPLE in hopes that if a participant
can accumulate a little bit he or she will be tempted to leave it alone and watch
it grow. Nevertheless, there is a distinct difference between asking the employer for
a loan or a hardship distribution and having to jump through some statutorily and
well placed hoops versus simply removing money at whim from your own IRA.

" Increasing 401(k) contributions from $10,000 to $15,000 is a significant, bene-
ficial change which will assist many employees, particularly those who are get-
ting closer to retirement age.

" Opening up the second 401(k) Safe Harbor, the "Match Safe Harbor" to small
businesses by exempting it from the Top-Heavy Rules is a valuable change
which places small businesses; on a level playing field with larger entities.

" We believe that the voluntary safe harbors will prove to be the easiest and most
cost effective way to make the 401(k) plan user friendly for small businesses.
If a small business makes a 3% contribution for all non-highly compensated em-
ployees, or makes the required matching contributions, then the company no
longer has to pay for the complex 401(k) antidiscrimination testing (nor does it
have to keep the records necessary in order to do the testing). We recognize that
many companies will choose to stay outside the safe harbor because the 3% em-
ployer contribution or required match "cost of admission" is too high and be-
cause it is more cost-effective to stay with their current system (including soft-
ware and written communication material to employees). We believe that small
business will embrace the voluntary safe harbors that do away with costly com-
plex testing. Legislation which allows small businesses to use either safe harbor
could very well prove to be enough of an incentive for companies to begin spon-
soring a 401(k) retirement plan.

* Unfortunately, IRS is imposing a Notice Requirement which is very restrictive
and will probably cause most small businesses not to be able to use the safe
harbor this year. IRS in Notice 98-52 which was published November 16, 1998
requires that a business adopting either safe harbor give notice-(in the case of
a calendar year plan) by March 1st. Now let's examine the rationale behind the
notice requirement and see whether this type of restriction is justified. Remem-
ber there are two safe harbors--one is a prescribed company match to employee
401(k) contributions, the other is a non-elective 3% contribution. A non-elective
3% contribution means that every eligible employee receives this contribution
whether or not he or she makes 401(k) contributions. The rationale for notice
in the context of the match safe harbor is self evident. An employee may very
well change his or her behavior and contribute more 401(k) contributions know-
ing that a match is going to be made. There appears to be no rationale for no-
tice in the context of the non-elective 3% contribution-no employee is going to
change any behavior on knowing that a contribution will be made for them at
the end of the year. The problem of course is compounded when dealing in the
small business world. Unless an outside advisor has informed a small business
that it must give a fairly extensive notice by March 1st and the company com-
plies, it will not be able to take advantage of the safe harbor for this entire
year. My guess is that there will be many, many small businesses this year who
would have taken advantage of the 3% non-elective safe harbor but will not be
able to do so because they had not been informed of the requirements of this
overly restrictive notice requirement. Thus, they will not be able to rid them-
selves of the complex and costly 401(k) anti-discrimination testing.

SBCA, SBLC, ASPA and PSCA suggest that the notice requirement be changed
to within 30 days of the close of the plan year for those companies selecting the 3%
non-elective contribution safe harbor. This change will allow word to get out to
small business about this option and give them time to comply with the notice re-
quirement.

" The Voluntary Plus Contribution set forth in the Roth legislation is an exciting
concept which will be embraced by the small business community.

" Excluding 401(k) contributions made by the employees from the IRC Section
404 15% deduction limit will make these plans better for all employees. Today,
employee 401(k) contributions are included in the Section 404 limit. Section 404
limits a company's deduction for profit sharing contributions to 15% of eligible
participants' compensation. This limit covers both employer and employee
401(k) contributions. This limitation now operates against public policy; either
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employer contributions are cut back which works to the detriment of the em-
ployees' retirement securitv or employee pre-tax salary deferred contributions
must be returned to the employee. Thus, employees lose an opportunity to save
for their retirement in a tax-free environment i is aicularly inappropriate
since the employee has taken the initiative to save or his or her retirement,
exactly the behavior Congress wants to encourage, not discourage.
Repeal of the complicated "Multiple Use Test' is a very welcome change and
will benefit the entire retirement plan system. This test was nearly incompre-
hensible and forced small businesses (really their accountants or plan adminis-
trators) to apply different anti-discrimination tests to employer matching con-
tributions than what may have been used for the regular 401(k) anti-discrimi-
nation tests.

* Allowing employee-pay all 401(k) plans for small business is fair. Portman-
Cardin would allow a key employee to make a contribution to a 401(k) plan
sponsored by a small business without triggering the top-heavy rules were trig-
gered so that the small business was required to make a 3% contribution for
all non-key employees. Not only is this a trap for the unwary since many small
businesses, including their advisors, are unaware of this strange rule, btit it is
also unfair since a larger company would be able to sponsor an employee-pay-
all 401(k) plan and not have to make any employer contributions to the plan.
The regular 401(k) anti-discrimination tests are more than sufficient to ensure
that the non-highly compensated employees are treated fairly vis a vis the high-
ly compensated employees.

o The so-called "Catch-Up Contributions" for people approaching retirement set
forth in the Roth bill will be very helpful for smalI business employees.

CHANGES TO PLAN CONTRIBUTION LIMITS

Perhaps the most important change in the retirement legislation is increasing the
dollar limits on retirement plan contributions, removing the 25% of compensation
limitation and increasing the compensation limitation.

* Increasing the $150,000 compensation limit to $235,000 is an important change
which will bring the plan contributions back into line with 1998 dollars. The
$150,000 limit in 1974 (ERISA) dollars is about $46,500 (assuming 5 percent
average inflation). This is far below the $75,000 that represented the highest
amount upon which a pension could be paid under then-new Code Section 415
(back in 1974). This cutback has hurt several groups of employees-owners and
other key employees of all size businesses who make more than $150,000 and
mid-range employees and managers (people in the $50,000 to $70,000 range)
who are in 401(k) plans and in defined benefit plans. This cutback was per-
ceived by owners and other key employees of small businesses as reverse dis-
crimination and as a disincentive in establishing a retirement plan.

• Increasing the defined contribution limit from $30,000 to $45,000 and the de-
fined benefit limit from $130,000 to $180,000 are strong changes which will in-
crease retirement security for many Americans. These numbers are in line with
actual inflation.

TOP HEAVY RULES

These rules are now largely duplicative of many other qualification requirements
which have become law subsequent to the passage of the top-heavy rules. They often
operate as a "trap for the unwary" particularly for mid-size businesses which never
check for top-heavy status and for micro small businesses which often do not have
sophisticated pension advisors to help them. These rules have always been an unfair
burden singling out only small to mid-size businesses. The changes made in the
Graham-Grassley and the Portman-Cardin legislation will significantly simplify the
retirement system with little to no detriment to any policy adopted by Congress dur-
ing the last decade. The top-heavy rules have required extensive record keeping by
small businesses on an ongoing 5 year basis. They also have represented a signifi-
cant hassle factor for small business-constant interpretative questions are raised
on a number of top-heavy issues and additional work is required to be done by a
pension administrator when dealing with a top-heavy plan, particularly a top-heavy
401(k) plan.

SBCA, SBLC, ASPA and PSCA support the repeal of the family attribution for
key employees in a top-heavy plan, as well as finally -doing away with family aggre-
gation for highly compensated employees. These rules require a husband and wife
and children under the age of 19 who work in a family or small business together
to be treated as one person for certain plan purposes. They discriminate unfairly
against spouses and children employed in the same family or small business.
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We also support the simplified definition of a key employee as well as only requir-
ing the company to keep data for running top heavy tests for the current year rath-
er than having to keep it for the past four years in addition to the current year.

SIMPLE PLANS

It is exciting to see that the SIMPLE is attracting so many small businesses. We
believe, though, that the SIMPLE plan should be viewed as a starter plan and that
all businesses, including the very small, should be given incentives to enter the
qualified retirement plan system as quickly as possible. The SIMPLE is an IRA pro-
gram, as is the old SEP plan and in the long run true retirement security for em-
ployees is better served by strengthening qualified retirement plans rather than
SIMPLES and SEPs. This is simply because employees have a far greater oppor-
tunity to remove the money from IRAs and SEPs and spend it-the forced savings
feature of a qualified retirement plan is not present. While we appreciate that for
start-up companies or micro businesses, a SIMPLE or the proposed salary reduction
SIMPLE is the best first step into the retirement plan system, the company should
be encouraged to enter the qualified retirement system as soon as possible. By mak-
ing the SIMPLE rules "better" than the qualified retirement system, the reverse is-
achieved. Thus-, we hope that the "gap" between the 401(k) limit ($15,000) and the
SIMPLE limit ($10,000) and the salary reduction SIMPLE limit ($5,000) is carefully
preserved so that the system does not tilt in the wrong direction.

We do not believe that any other new plans than those discussed here are needed.
We now have a very good mix of plans-from those which provide flexibility and
choice to very simple plans for the companies who do not want administration costs.

REQUIRED MINIMUM DISTRIBUTION RULES

We support moving back the required beginning date for receiving retirement
plan benefits from 70-1/2 to 75. We would encourage the Committee to consider
whether the rule which delays receiving distributions for all employees, other than
5% owners, until actual retirement, if later, should be extended to 5% owners. There
seems to be no policy rationale for forcing 5% owners to receive retirement distribu-
tions while they are still working.

We also respectfully suggest the following:
1. Allow direct lineal descendants of the participant, in addition to a spouse, to

have a roll-over IRA. Today, if a participant dies and names the spouse as bene-
ficiary, the spouse can "roll-over" the retirement plan assets into an IRA, rather
than receiving payments from the retirement plan. On the other hand, if a partici-
pant dies and names his or her children as the beneficiaries, the children cannot
roll-over the assets into an IRA and will in most cases be forced to take the distribu-
tion in one lump sum. This triggers the problem set forth in 2 below.

2. Provide an exemption of retirement plan benefits from estate taxes. As men-
tioned above, if the children are forced to take a lump sum distribution (and assum-
ing they have no surviving parent), the entire retirement plan contribution is
brought into the estate of their parent who was a plan participant and is subject
to immediate income tax. This is the fact pattern where the plan distribution is re-
duced by up to 85% due to taxes-federal and state income taxes and federal and
state estate taxes. This is why people often say they don't want to save in a retire-
ment plan because if they die the government takes it all and the children and
grandchildren receive way too little.

PLAN LOANS FOR SUB-S OWNERS, PARTNERS AND SOLE PROPRIETORS

This is a long overdue change to place all small business entities on a level play-
ing field. We support this change.

REPEAL OF 150% OF CURRENT LIABILITY FUNDING LIMIT

This is a very technical issue, but basically defined benefit plans are not allowed
to fund in a level fashion. Code Section 412(c)(7) was amended to prohibit funding
of a defined benefit n above 150 percent of current "termination liability." This
is misleading becaus,4ermination liability is often less that the actual liability re-
quired to close out a 1 an at termination, and the limit is applied to ongoing plans
which are not terminating. This provision is particularly detrimental to small busi-
nesses who simply cannot adopt a plan which does not allow funding to be made
in a level fashion. The changes made to this law by the Roth bill are critical for
small businesses to be able to sponsor defined benefit plans.

59-370 00-3
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We also applaud the change in the variable rate premium which will assist small
businesses which are not allowed to fund in a proper fashion because of this limita-
tion.

A small business will go through a cost-benefit analysis to determine whether to
sponsor a qualified retirement plan. A number of factors are analyzed including the
profitability and stability of the business, the cost of sponsoring the plqn both ad-
ministratively as well as reuired company contributions, whether the benefit will
be appreciated by staff and bykey employees and whether the benefits to the key
employees and owners are significant enough to offset the additional costs and bur-
dens. The legislation being contemplated by the Senate Finance Committee will dra-
matically improve the existing retirement plan system. By making the system more
user friendly, more small businesses will sponsor retirement plans. Easing adminis-
trative burdens will reduce the costs of maintaining retirement plans. The changes
would revitalize the retirement plan system for small business as it is perceived by
small businesses as more fair to them. Finally, most of the substantive changes
made by Congress in the 1980's would be retained and the time tested ERISA sys-
tem would stay in place. Ultimately, it is essential for this country to do everything
possible to encourage retirement plan savings so that individuals are not dependent
upon the government for their retirement well-being.

PREPARED STATEMENT OF MATTHEW P. FINK

A. INTRODUCTION

The Investment Company Institute ("Institute"),' the national association of the
American investment company industry, appreciates this opportunity to testify at
today's hearing on the "Retirement Savings Opportunity Act of 1999." This bill
would expand the opportunities for Americans to save for their retirement in IRAs
401(k)s and other retirement saving vehicles, simplify rules that have inhibited
many Americans from taking advantage of the IRA program, and provide a way for
older Americans who may have been unable to save when younger, to "catch up."

Retirement savings are of vital importance to our nation's future. We commend
the Committee for holding hearings on this topic, and recognize the Chairman's con-
tinued leadership on this issue.

The challenge facing Americans today is to ensure that they prepare adequately
for their financial needs in retirement. This challenge is particularly pressing in
light of two demographic events. First, members of the "Baby Boom" generation are
rapidly approaching their retirement years. Evidence from recent studies strongly
suggests that, as a generation, they have not adequately saved for their retirement.2

Second, Americans today are living longer. These demographic trends will place an
enormous strain on the Social Security program in the near future.3 In order to en-
sure that individuals have the financial resources to support themselves in their re-
tirement years, they will need to actively save for these years. Much of this savings
will need to come from individual savings and employer-sponsored plans. Providing
additional opportunities for Americans to save for retirement and removing barriers
that limit the ability of many individuals to save are, therefore, very important pol-icy goals.
The U.S. mutual fund industry s rves the needs of American households investing

for their retirement and other long-term financial goals. By permitting millions of
individuals to pool their investments in a diversified fund that is professionally
managed, mutual funds perform an important financial management role for mid-
dle-income families. An estimated 66 million shareholders, representing about 37
ercent of all U.S. households, owned mutual funds at year-end 1997. 4 Many share-
olders invest in mutual funds through their retirement plans. Approximately 35

'The Investmenit Company Institute is the national association of the American investment
company industry. Its membership includes 7,408 open-end investment companies ("mutual
funds"), 449 closed-end investment companies and 8 sponsors of unit investment trusts. Its mu-
tual fund members have assets of about $5,468 trillion, accounting for approximately 95% of
total industry assets, and have over 66 million individual shareholders.

2 The typical Baby Boomer household will need to save at a rate 3 times greater than current
savings to meet its financial needs in retirement. Bernheim, Dr. Douglas B., "The Merrill Lynch
BabyBoom Retirement Index" (1996).

3'he Social Security program is projected to run fiscal shortfalls by 2021. By 2032, the Social
Security trust funds will be depleted. 1998Annual Report of the Board of Trustees of the Fed-
eral Old-Age and Survivors Insurance and Disability Insurance Trust Funds.

4See "U.S. Household Ownership of Mutual Funds in 1997," Fundamentals, Vol. 7, No. 1 (In-
vestment Company Institute, February 1998).
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percent of all mutual fund assets are held in tax-qualified retirement plans, of
which an estimated $822 billion are IRA investments and $444 billion are 401(k)
plan investments. These amounts, measured at year-end 1997, constituted approxi-
mately 42 percent of all IRA and 401(k) plan investments. 5

These programs have been enormously effective for millions of Americans. As I
will explain father below, the two newest retirement saving vehicles, the Roth IRA
and the SIMPLE plan, also have been successful programs. They are crditing new
investors saving for retirement and expanding retirement plan coverage. Neverthe-
less, even with the success of each of these programs-the Roth and traditional
IRAs, the 401(k) and SIMPLE plans--specific legislative initiatives would make
them even more effective.

The "Retirement Savings Opportunity Act of 1999" contains several of these im-
portant initiatives. In particular, the Institute strongly supports those provisions
that would (1) eliminate complicated IRA eligibility requirements by restoring the
universal IRA, (2) raise IRA contribution limits to account for inflation, and (3) cre-
ate a "catch-up" rule that would accommodate the actual savings patterns of Ameri-
cans, many of whom must balance retirement saving activity with the financial obli-
gations of raising a family. These measures would increase IRA and employer-spon-
sored plan participation and contribution rates and greatly assist individuals seek-
ing to obtain adequate retirement income security.

My testimony will address each of these initiatives in greater detail. I would also
like to give some background information on the use of existing retirement savings
programs including, in particular, Roth IRAs and SIMPLE plans.

B. UTILIZATION OF EXISTING RETIREMENT SAVINGS PROGRAMS

1. Traditional IRAs and 401(k) Plans
The IRA and 401(k) plan programs have proven to be enormously effective for mil-

lions of Americans. A 1998 Institute survey found that an estimated 26 percent of
American households now own a traditional IRA, the median account balance of
which is $17,500. In those households where the head of household is sixty years
old or older, the median account balance is $30,900.6 In 1993, the most recent year
for which comprehensive, aggregate data (based on tax return information) is avail-
able, 52% of all IRA owners earned less than $50,000.7 This same group made about
65 percent-of all IRA contributions in 1993 (measured in dollars).

An estimated 35.4 million Americans are eligible to participate in 401(k) plans.
Based upon accounts of 6.6 million participants in over 27,700 401(k) plans in 1996,
the average account balance of a 401(k) plan participant was in excess of $37,300,
and the median balance was about $11,600. More than one out of every four partici-
pants in their sixties had an account balance in excess of $100,000.8

Evidence shows that Americans choose long-term investments for their 401(k)
plans and IRAs. For instance, a review of the investment allocations in 6.6 million
401(k) plan accounts indicates that 401(k) plan participants, on average, had in-
vested two-thirds of their account balances in equity securities in 1996. 0 And accord-
ing to the Institute's household survey, two ds of traditional IRA owners in-
vested a portion of their IRA in equities, including mutual funds and individual
stock.10 More specifically, of those IRA assets invested in mutual funds, about two-
thirds are in stock funds.11

2. Roth IRA Formation Has Exceeded Expectations AndCreated New Savers
The Roth IRA, established by the Taxpayer Relief Act of 1997, became available

on January 1, 1998. Comprehensive year-end 1998 data on the mutual fund indus-
try's share of Roth IRA activity, which the Institute presently is collecting from its
members, are not yet available. (We will share the data with the Committee as soon

*See "Mutual Funds and the Retirement Market," Fundamentals, Vol. 7, No. 2 (Investment
Company Institute, July 1998).

e investment Company Institute Household Tracking Study, May 1998 (unpublished).7Another 33% of IrA owners had no earned income and the remainder had earned income
of $50,000 and above. See Paul Yakoboski, "IRAs: Benchmarking for the Post-TRA '97 World,"
EBRI Notes Vol. 19, No. 12 (Employee Benefit Research Institute, December 1998).

SSee "401(k) Plan Asset Allocation, Account Balances, and Loan Activity," Perspective, Vol.
5, No. 1 (Investment Company Institute, January 1999); EBRI Issue Brief No. 205, (Employee
Benefit Research Institute, January 1999). -9Perspective, Vol. 5, No. 1, January 1999, supra at note 8.

10lnvestment Company Institute Household Tracking Survey Study, May 1998 (unpublished).
11Investment Company Institute data series, 1998 (unpublished).
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as it becomes available.12) We nonetheless can provide evidence of robust use of the
Roth IRA from two "snapshots" over the past year. First, Roth IRA account estab-
lishment at mutual fund firms in the first quarter of 1998-at the outset of the pro-
gram-was quite strong. Second, in the final weeks of 1998 when a deadline to con-
vert traditional IRAs to Roth IRAs approached 13, members reported unusually
heavy volume.

Evidence From First- Quarter, 1998. As noted above, the Institute conducted a
household survey in May 1998. Based on that survey, we estimate that less than
five months after the Roth IRA became available, about 3% of all American house-
holds owned a Roth IRA. 14 Two-thirds of these accounts were established with new
contributions; the remainder were conversions from traditional IRAs. Most signifi-
cantly, the survey found that the typical Roth IRA owner was 37 years old, signifi-
cantly younger than the traditional IRA owner, who is about 50 years old, and sec-
ond, that 30 percent of Roth IRA owners indicated that the Roth IRA was the first
IRA they had ever owned. The survey also found that Roth"IRA owners typically
expected to contribute $2,000-the maximum IRA contribution-to their Roth IRAs
in the 1998 tax year. 15

The Institute also polled some of its members to gauge the number of Roth and
SIMPLE IRAs established by April 15, 1998. We can share with you examples of
individual member responses. One fund complex reported that individuals opened
approximately 157,000 contributory Roth IRAs and 95,000 conversion Roth IRAs in
first quarter 1998; another fund group reported over 110,000 contributory accounts
and 36,000 conversion accounts for this period.

We also found that traditional IRA activity increased in early 1998 by an esti-
mated 12% over the prior year in the period January 1998 through April 15, 1998.
This increase can be attributed to three facts. First, financial services organizations
have conducted intensive education campaigns about the Roth IRA in all media out-
lets--TV, radio, print and internet-and this has raised substantially the public's
awareness of IRAs generally. Second, as noted above, the Roth IRA is attracting
many new investors, and there has not been any substantial substitution of the
Roth IRA for traditional IRAs. Third, there is a general increase in the public's
awareness of the need to accumulate retirement savings.

Evidence From Year-End 1998. Similar reports indicate that activity in December
1998 was strong. In the absence of comprehensive year-end data, we have collected
data from specific firms and obtained an anecdotal impression of the strength of
consumer interest in this time frame. Based on these data, it appears that the rate
of Roth IRA establishment continued through year-end. For instance, one firm,
which had reported 142,000 Roth IRA accounts as of April 15, 1998 had more than
tripled that number to 512,000 accounts as of year-end 1998. Similarly, another
fund complex reported $655 million in Roth IRAs under management as of April 15
and reported $3.7 billion, more than five and one-half times that amount, at year-
end. Seven fund groups that have reported year-end data to the Institute them-
selves have about $12 billion in Roth IRA assets. In addition, one research consult-
ant has estimated that $47 billion flowed into Roth IRAs at mutual funds and other
financial institutions in 1998.16

Consistent with first quarter 1998 findings, firms continue to report that new cus-
tomers represent a substantial portion of the individuals establishing Roth IRAs. In-
deed, one large Institute member indicated that 50% of its Roth IRAs were estab-
lished by new customers. Similarly, members with both 401(k) and IRA businesses
report that it does not appear that individuals are reducing their 401(k) contribu-
tions in order to fund Roth IRAs.

12This data will provide an indication of the extent to which individuals are funding their
Roth IRAs with mutual funds. Mutual funds, however, represent only about 42% of the tradi-
tional IRA market, and the data, therefore, will not reflect all Roth IRA activity.

lsTaxpayers converting IRAs in 1998 may pay related income taxes over four years, rather
than entirely in the year of the conversion.14 By comparison, the survey estimated that about 26% of American households own a tradi-
tional IRA.

15 Similarly a Fidelity Investments survey of its Roth IRA customers which also was con-
ducted in early 1998, found that about 40 percent of the individuals establishin Roth IRAs ei-
ther had not contributed to a traditional IRA within the past three years or hag never contrib-
uted to an IRA. Furthermore, this group indicated it would not have contributed to an IRA in
1998 had the Roth IRA not been available. Finally, consistent with Institute findings, this sur-
vey found that 42 percent of Roth IRA investors were "Generation-Xers." "Fidelity Investments
Reports Unprecedented IRA Season: Research Shows Roth IRA Driving Sales Volume,"
Bloomberg Business Wire, April 16, 1998.
16KG. uelfing& Associates, Marketplace Updates, unpublished presentation, November

1998.
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In brief, although information is anecdotal at this time, it consistently points to
the success of the-Roth IRA program and provides an important sign that, although
still in its infancy, the Roth IRA attracts new savers and new retirement savings.
3, SIMPLE Plan Formation Remains Strong Among The Smallest of The Nation's

Employers
Congress established the SIMPLE plan program in the Small Business Job Pro-

tection Act of 1996 to make available a simple, easy to use, low-cost retirement plan
for the nation's smallest employers, i.e., those with less than 100 employees. 17 The
Institute has found a continued pattern of strong small employer interest in SIM-
PLE plans over the program's two-year history. Available data1 8 demonstrates two
things. First, the SIMPLE plan has been especially popular with the nation's small-
est employers. Institute surveys have indicated that about 90% of those employers
establishing SIMPLE plans had 10 or fewer employees. Employers with 25 or fewer
employees constitute nearly the entire market. 9 These figures have remained con-
stant across two informal Institute polls, one identifying SIMPLE plan formation as
of July 31, 1997 and the other identifying SIMPLE plan formation as of December
31 1997 and March 31, 1998.

Second, data from this informal polling and more limited year-end 1998 informa-
tion suggests that new SIMPLE plan formation has continued unabated in the sec-
ond year of its availability. A comparison of available firm-specific data indicates
that there has not been any decline in the rate at which small employers are estab-
lishing SIMPLE plans and, in fact, suggests an increase in the rate of plan forma-
tion. For instance, although our poll was not intended to produce scientific esti-
mates, the number of plans reported between year-end 1997 and first quarter 1998
increased over 45 percent; the number of accounts increased by over 60 percent.

More specifically, one firm had almost 10,000 SIMPLE plans and 47,000 SIMPLE
accounts as of December 31, 1997. This increased by about 50 percent over the next
quarter to about 14,000 plans and 72,000 accounts. By year-end 1998, the firm had
an estimated 23,000 SIMPLE plans and 219,000 accounts. Thus over one year the
number of SIMPLE plans had more than doubled and the number of SIMPLE ac-
counts had more than quadrupled. Other firms for which data is available dem-
onstrate similar growth. For instance, for six mutual fund groups reporting year-
end 1997 and year-end 1998 data, SIMPLE assets increased four times over the
year. An Employee Benefit Research Institute study published in October 1998 simi-
arly demonstrates the effectiveness of the SIMPLE, finding that 12% of small em-

ployers with a defined contribution plan report having established a SIMPLE plan
over a period of less than 2 years. By comparison, only 9% of small employers sur-
veyed sponsored a-SEP, a program that has been available since 1979.20

The success of the SIMPLE program is extremely significant, because the lack of
retirement plan coverage in the small employer population has been stubbornly non-
responsive to previous policy initiatives and industry efforts. Under 2G percent of
employers with less than 100 employees provide a retirement plan for their employ-
ees, as compared to about 84 percent of employers with 100 or more employees. 21

Among the reasons for this discrepancy are that small businesses often have limited
resources to identify appropriate retirement plan products and to establish and
manage these plans. 22

17The Savings Incentive Match Plan For Employees (SIMPLE) is a salary reduction plan
under which employees may choose to make salary reduction contributions of up to $6,000 annu-
ally. Employers are required to provide either a specific matching or nonelective contribution
for eligible employees. The SIMPLE plan, which typically is formed by establishing IRAs for
each employee, entails none of the complex nondiscrimination rules, including top-heavy rules,
that are associated with traditional salary reduction plans, such as the 401(k). Additionally, re-
porting and administrative requirements are minimized, making the plan less administratively
burdensome for small employers to maintain. -18The Institute is currently compiling comprehensive year-end 1998 data on SIMPLEs and
will provide the Committee with that information when it becomes available.19Ititute informal survey results suggest that SIMPLE plan formation is negligible for em-
ployers of more than 25 employees.

2Paul Yakoboski and Pamela Ostuw, "SmallEmployers and the Challenge of Sponsoring a
Retirement Plan: Results of the 1998 Small Employer Retirement Survey," EBRI Issue Brief Na.
202 (Employee Benefit Research Institute, October 1998).

2 lEBRI Databook on Employee Benefits (4th edition), Employee Benefit Research Institute
(1997).

2One recent survey found that 35% of small employers who do not sponsor retirement plans
cited the high cost of establihing and administering plans as a major reason why they do not
sponsor a'retirement plan. Similarly, 35% said there are too many government regulations, and
17% said retirement plans require too-much paperwork. Employee Benefit Research Instumte,
1998 Small Employer Retirement Survey.



The SIMPLE plan appears to be the solution for many of our smallest employers,
because it is easy to explain to employers and employees and inexpensive to estab-
lish and maintain. Indeed simplicity is the key to the SIMPLE's success. That
should be kept in mind as Congress reevaluates the complex eligibility requirements
for IRA and Roth IRA participation under current law.

C. LEGISLATIVE INITIATIVES WOULD INCREASE RETIREMENT SAVINGS OPPORTUNITIES

1. Restore The Simple, Universal IRA
We fully endorse proposals in the "Retirement Savings Opportunity Act of 1999"

that would simplify the IRA rules by restoring the universal IRA through the elimi-
nation of the income limitations on deductibility and substantially raising the in-
come limit applied to Roth IRA conversions. These changes will result in more indi-
viduals being eligible for deductible and Roth IRAs. More importantly, these
ch nges will raise participation among those already eligible, but not participating
in these programs.

The IRA's extremely complex eligibility rules continue to be a source of confusion
for many Americans and a significant deterrent to program participation. Notwith-
standing the success of Roth and traditional IRAs, we believe that the IRA program
would be much more effective-even among those now eligible-if these complicated
rules were eliminated and the Roth and deductible IRAs were made universally
available. Our long experience with the IRA and the SIMPLE teach that saving in-
centives work best if the rules are simple and consistent.

The original deductible IRA, established in 1974, was available to individuals not
covered by an employer-sponsored retirement plan. When Congress introduced uni-
versal deductible IRAs in 1982 for all wage earners, IRA contributions grew, rising
from less than $4 billion in 1980 to approximately $38 billion in both 1985 and
1986. Remarkably, at the IRA's peak in 1986, about 29% of all families with a head
of household under age 65 had IRA accounts, and 75% of all IRA contributions were
from families with annual incomes less than $50,000.23 Moreover, the median in-
come of those making IRA contributions (expressed in 1984 dollars) dropped by 24
percent, i.e., from over $41,000 in 1982 to below $29,000 in 1986.24 'ihus, it is clear
that the simple, universal IRA program increasingly was reaching middle-class
Americans, and in our view would have continued to do so.

When Congress restricted the deductibility of IRA contributions in the Tax Re-
form Act of 1986, the level of IRA contributions fell sharply and never recovered.
For example contributions fell to $15 billion in 1987 and $8.6 billion in 1996.25 As
a result of the 1986 restrictions, many families no longer are able to deduct their
IRA contributions, and many may deduct only a portion of their contributions. Even
among those families retaining eligibility to fully deduct IRA contributions, IRA par-
ticipation declined on average by 40% between 1986 and 1987, despite the fact that
the change in law did not technically affect them. 26

The lesson is clear. The universal IRA worked, but confusing rules can undermine
even the powerful incentive of deductibility. When the tax rules are not simple, indi-
viduals are confused. A few years ago, American Century Investments surveyed 534
"savers" with respect to the rules governing IRAs. The survey found that "changes
in eligibility, contribution levels and tax deductibility have left a majority of retire-
ment investors confused."2 7 Simply put, individuals, even eligible individuals, stop
investing when a savings vehicle cannot be easily explained and readily understood.

The IRA program's complexities continue to undermine its effectiveness. The IRS
Publication 590, which explains the IRA program rules to lay persons, now has 82
pages, up from 12 pages in 1981. The numerous income limitations within the IRA
program, which are different for the deductible IRA, the nondeductible IRA, the con-

23 Venti, Steven F., "Promoting Savings for Retirement Security," Testimony prepared for the
Senate Finance Subcommittee on Deficits, Debt Management and Long-Term Growth (December
7, 1994).24 Hubbard, R. Glenn and Skinner, Jonathan, "The Effectiveness of Savings Incentives: A Re-
view of the Evidence" (January 19, 1995).

25 Internal Revenue Service, Statistics of Income.
2Venti, supra at note 23.27 American Century Investments asked survey participants, who were self-described "saver,"

ten general questions regarding IRAs. One-half of them did not understand the current income
limitation rules or the interplay of other retirement vehicles with IRA eligibility. "American
Century Discovers IRA Confusion," Investor Business Daily (March 17, 1997). Similarly, even
expansive changes in IRA eligibiity rules, when approached in piecemeal fashion, require a
threshold-publio6ducation effort and often generate confusion. See, e.g.,_Crenshaw Albert B.,
"A Taxing Set of New Rules Covers IRA Contributions," The Washington Post (Mar_ 1.6, 1997)
(describing 1996 legislation enabling non-working spouses to contribute $2,000 to an IRA begin-
ning _n tax year 1907).
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tributory Roth IRA and the conversion Roth IRA, are extremely confusing for lay
people and undermine the ability of financial institutions to effectively explain the
various types of IRAs to consumers.

The Retirement Savings Opportunity Act of 1999" solves this problem by restor-
ing the universal IRA. We strongly support this measure.
2. Adjust The IRA Contribution Limit For Inflation

The Institute endorses the proposal in the bill to raise the IRA contribution limit
to $5,000 and to index future increases for inflation. (Similarly, the Institute en-
dorses proposals in the bill that would permit individuals to defer more income into
employer-sponsored retirement plans, including 401(k)s, SIMPLEs and 403(b)s.)

Personal saving, including saving through the IRA program, is a core component
of this nation's retirement income security policy and plays an important role in as-
suring that individuals have adequate levels of income when they retire. Congress
should assure, therefore, that meaningful contribution amounts can be put aside in
the IRA program.

Unfortunately, the real value of IRAs has declined significantly over time. The
IRA's initial annual contribution limit was set in 1974 at $1,500 and increased to
its current $2,000 level in 1981--eighteen years ago. If ousted for inflation the
$1,500 IRA of 1974 would be about $5,000 today. The failure of the value ot the
IRA to keep pace with inflation has disabled many Americans, especially those with
no employer-sponsored plan alternative, 28 from accumulating retirement savings
that they will need to have a secure retirement.

Moreover, of those individuals actively contributing to an IRA in 1997, the median
contribution was close to the $2,000 maximum.29 This suggests that if the limit
were raised, many individuals would take advantage of it.
3. Adopt Catch-Up Rules For IRAs And 401(k)s

Many Americans cannot always take full advantage of the IRA and employer-
sponsored retirement saving programs for which they may be eligible. In particular,
many Americans find it difficult to save for the long-term goal of retirement income
security when they have more pressing financial obligations, including purchasing
a home, raising a family and providing college education for their children. Addition-
ally, because of the demands of child-rearing, individuals often leave the workforce
for extended periods. All these circumstances reflect the need to create a "catch-up"
rule for employer.sponsored plans and IRAs whereby individuals age 50 and older
can increase their annual contributions. The idea is to allow individuals who may
have been unable to save during their early working years to "catch up" for lost time
during their remaining working years.

The catch-up proposal is an excellent idea, because it responds directly to the
needs of today's workforce and the actual savings pattern of many Americans. The
laws governing retirement saving vehicles must be flexible enough to permit work-
ing Americans to make additional retirement contributions when they can afford it.
The bill contains such a provision, which the Institute strongly supports. Impor-
tantly, the proposal is commendable in that it provides a simple rule that will be
easy to understand and administer.

D. CONCLUSION

Today's targeted individual retirement vehicles, such as IRAs and 401(k) plans,
help millions of Americans-secure their future retirement through long-term invest-
ment. The new Roth IRA program is extremely popular. Ithas encouraged younger
individuals, who have never before contributedto IRAs, to begin to accumulate per-
sonal retirement savings. Moreover, the successful appeal of the Roth IRA appears
to have also had a positive effect on traditional IRA participation. Similarly, the
IRA-based SIMPLE plan continues to be successful among the nation's smallest em-
ployers. The SIMPLE has been successful because it is easy to explain, simple to
establish, and inexpensive to maintain.

Lessons learned from the SIMPLE's success and from the impact of complex eligi-
bility limitations on all IRAs should encourage Congress to eliminate these con-
fusing rules in order to encourage IRA participation. In addition, IRA contribution
limits should be adjusted to keep pace with inflation and reflect the fact that the
average IRA contribution is now close to the maximum limit. Adjusting this and

2 For many individuals, the IRA is the only available retirement saving program: only about
two-thirds of IRA owners have defined contribution plans and less than one-half participate in
a defined benefit plan. Investment Company Institute Household Tracking Study, May 1998 (un-
published).

29 Investment Company Institute Household Tracking Study, May 1998 (unpublished).
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other similar retirement plan liMits will encourage individuals to save adequately.
Finally, Congress should enact a "catch-up" rule that would respond directly to the

needs of today's Americans.
We are pleased that the "Retirement Savings Opportunity Act of 1999" contains

all of the foregoing provisions, and we therefore enthusiastically support its enact-

ment.

INVESTMENT COMPANY INSTITUTE

MATTHEW P. FINK
PR.IIDENT

March 19, 1999

Hon. William V. Roth, Jr.
Chairman, Committee on Finance
Room 219
Dirksen Senate Office Building
U. S. Senate
Washington, DC 20510

Dear Senator Roth:

I am writing in response to a March 1 letter in which Committee Tax Counsel asked two
questions that you did not have the opportunity to ask at the February 24 hearing on retirement
savings vehicles. The first question concerned the nature of current educational efforts to assist
individuals in determining how to invest their retirement savings. The second addressed the
use of technology in the administration of 401(k) plans.

Investor Education

Both the Institute and its members actively seek to assure that individuals investing in
mutual funds - whether retail or retirement plan investors - understand the fundamentals of
investing and the nature of market risk.

Member Activity. Many mutual fund companies provide substantial educational
programs for retirement plan participants. Often these programs take the form of group
meetings at workplaces. Other programs are in the form of interactive software available on
computer disc or at company websites, or are available as part of paper-based retirement
planning and education "kits." Similar programs and materials are available for individuals
investing or considering investing in one of the IRA programs.

Typically, these programs and materials are designed to help individuals determine the
retirement vehicles they may be eligible for; explain the fundamental principles of long-term
investing, including dollar-cost averaging; and help individuals to identify their investment
time horizon, personal risk profile and asset allocation preferences. Many programs also
include "calculators" that help people to estimate the savings they will need for retirement and
develop an appropriate investment strategy.

In addition to materials, programs and websites targeted specifically to 401(k)
participants or IRA investors, many mutual fund company websites offer more general
information and guidance covering areas such as planning for retirement, retirement plan
issues that arise when changing jobs, and financial issues that individuals should consider
when entering retirement.
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Initute Atit.The Institute has long supported the full disclosure of relevant,
material Information to all shareholders, including retirement plan investors. Most recently,
the hIstitute has supported the recent Security and Exchange Commission's (SEC) "plain
English" prospectus and fund profile Initiatives. The Institute also is an original sponsor of and
active participant in the SEC's Investor Town Meeting program, and will be participating in the
SEC's Saving and Investing Week (April 25-May 1), which will target students and retirement
plan participants. The Institute participated in the first of three National Summits on Retirew.ent
Savings in June, 1998, and is. charter partner of theAmerican Savings Education Council
(ASEC), an organization the purpose of which Is to increase public awareness of the importance
of retirement saving. Many Institute members also are pwmbers of ASEC. -

Additionally, the Institute publishes educational b-ochures for investors. These include,
for example, a guide to understanding mutual funds and a brochure explaining the nature of
mutual fund fees and expenses. The Institute also posts these publications and related
information on our public website. With spiclfic regard to retireent savings and investment,
the Institute plans to publish this year a brochure on retirement savings vehicles.

The Institute also played a key role in seeking Department of Labor guidance, issued in
1996, that clarified the extent to which employers and plan service providers may provide
investment-related "education" to plan participants without the provision of such information
giving rise to liability concerns under the Employee Retirement Income Security Act (ERISA).
As a result of that guidance and market demand, there has been a substantial increase in the
amount and quality of educational materials and programs - including software-based
programs - available to retirement plan participants. We have also provided assistance to the
Department in the development of a DOL information booklet describing 401(k) plan fees.
Under current DOL guidance, not all investment products are required to automatically
disclose all relevant fees to plan participants. The Institute has raised this issue with the
Department and, additionally, has been working with the Department to develop an easy-to-
use form which employers that sponsor 401(k) plans or that are considering establishing a plan
can use to identify 401(k) plan services and the fees that are paid for them.

The Institute also is engaged in on-going research on investment choices made by
retirement plan participants. Together with the Employee Benefit Research Institute (EBRI), we
have assembled a database that includes Information from more than 6.6 million 401(k) plan
participant accounts and 27,000 plans. This is an on-going, multi-year projct that will examine
participants' asset allocation behavior and will hopefully provide information that can be used
when identifying the role of educational programs and materials in assisting participants in
their investment decisions. We have attached a copy of the initial paper based on project data.

The Use of Technology In 401(k) Plans

Service providers, including Institute members, increasingly use advanced technologies
In the administration of 401(k) plans. These technologiesinclude voice response systems
("VRS"), electranc mkal ("e-mail") and websitei- Using these technoogies, plan participants
can obtain significant Information about their retirement plan and access to (or request paper
copies of) plan literature, such as descriptions of a plan's investment and distribution options,
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summary plan descriptions ("SPDs") and prospectuses for a plan's mutual fund investment
options. In addition to using these technologies to request and receive plan-related information,
plan participants can use VRS, e-mail and website technology to enroll in their employer's plan,
make salary deferral, contribution and investment elections, change prior elections, request
loans or distributions, and obtain account statements and information regarding recent activity
in their accounts. For example, participants are able to easily confirm that recent contributions
were properly credited to their accounts.

These technologies have proven to be efficient, secure and accurate and, thus, beneficial
to retirement plan investors. All indications are that such technologies are popular with both
employers sponsoring plans and employees participating in plans.

Section 1510 of the Taxpayer Relief Act of 1997 directed the Department of the Treasury
and Department of Labor to issue guidance that would both facilitate the implementation of
technologies in plan administration and assure that plan participants remained adequately
protected. Both agencies have Issued proposed guidance that would clarify that certain
statutory notices, elections and consents may be provided via VRU, internet, or other electronic
media. Such guidance, when finalized, will facilitate increasing use of these technologies, much
to the benefit of plan participants.

Your letter asked if there are legal changes that might be made to increase the
availability of technological advances to retirement plan participants. One such issue concerns
IRA account establishment. IRAs, despite being vehicles created under federal tax law, are
formed as custodial or trust agreements under state law. Many states have yet to recognize the
validity of electronic signatures. Thus, it can be difficult for investors to establish an IRA
account on-line. Federal legislation could resolve this issue in a manner that could result in
increased IRA formation. For example, legislation clarifying that IRAs could be opened via the
Internet would enable individuals to open an IRA immediately after reviewing IRA or
retirement savings information on a financial Institution website. Similarly, a 401(k) participant
who is terminating employment with his or her employer and making distribution decisions
"on-line" might want to immediately roll the 401(k) account assets directly into a new IRA.
Enabling legislation, thus, would facilitate the preservation of retirement assets, benefit
portability and retirement asset management.

Respectfully,

Matthew P. Fink



December 3, 1998

Investment Company Institute
Statement on Social Security Reform

The Investment Company Institute is the national association of the American investment
company industry. Its mutual fund members have assets of about $4.5 trillion, accounting for
approximately 95% of total industry assets, and have over 62 million shareholders. About 35%
of these assets under management are held in retirement savings vehicles, including Individual
Retirement Accounts (IRAs), 403(b) accounts and 401(k) plans.

The nation's retirement income policy rests on three programs - the Social Security
system, individual savings (including traditional and Roth IRAs) and employer-sponsored
retirement plans. These programs are designed to work in concert to enable Americans to enjoy
a reasonable standard of living in retirement. Lawmakers should continue this three-pillar
approach, ensure that each program continues to be effective and consider ways to increase the
effectiveness and reach of each program. Assuring that Americans have available all necessary
tools and avenues to save for their retirement is especially important in light of our nation's
changing demographic profile. As a result of increases in longevity coupled with the aging of
the baby boom generation, it is vital that the retirement needs of the population be adequately
addressed.

The number one goal of lawmakers should be to ensure the long-term health of Social
Security. The program's status as a universal system should be maintained, because it assures a
floor benefit to the many Americans who have not had the benefit of an employer-sponsored
retirement plan nor the ability to accrue substantial individual savings. Moreover, the restoration
of fiscal soundness and fairness will renew Americans' faith and support of the program.

Many Social Security reform proposals would include an "individual savings account"
component. Among the reasons offered in support of such an approach are that it would
(1) increase the benefit the system could deliver to many individuals, and (2) introduce many
individuals to the basic principles of savings and investing, which could have positive effects on
the two remaining retirement income program -- individual savings and employer-sponsored
plans.

If lawmakers determine that individual accounts contribute to the overall fiscal stability
of the Social Security system and to improved retirement income and thus includes them as part
of Social Security reform, they also should ensure that appropriate investor protections, similar
to those found in the securities-laws, are put in place. In addition, many participants in the Social
Security system may have little or no experience with long-term investing. Thus, the creation of
an individual account program needs to be preceded and accompanied by a significant public
education campaign about the principles of investing, markets and risks, and product disclosure.



To assure an orderly transition to a new system, all individuals upon entering the system
should first have their individual accounts invested in a government-sponsored fund or funds.
At some designated point in time, however, individuals should be given the option of electing
investments in addition to government-run funds.2 There are several reasons why this is an
important feature. First, and perhaps most importantly, the additional choices will enable
participants to select investments that meet their own objectives, taking into account factors such
as age, income, and risk tolerance. Second, in the absence of such an option, government-
managed pools quickly would become extremely large and, as a result, have unintended impact
on the markets. Third, private managers would compete against the government funds on cost,
performance and service, thus improving the system. Fourth, many private managers already
have well-established infrastructure to handle similar accounts. It is important that the system be
designed at the outset to accommodate privately managed accounts and that additional legislative
or regulatory action not be required to permit them as options.

Finally, in considering Social Security reform in the context of improving retirement
security, lawmakers also should assure that the other retirement programs are expanded and the
rules governing them are simplified. The success of these programs, such as IRAs and
employer-sponsored plans, will reduce the strains placed on Social Security. Enhancing these
programs would be even more important if lawmakers determine not to establish an individual
account component to Social Security.

'Such a system, might, for instance, be modeled upon the Federal Thrift Savings Plan, which offers a
lindted number of government-managed investment options.

' Such an option could be made available after, for example, an individual has participated in the system
for a specified number of years, has worked for a specific number of consecutive quarters, or has
accumulated a specific minimum dollar amount in his or her account.
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March 15,1999

The Honorable Daniel Patrick Moynihan
United States Senate
464 Russell Senate Office Building
Washington, DC 20510

Dear Senator Moynihan:

At the Finance Committee's February 24 hearing on retirement savings issues,
you requested that we provide you with a letter addressing retirement savings
opportunities for Americans with modest incomes. You asked generally how such
Americans could most effectively be encouraged to save for retirement. More
specifically, you asked about the feasibility of establishing accounts for individuals in a
new program.

Encouraging Americans to save for retirement is an important public policy
objective. The mutual fund industry has been extremely successful at providing middle-
class Americans with the opportunity to participate in the capital markets and invest
their savings. The median annual income of the typical household that owns mutual
fund shares is $55,000. Many moderate and lower income households typically save and
invest in mutual funds through retirement plan programs.

Current EPM~AMs

CuTrrent programs, such as the IRA and 401(k) programs are successful in
encouraging moderate and lower-income individuals to accumulate retirement savings.
For instance, 52% of IRA owners, according to. 1993 data, had incomes of less than
$50,000. Similarly, about 80% of eligible employees participate in their 401(k) plans at
work. Furthermore, according to Employee Benefit Research Institute testimony,
employer-matching contributions provide a powerful incentive for lower-earning
participants to increase their contribution rates up to the maximum amount matched. In
short, currently available retirement programs have been successful in encouraging
Americans of all income levels to save for retirement.

Nonetheless, more can be done to increase the success of these programs. The
simpler the rules and more universal the program, the more effective it is. As we stated.
in our testimony, when the deductible IRA was available to all Americans, It was
attracting increasing numbers of Americans at modest income levels. Between 1962 and
1966, the median income of those making-IRA contributions dropped by 24 percent,
from over $41,000 to below $29,000 (measured in 1984 dollars). With the Introduction
of complicated eligibility rules, IRA participation declined among those families who
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actually retained eligibility by about 40% between 1986 and 1987, despite the fact that
the change in law did not technically affect them. We attribute this drop solely to the
confusion surrounding the change in the law. It is our strong view that the IRA remains
the single best opportunity outside the workplace to encourage lower and middle-
income people to save. Our more recent experience with the SIMPLE plan, discussed in
our testimony, provides a similar lesson - simplicity works.

Education About Retirement Savings Opportunities

Education remains an important factor in IRA and 401(k) plan participation. The
intensive education campaign conducted by financial services organizations about the
Roth IRA substantially raised the public's awareness of the Roth IRA and of IRAs in
general. As a result, early indications are that all IRA activity has increased. This was
also the case in the early years of the universal IRA. Similarly, studies have indicated
that employers that provide retirement planning and investment education to their
employees (or hire financial services institutions to do so) increase plan participation
and contribution rates and positively affect investment allocation behavior.

These programs, of course, do not provide a complete solution to the retirement
savings problem, but they certainly can be a bigger part of the solution if legislation is
designed bearing in mind the cornerstone principles of universality and simplicity.

Personal Savingo Accounts In Social Security

You also asked more specifically about proposals that would enable individuals
to establish separate accounts with either a small portion of current FICA taxes or
outside of the Social Security system. The priority of Congress should be to assure the
fiscal soundness of the Social Security program. We can well understand why the
Congress might wish to consider individual investment accounts within social security,
which could hold the promise of producing higher retirement income for participants_
As you consider whether or not to include an individual account program in which
individuals direct investments, a number of issues would need to be addressed. I will
mention three: market risk; education; and administrative feasibility.

Understanding Market Risk. First, if Congress were to decide to provide all
Americans the opportunity to establish an individual retirement savings account,
it must do so fully aware of the market risk assumed by each individual.
Markets go up and down, and the 20% returns of the last several years should
not be regarded as "normal." The historical average hovers near 11%. While
that is better than that which is earned today by the social security trust fund's
investment in U.S. Treasury bonds, no one - neither policy makers nor
individuals - should have unrealistic expectations about account investment
returns and their subsequent impact on retirement security.

Likewise, even in a situation where there is limited investment choice,
individuals will make different investment decisions that will impact on their
overall return. Although historical data suggests that over long periods of time
the stock market offers higher returns than other investment alternatives, there is



no guarantee of better returns for each individual. Congress should ensure that
individuals understand this aspect of individual account investing. The
government should not be in the precarious political position of being required
at some point in time, to guarantee a certain return on account investments. This
brings us to our second point.

Education. As we stated at the hearing, a program with millions of novice
investors must begin with education about the markets, asset allocation, risk, and
investment product costs. Because of this concern, wve have suggested that
individuals initially participate in a uniform investment program with limited
investment options, similar to the federal Thrift Savings Plan program. After a
few years of investment experience, however, individuals who voluntary choose
to do so should be able to move their account balance into a privately managed
environment. (We have attached a more complete description of our general
position, which was prepared for the White House's December summit on social
security reform.)

Administrative Feasibility. There remains the question of administrative
feasibility. Building an administrative system to manage millions of small
accounts is certainly technologically feasible. Determining economic feasibility,
however, is difficult because it depends on many different factors and
parameters yet to be established. Two ways to design this program that may
result in lower costs are first, to start the program with only limited investment
options, as mentioned above, and second,-to build on existing processing,
procedures and programs. By using regulatory structures already in place, such
as existing securities laws and IRA or 401(k) accounts and rules, start-up costs
may be minimized and unnecessary duplication avoided.

Respectfully,

Matthew P. Fink
President

Enclosure



CONGRESS SHOULD ENACT WORKING GROUPS RECOMMENDATIONS

The ERISA Advisory Council on Employee Welfare and Benefit Plans Working Group on Small
Business issued Its report .-How to Enhance and Encourage the Establishment of Pension Plans -
on February 8, 1999. The underdped organizations urge Congress to enact legislation In
the.106th Congres that will Implement the recommendations included In the report. This
is a good start to stugthening and expanding small business pension plan participation. We
will cononue to share additional ideas about encouraging small business pension coverage with
Congress

The ERISA Advisory Council is a statutorily-established entity designed to advise the Secretary
of Labor and to submit recommendations regarding the Secretary's fmtions under ERISA. It
consists of 15 members appointed by the Secretary: three repr ntatives of employee
organizations (including at least one member representing a multiemployer plan); three
representatives of employers; one representative each from the fields of insurance, corporate
twst, actuarial coumeling, investment counseling, investment management, and accounting; and
three reppisentatives of the general public, including one member who represents those receiving
benefits from a pension plan. Members are appointed to three-year terms.

The Small Business Working Group conducted four hearings in 1998 that included testimony
from eighteen witnesses. The Group's objectives were to evaluate the reasons for the low level
of pension coverage in the small business community; make recommendations to the Department
of Labor, and suggest a methodology to enhance and encourage the education of workers and
employers about the need for greater pension coverage.

The Working Group made the following recommendations. Some are included in one or both of
last year's bipartisan pension proposals or in recent Administration proposal.

*Rqp ofde1 top-hansiaW - The report concluded that the top-heavy rules no longer
provide significant protections to employees; are duplicated by subsequent legislation;
am an additional and unnecessary cost; and create a perception in the small business
community that they are unfairly targeted for pension abuse.

* E aa ofuawvfen - Internal Revenue Service fees can constitute a significant
cost for small businesses.

Iacxrau lx U n bisux m conxwbutlofs, and Inldudable ceOpenmadon - The
report recommends the restoration of limits ,hat were reduced since the passage of
ERISA for revenue-driven, not pension policy, reasons. It-noted that the erosion of
limits has resulted in the "do-linking" of retirement plans ofImanagement from rank-
and-file employees; which acts as a disincentive to pension growth.



o Demk p a ntonal #hrmext poUcy - The Department of Labor should facilitate and
encourage public education programs designed to increase pension saving by American
workers.

Coa/Won - Coalitions should be promoted to offer pooling vehicles for small
employers.

Tax ilxcamv - Additional tax incentives should be offered to encourage employers to
establish qualified pension plans.

Smpla defied be fit pla"s - The working group restated its 1997 support for
creating a simplified defined benefit plan for small businesses.

American Council of Life Insurance

American Society of Pension Actuaries

Association for Advanced Life Underwriting

Employers Council on Flexible Compensation

National Association of Manufacturers

Profit Sharing/401(k) Council of America

Small Business Council of America

U. S. Chamber of Commerce
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PREPARED STATEMENT OF SENATOR ORRIN G. HATCH

Thank you, Mr. Chairman. It is probably an understatement to say that the topic
of retirement security is a very important one. The demographics of our country are
cWe are living longer, having fewer children, and watching our work force
a k e average American today will spend one-third of their lifetime in retire-
ment.

This Is not just an American phenomenon. Countries all over the world are find-
ing that the numbers just don't add up anymore. We are standing at the same cross-
roads and struggling with the same issues: How do we redefine our retirement poli-
cies to reflect these new 21st century scenarios?

These new realities are forcing all of us to realize that we may not be able to do
things the way we have always done them in the past. But, change is not always
bad, and I believe that the future holds great promise if we approach these chal-
lenges positively.

The way I see it, our retirement policy of the future hinges on three elements:
the public Social Security system, the private pension system, and individual sav-
ings. Each of these thr6e elements is an important piece of the puzzle. You cannot
discuss changing any one of them without taking into account the effects of the
other two.

We have heard a lot lately about reform the Social Security system. Reform of
the Social Security system is essential to ensure its long-term solvency; and it is
imperative that we soon move beyond talk and into action. Social Securit revenues
w be insufficient to cover benefits being paid out in the year 2013. Ths is real-
it is not a scare tactic. We must look beyond band-aid measures and accounting gim-
micks as a way of addressing these problems. The President's budget does not pro-
pose reform that would deal with the core problems of the system.

But the Social Security debate often seems to ignore the bigger picture. Americans
need more than just Social Security when they retire. SocialSecurity was designed
to be a safety net for retirees, not to set the standard of living for the elderly.

Congress is not the only group that needs to keep in mind that retirement secu-
rity is more than Social Security; the public must change their habits as well. Social
Security is the only source of income for 16 percent of its beneficiaries. It is the
major source of income for an additional 66 percent. We cannot approach the broad-
er subject of retirement security with a one-track mind. Our discussion must include
the other elements of retirement security as well: private pensions and individual
savings. I am glad to see that the Chairman has done just that in this hearing today
to examine ways to save for retirement.

The situation out there regarding retirement savings is grave. Polls have found
that 30 percent of Americans have not yet started to prepare for retirement in any
way; 47 percent of them take a casual approach to retirement savings; and, only
23 percent save systemically for retirement. In a broader sense, we have seen the
savings rate fall drastically from 1992, when it was 5.7 percent of income Now, we
find that it is zero.

We cannot ignore the importance of private pensions and individual savings on
retirement security. We must all look toward the future and take steps to augment
our retirement incomes. In the long run, low U.S. saving and investment rates will
inevitably result in a lower growth rate for our economy-and an even greater bur-
den on other forms of retirement unless we can encourage more individual effort.

If we are to find true retirement security for the 21st century, we cannot ignore
the second and third legs of this three-legged stool. We must find ways to enhance
employers' ability to provide pension and savings plans. And, we must stimulate
growth in personal savings, which includes making the American public more aware
of the need to plan, save, and invest for retirement.

The witnesses today will be able to give us important and helpful information on
the ways that Americans are utilizing the programs currently available and ways
that we can improve the rules to make pension saving more attractive and more
feasible for Americans. I thank the witnesses who have taken time to be here today
and look forward to their testimony.

PREPARED STATEMENT OF JOHN MCCORMACK, JR.

Good morning Mr. Chairman, Senator Moynihan and Members of the Committee.
I am John McCormack, President at TIAA-CREF. Founded in 1918, TIAA is a non-
profit life insurance company offering annuities and insurance products. CREF is
a companion organization, which issues variable annuities and manages mutual
funds. Together they manage over $249 billion in assets. As the nation's largest pri-
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vate retirement funding system, TIAA-CREF provides pension savings products to
almost two million educational employees and pays retirement income benefits to
almost 300,000 retirees. Most of these Individuals participate in defined contribution
plans that operate under Section 403(b) of the Internal Revenue Code (the Code).

I am pleased to testif at this hearing and help explain how this long-standing
section of the tax code has helped individuals who work for the colleges, schools,
hospitals and other tax-exempt organizations described in Section 501(cX3) of the
Code to achieve an adequate retirement income. The American Coundil on Edu-
cation, College and University Personnel Association and the National Association
of College and University Buisiness Officers join TIAA-CREF in support of our state-
ment. Over twenty-five years ago, the senior Republican Senator from New York,
Senator Jacob Javits cited TIAA-CREF as a role model in testimony before he intro-
duced ERISA. Senator Javits said:

"We need to learn something from the success of the college teachers retire-
nient system-TIAA-CREF--which would be a real model for private industry."

Like the educators we serve, TIAA-CREF continues to learn how to make retire-
ment more financially secure. We commend you for holding this hearing to explore
the success that employer-sponsored pension plans already have achieved, as well
as your leadership in introducing a pension bill that builds on what already works
well. Americans will face a number of demographic challenges n-1 baby boomers start
to retire. Now is the time to set bold, new goals for increased retirement savings.

403(B) PLANSWORK FOR EMPLOYEES IN EDUCATION

First, let me share some data on who are the participants in 403(b) plans and
how both types of 403(b) plans operate. For many decades, the education community
has achieved remarkable success in expanding pension coverage using 403(b) annu-
ity contracts for both employer-sponsored retirement plans and employee voluntary
pre-tax retirement savings. These plans are important to more than six million em-
ployees, many of whom rely upon 403(b) annuities as their primary source of retire-
ment income. At the end of 1997, more than 33,000 organizations (20,000 of which
had less than 100 employees) sponsored a 403(b) plan and nationwide these pension
plans held assets of $422 billion.

An analysis of April 1993 Current Population Survey Data indicates that 95% of
the full-time employees who work in higher education have the option of partici-
pating in a retirement plan. 403(b) retirement plans together with public retirement
systems are responsible for this significant achievement. This high rate of pension
availability and coverage helps improve the overall pension coverage rate for
women. Women comprise a majority (54%) of TIAA-CREF's participants, who are
mostly from the higher education community. While .I do not have data on the exact
percentages of em-loyeesin the public K-12 sector who save their own funds in
403(b) annuities, over and above their public teacher's retirement system benefits,
74.4% of the public K-12 workforce are females. The education sector accounts for
60% of all 403(b) plans and 70% of all 403(b) participants.

403(b) plans play a dual role working as defined contribution money purchase
basic retirement plans, as well as encouraging employees to contribute their own ad-
ditional savings for retirement. The higher education community has a long-estab-
lished goal for an adequate retirement plan together with Social Security-replacing
two-thirds of pre-retirement income on an inflation protected basis--which is set
forth in a joint statement of principles bythe American Association of University
Professors (AAUP) and the American Association of Colleges and Universities
(AAC&U). To reach this benchmark, higher education institutions make substantial
contributions (most do at least 10% of compensation) to their employees' 403(b)
plans and, in fact, many of the colleges pay the full cost of these plans. About one-
third of the educational employers sponsor a contributory pension plan with a dol-
lar-for-dollar employer matching contribution available in the large majority of such
plans. Also, employees can make additional voluntary contributions to 403(b) annu-
ities by salary reduction within limits provided in the tax code.

According to the 1998-1999 AAUP Salary Survey, the average faculty salary
across all types of institutions and ranks was $56,282. Based on our survey research
panel data, 59% of our participants have household incomes under $75,000. The av-
erage retirement contribution to a participant's TIAA-CREF annuity from their
basic pension plan during 1998 was $5,866. TIAA-CREF's Supplemental Retirement
Annuities (SRA) exclusively fund voluntary employee additional tax-deferred sav-
ings and had an average premium during 1998 of $4,538. The average accumulation
in these two types of accounts by year end 1998 equaled $99,500 for the retirement
annuities and $39,000 for SRA products.
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Immediate vesting of both employer and employee contributions, available to al-
most all 403(b) plans, encourages full pension portability. This concept of portability
remains a cornerstone of TIAA-CREF as it has been since 1918. Another long-stand-
ing principle TIAA-CREF espouses is the importance of a guaranteed lifetime in-
come for participants. 403(b) plans both basic retirement plans and voluntary tax-
deferred plans provide annuities as the primary form of benefit. Each year, TIAA-
CREF sends a projection of retirement income to all two million participants which
helps them to focus on retirement throughout their careers. In 1998, 79% of th6se
individuals starting to draw out an income from their contracts chose a lifetime in-
come option.

LIMIT ON CONTRIBUTIONS TO 403(B) PLANS

The amount that can be contributed to a 403(b) annuity was a complex calculation
in 1958 when the Congress created the maximum exclusion allowance (MEA) under
Section 403(b) of the Code..The underlying concept looks at pension contributions
over the span of a career with an employer. The MEA formula allows an individual
to tax defer 20% of compensation multiplied by years of service less prior contribu-
tions to a retirement plan. When Congress crafted ERISA in 1974, it introduced Sec-
tion 415 of the Code and added to the MEA calculation an annual limit on contribu-
tions of 25% of compensation or $25,000. Over the next 20 years, Congress changed
the pension law several more times often adding more restrictions over and above
the MEA and the Section 415 calculations.

For example, Congress established a new limit on employee before-tax contribu-
tions in the 1986 tax act under Section 402(g) of the Code. In recognition of the
long-standing nature of 403(b) plans and reliance of the educators on the old limits,
Congress froze their 402(g) limit at $9,500. Only when the indexed amount for
401(k) plans exceeded $9,500 two years ago did this limit increased to $10,000 and
now both limits will increase together. In 1986, because of the career perspective
built into the 403(b) exclusion allowance, Congress also created a 402(g) catch-up
option which applied to employees who had completed 15 years of service allowing
them the potential of adding $3,000 more pre-tax dollars to their retirement savings
in a year, but no more than $15,000 overall.

I may have confused you by now. From our experience with our participants, I
know this happens. In fact, that is why financial providers like TIAA-CREF assume
a large share of the administrative burdens, such as preparing what we call tax-
deferred annuity (TDA) calculations to help participants under the 403(b) plan lim-
its. In fact, working with colleges, universities, schools and other organizations
TIAA-CREF has created a broad array of financial education for participants to help
them understand not just the MEA calculation, but more importantly, the benefits
of pre-tax savings, compounding of interest, and investment diversification. The suc-
cess of this educational effort is-evidenced by the three-fold growth (over the last
ten years) in the numbers of participants who are making voluntary contributions
to Supplemental Retirement Annuities (SRAs). Also, our investment educational ef-
forts are showing good results. A study completed by two economists, Zvi Bodie and
Dwight Crane, rated the investment decisions and the asset allocation selections of
our participants on a par with professional money managers.

THE "RETIREMENT SAVINGS OPPORTUNITY ACT" WILL INCREASE SAVINGS

Americans know that they need to save for retirement, but getting started can
be a challenge. Your "Retirement Savings Opportunity Act of 1999" represents an
important step forward. Having spent many years helping participants and plan ad-
ministrators understand the complex changes made to their retirement plans that
often reduced their savings opportunities, we look forward to explaining the new
and greater opportunities your bill provides. Starting to defrost the contribution lim-
its on pension plans should take the chill off our national savings rate. Increasing
the contribution limit for IRAs is long overdue, since it has remained at $2,000 since
1974.

Since others will cover the bill's IRA proposals, I will focus my comments on those
aspects of the bill that will have a special impact for 403(b) plans. Your pension bill
creates an additional way for employees to make their contributions to their 403(b)
retirement plans, in a manner similar to the tax treatment for Roth IRAs. This
choice is a good one, especially for lower paid employees who can choose to pay the
tax on their pension savings and receive their retirement income tax free. Creating
this new option will broaden the appeal of saving ina 403(b) plan. For those cur-
rently saving, it provides the opportunity to save the same amount, pay tax on their
contribution now and generate more net retirement income later.



As mentioned earlier, Congress allowed a small catch-up contribution to continue
in 403(b) plans after 1986. Since the opportunity to use the catch-up election is re-
stricted to only employees with at least 15 years of service, and since these contribu-
tions cannot exceed a total of $15,000, there is only a small group who can utilize
the option. Additionally, the 15 years of service requirement tends to make the
catch-up option less aval able to women who frequently move in and out of the work
force. We believe the proposal to create a new broadly available retirement savings
catch-up provision is good pension policy. Your catch-up option will be much easier
to admister than the more limited one currently available under 403(b) plans.
Using an age requirement means that all employees can eventually try to make up
for years earlier in their career when they could not make or afford contributions
to their retirement plans. Importantly, your proposal also recognizes that lost earn-
ings are required to make individuals whole. For example, a fifty-year-old who
wanted to make up for a missed $2,000 contribution when he or she was age 30
would have to contribute over $9,000 to make up lost investment earnings at an 8
rate over the twenty-year period.

Over the years, changes in the tax code have pushed these dollar limits down and
kept them at low levels. TIAA-CREF participants experienced this first hand when
the $9,500 cap on employee tax-deferred savings was imposed in 1987. In 1986, the
average annual voluntary tax deferred contribution to our SRA accounts was $4,272.
When compared to the 1997 amount of $4,583 average SRA premiums have notrisen in real dollars, due in large part to the dampeang effect of the $9,500 cap.
Increasing the dollar limit under Section 402(g) to $15,000 from its current $10,000
amount should have a positive impact on savings.

Another important change in your bill that could help workers and families save
more for retirement are the proposed changes that would eliminate the Section 415
limit that is based on 25% of compensation and correspondingly repeal the max-
imum exclusion allowance. For many lower paid individuals, these limits restrict the
dollar amount of their retirement savings at levels well below the current $10,000
cap. Consider the teacher in an independent school (or public K-12) earning $30,000.
If this is a second income in the household he, or more likely she, may be able to
save more than the $7,500 which represents 25% of compensation. In fact, if this
woman was returning to teach after staying home to care for her children, the
403(b) maximum exclusion allowance would impose an even lower percentage limit.
In general, the multiple layering of limits on top of the MEA calculation has re-
stricted the amount of pre-tax elective contributions at a level much lower than the
MEA amount and repealing the maximum exclusion allowance would greatly sim-
plify the administration and record keeping needed in 403(b) plans.

CONCLUSION

403(b) plans provide educators and others who work for tax exempt organizations
adequate income. The pension reforms contained in the "Retirement Savings Oppor-
tunity Act" should further expand retirement savings for educators and all Ameri-
cans.
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March 17, 1999

The Honorable William V. Roth, Jr.
United States Senate
Committee on Fmiace
219 Senate Dirkn Office Building
Washington, DC 20510-6200

Dear Chairman Roth:

Thank you for the opportunity at the Senate Finance Committee hearing on February 246
to share TIAA-CREF's views on how 403(b) plans can help increase the nation's savings rate.
I am pleased to respond to the Committee's follow-up questions.

While financial education has always been an important task for TIAA-CREF, over the
last decade we have greatly expanded our efforts to encourage participants to save - in
employer-sponsored retirement plans and tax-deferred annuities - and to invest wisely for their
long-term retirement needs. Today we use a variety of tools, techniques and media to cary out
our financial education mission. In format, publications range from one-page stuffrs, to single
topic pamphlets, to newsletters for participants and plan administrators and special reports
covering key issues. TIAA-CREF materials cover topics such as investment options, calculations
of retirement income needs, and explanations of various tax issues. These educational efforts are
supported by group seminars and one-on-one counseling by TIAA-CREF employees and TIAA-
CREF uses technology to deliver information and service that our participants rate as superior.

As I mentioned in my written statement, two outside economists - Zvi Bodie and Dwight
Crane - evaluated the investment behavior of TIAA-CREF participants. Their detailed analysis
looked at TIAA-CREF participants' asset allocation choices based on age and net worth and
compared their investment behavior with the recommendations financial experts would make to
individuals. Their conclusion, published in an article (copy attached) from FManWIal AmlysU
Jouml, November/December 1997:

"that the TIAA-CREF respondents, on average, appear to follow the generally
accepted investment principles recommended by experts. Although TIAA-CREF
participants are probably better informed and more experienced at making their
own investment choices than the general population, our findings suggest that,
givenenough education, information, and experience, people will tend to manage
their sel-directed investment accounts in an appropriate manner."

shows that TIAA-CREF's financial education efforts are effective. While we cannot protect
participants from the volatility of the stock market, we help them understand the various
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components of risk and access their level of risk tolerance so they find the right long-term
balance between the financial gains available in the stock market and market risk.

A key aspect of Bodie and Crane's assertions about financial education concerns what is
enough. TIAA-CREF provides an impressive amount of education on saving and investing. Our
experience Mgget that effective investment education targets all levels of sophistication. Our
goal is to convince our participants to save enough to ensure an adequate retirement income and
our message fcum on four key concepts:

0 Start participating in your employer's retirement plan as early as possible to take
full advantage of compounding.

0 Appropriately alocatw your assets to achieve a long-term rate of return.

0 Preserve your pension assets for retirement and roll over any lump sum
distributions, and

4 Supplement your pension with personal savings.

Print materials guarantee that a consistent message is delivered to all participants.
Research firm the Employee Benefit Research Institute (EBRI) suggests that employees read the
financial education materials provided to them through their employer's plan. According to the
results of EBRI's retirement confidence survey, workers often take an investment action after
leading more about saving and investing from employer provided education- 43% changed their
allocation; 43% ranged their contributions and 41% started to contribute. Attached to this letter
are examples of how TIAA-CREF communicates to participants. They include:

* Enrollment materials include a booklet on Building Your Portfolio with A.A-
CREF which helps participants understand diversification, investment risk and how
to put it all together with model investment portfolios. The Guide to Your
Pw~mndFinaces covers how to save, building risk tolerance into asset allocation
and the Roth IRA.

We mail our quarterly Patcipanimagazine to two million participants. The
August 1998 Participan featured two articles on checking asset allocation to help
individuals respond to the stock market volatility. Our Fall 1998 InwtmNt
Forwm covered this topic in more detail and featured a discussion by two noted "
economists on using bond investments in tax-defeired accounts.

TIAA-CREF Annuity Benefit Report enables each participant to annually evaluate
their benefit adequacy and investment strategy with a personalized projection of
future retirement income. These illutatons help participants understand how
inflation may impact their retirement savings since they illustrate benefits under
inflation adaptive payouts.



Pag 3

Stanent stuffers, such asthemclosed "Five Principles ofnvesting, that Experts
Use Every Day," ae one-page ipformaon piece that convey targted messages.

We use advertisements to build on these key messages, such as the "Please Check
Your Asset Allocation Seat Belt" advitorial and special inse in newspaper that
reach ou tart market.

Also, TIAA-CREF has hosted a nationwide satelliti telonfmr6 in each of the
last three years. Our Racbing Your Flncid Goals broadcast occuned last
October and reached 50,000 viewers in live audiences at almost 1,000 sites. It
feda J noted financial rqpxrts, including Jane Byant Quinn. 27 local and
educational TV staions downlinkedte broadcast and TIAACREF subsequently
distrilted over 2,000 video tapes of the show.

TIAA-CREF supports these efforts with a human dimension of service. Our community
seminars enable TIAA-CREF to deliver fitce-to-faco investment education to our participants. At
the same time, we offer plan administrators support in explaining their pension plans to employees
through the Financial Education Series (FES), toil fee telephone response centers, one-on-one
onseling, and videos. We use technology to expand these efforts with financial planningsoftware and W -bamed education and transaction capabilities. Let nm sham with you some

information on the magnitude ofttme services.

During 1998, TIAA-CREF consultants conducted 5,475 group seminars using our
Fmancial Education Series (FBS) at 1,462 institutions. Over 168,000 people
attmded these FES seminars which focused on the four key financial education
concepts. The programs feature visual aids and engage the audimce with various
support materials. 96% of the attendees urve by Roper Starch Worldwide
(Roper) reported that the program met their expec talons. More than halfchanged
or planned to chnge their financial behavior as a result of participating in the FES
seminar.

The Telephone Counseling Centers responded to 1.7 million calls over the course
ofthe last yur. About 70% of these calls relatedto saving for retirement,
investme choices or retirement benefit projections. In addition, TIAA-CREF's
Automated Telephone Service (ATS) extends our customer service to cover 24
hours a day, seven days a week. In 1998, calls to our ATS hit a record high of
3.9 million and 70% of ATS callers surveyed by Roper rated the quality of this
service as excellent. Checng uulaons was the most popular reason for
cal ATS.

Since 1AA-CREF introduced asset allocation guidance for retirement savings in
1997, we have expanded the principles and model portfolios to also cover mutual
fluids and IRA products. Paicipants answer questions designed to identify risk
tolemce. After their investment preferences are evaluated using a software
aplication, a suitable investment portfolio for each individual is recommended.
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Th model pordblos provide an appropriate balance between the potential
growth in e*tes and the certain y of a guanteed accowut. The vestment

dton software is used by our conmumants either on the telephone or in pron
a at-1n"S a campu& The pawicip receives a rtpt on the srcmnded
portiIos with a letter of epln

TIAA-CREF At Your Ser plays an -asingly important role in our education
and wstomar service efforts. With more than 200,000 diffrn individuals signng
on everymonth, the TIAA-CREF Web site is already being used as much as the
Iong-established ATS system. The financial educonal dimension of the Web site
ismulti6ceted. Individuals can obtain from the home pop the same information
available in most of our publications. They can also use special programs like our
now IRA calculator, test their retirement planning knowledge, listen to audio clips
fiom our teleconferences, and download software for a retirement savings game.
The mn on the Web is ae changing and we can now use the home pae to
schedule counseling appointments and seminars. You can find our Web site at
www.tiaa-erd.org if you want to see how it works first hand.

This array of financial education has resulted in a gradual shift in the investment allocation
paten of TIAA-CREF participants. As you can see from Table 2, our participants have _

gradually shifted their asset allocation patterns putting a greae focus on equity i t . In
1986, 66% of our participants allocated at least 50% or more to equities while in 1998, 70% of
participants allocated at least half of their contributions to equities with over a quarter choosing a
100 Aallocation to the stock market Looking at the allocation patterns by age groups shows that
younger investors have higher equity allocations recognizing that over their longer time horizon
they can ride out swings in the stock market.

I decribed above how TIAA-CREF uses technology to support our financial education
efforts In respon to your second question, we have also integrated technology into the
administration of our retirement products. Through our corporate workflow system all requests
are processed electoically. Incoming mail and calls generate electronic files that phone
ccan access at any time to check on progress. Also, thel Inter/Act area of our Web site
enables to access their account bilances and transfb among investment finda via the
inurnet. We offer a umber of adminisaeservices to our plan administrators through a direct
Interface system. For tax-defbrred annuity plans, we provide softwa to prepare maximum
exchion allowance calculations and we do numerous institution-wide calculations to determine
how much emplye can contribute.

A large number of our participants have access to the internet at home or at work and
those who have used our Int rAct system rate our effective use of technlogy as 9.16 on a scale
of 1-10 (higes). As with the ATS, dhekig onaonis its most popular use and 45% of
surveyedspod ue Inter/Act to transfer among funds or change investment allocations.
Many ofthose individuals suveyed choose Iner/Act over calling or writing because they ffid it
coavie and May to use.

59-370 00-4



Pap5

Irmancial education is a crucial service componem our paricipans expect fm TIAA-CREF.* As youcan tell fom this kww trals attachedwehm made a&= n- -*tma
to delivering financial education as part of all of our products. Over time, then efforts have
yild -ostie mlts - hwned uevingp and approrate investmet selections..

Planelet me or Diane Oakley (at 202.637-8915) know if you have any questions about
thee materials. We will both be happy to anmw thn
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* Article by Bodie and Crae fiom Financial Analyssournal Noveibe/Decmber 1997

Building Your Portfolio with TIAA-CREF

The Guide to Your Personal F'mnces

Partic4" (August 199)

Investment Forum (FFd 199S)
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Peae Check Your Aset Allocation Secat Belt - advesme
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Racing Your Fmancial Goals- video and kit

Test Your Rirun Savinp Knowledge game board from the TIAA-CREF Web site

Table 2: Prnuum Allocations to TIAA and CREF Accounts, 1986-1998

Tle 4: Prunium Aloctmion by Age 1997 and 1998
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PREPARED STATEMENT OF RAY POOL

Good morning, Mr. Chairman and members of the committee.
My name is Ray Fool. I am te Administrator of the Oklahoma State Employees

Deferred Compensation Program.
I am here to today as chairman of the National Association of Government De-

ferred Compensation Administrators' (NAGDCA) Legislative Committee. With me
are John Barry, Assistant Attorney General for the State of Maryland and
NAGDCA board member, and Susan White, NAGDCA's Legislative Counsel.

NAGDCA commends you Mr. Chairman, on your recently introduced legislation
to raise annual contribution limits for public and private employee retirement plans.
We also thank you and the committee for your efforts to enhance public retirement
plans over the last several years. Most notably, you passed legislation in 1996, as
p art of the small business/minimum wage bill (SBJPA), that protected over $75 bil-
lion in employee assets in State and local government 457 programs. The SBJPA
of 1996 required that 457 assets be placed in trust for the exclusive benefit of par-
ticipants. This was an important and necessary safeguard against municipal bank-
ruptcy or other work place disruptions.

You have also passed other key measures that have enhanced retirement plans
for millions of public employees across the country. We have been pleased to have
the opportunity to work with you and your staff, who have always been extremely
knowledgeable and accessible.

NAGDCA represents 48 States and State plans. These States have, under their
auspices, over 5,000 local government deferred compensation plans. NAGDCA also
represents approximately 100 industrial members such as insurance and annuity
companies, mutual fund companies, brokerage firms and money managers. Both the
public and private sector members of NAGDCA work together to improve govern-
mental retirement plans through sharing of information on investments, marketing
and administration.

Our members administer State and local government plans that are regulated
under section 457 of the Internal Revenue Code (IRC). These plans, which supple-
ment State and local defined benefit programs, provide a convenient vehicle for pub-
lic employees across the country to save for retirement. In all cases, full time em-
ployees of the entity offering the plan are eligible to participate. (And in many cases,
part time employees are eligible to participate.) A snapshot of membership would
show that social workers, road crew workers--all the way to the Governor-partici-
pate.

Governmental 457 plans are fully funded because employees contribute a portion
of their salary into these deferred compensation plans. In a limited number of cases
States also make contributions through a match. States also design and implement
educational programs aimed at increasing employee contributions to these supple-
mental plans. Over thepast nine years plan assets have nearly quadrupled.

In short, 457 deferred compensation participants have taken the responsibility to
provide additional retirement income for themselves and for their families.

The 1986 Tax Reform Act prohibited States and local governments from offering
401(k) plans. However, the act grandfathered those plans already in existence. Ten
States and numerous local governments have 401(k) plans, in addition to 457 plans.
These plans differ in several ways which I will summarize shortly. I would first like
to mention some important measures that can be taken to enhance these deferred
compensation plans, while maintaining their basic structures.

In addition to your recently introduced legislation, Mr. Chairman, which would
increase the maximum contribution limits for public and private plans, NAGDCA
supports the following changes to allow for portability of plans between employers,
simplification of the administration of public plans, and the enhancement of overall
retirement savings for employees nationwide:

" allow for rollovers between public and private sector defined contribution plans,
including 457, 401(k), 403(b), 401(a) plans and IRA's upon separation from serv-
ice;

" allow for indexation of catch-up provisions for any plan that currently has a
catch-up option;

* simplify the calculation for determining the maximum contribution limit for 457
plans;

* allow public employees to purchase service credits with any of their defined con-
tribution plan dollars;

* implement less restrictive rules for 457 retirement plans to allow employees to
change the time and amount of their retirement payments. For example, a 457
retiree elects to receive $250 a month. Under current law they are prohibited
from changing that amount, even in the event of changing life circumstances--
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such as an increase in insurance premiums. In comparison, 401(k) and other re-
trees can adjust their distributions at any time. NAGDCA supports this change
that would put government workers on a more equal footing with employees in
the private sector.

In closing, NAGDCA would like to emphasize that:
The rules for various governmental comensation plans are different. As money

begins to move more freely from plaiin to pla, employees must understand the dif-
ferences between the plans and how their dollars may be affected, for example, 457
money is virtually impossible to access prior to retirement. Hardship withdrawal
provisions require that an employee experience an "unforeseen or unbudgetable
event" in order to withdraw funds prior to retirement. 401(k) plans with loans and
less restrictive hardship rules, generally provide easier access to retirement money
than do 457 plans.

Additionally, there is no early retirement penalty for 457 plans. An employee
must simply retire to begin taking distributions. However, there is a 10% Federal
excise tax penalty if a participant withdraws 401(k) or other plan money prior to
age 59-1/2. Firefighters and police, who are major 457 plan participants, typically
retire well before 59-1/2. Any possibility of an early distribution penalty tax should
only depend on whether they choose to roll their money into an IRA or 401(k) plan.

NAGDCA continues to encourage public workers everywhere to take responsibility
for their future by participating in deferred compensation plans. The enhancements
that your bill provides, along with other measures that are under consideration,
should move us toward this goal.

Thank you for the opportunity to testify today.
I would be pleased to answer any questions from the committee.

PREPARED STATEMENT OF PETER J.SMAIL

I. INTRODUCTION

Mr. Chairman, Senator Moynihan and other distinguished members of the Fi-
nance Committee, I am Peter Smail, President of Fidelity Institutional Retirement
Services Company, a division of Fidelity Investments. Fidelity Investments is the
nation's largest mutual fund company with over $700 billion in assets under man-
agement and is also the nation's largest 401(k) plan provider administering over
$340 billion in retirement assets representing over 5 million 401(k) plan partici-
pants.

Today, I am presenting testimony on behalf of the Association of Private Pension
and Welfare Plans, a public policy organization representing principally Fortune 500
companies and other organizations that assist plan sponsors in providing benefits
to employees. APPWP's members either sponsor directly or provide services to re-
tirement and health plans that cover more than 100- million Americans.

It is a pleasure and honor for me to testify before you today on the success of
employer-sponsored retirement plans.

Retirement income adequacy depends on three sources: Social Security, individual
savings, and employer-sponsored plans. The wide range of employer-sponsored plans
ensures income security for America's retirees and provides much of the capital to
fuel our economy. Today, however, I am focusing my testimony on 401(k) plans,
which are working exceptionally well for millions of Americans. We applaud Chair-
man Roth for preparing a bill that helps the employer-based retirement system, es-
pecially 401 (k) plans, keep pace with our aging population.

II. 401(K) PLANS TODAY

401(k) plans were created by Congress in 1978. Today,1 Qver $1 trillion is invested
in 401(k) plans by over 25 million participants.' This is projected to grow to $1.9
trillion by the year 2002.2

Today, 79 percent of all eligible employees participate in their employers' 401(k)
plan. This is up from 62 percent in 1985. For 401(k) plans administered by Fidelity,
the participation rate is 82 percent.

Contributions to 401(k) plans are growing at impressive rates. The average con-
tribution is about 7.1 percent of pay.3 Looking more closely at the numbers, we find

ISpectrem Group © 1998.
2 lbid
3EBRI Databook on Employee Benefits, 4th cd., 1997.
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that 32 percent of 401(k) participants contribute more than 10 percent of pay and
another 29 percent contribute 6 to 9 percent of pay.4

As you might expect, the overall size of 401(k) account balances varies primarily
by age. For 401(k) plans administered by Fidelity, the average account balance for
participants of all ages and length of service is $52,000. According to a recently re-leased Employee Benefit Research Institute and Investment Company Institute
study of 1996 data, 401(k) plan participants in their sixties with over 30 years of
service have an average account balance of over $156,000.5

Il1. WHY 401(K) PLANS WORK-SUCCESS FACTORS

401(k) plans work well for several reasons:
" Tax Incentive: Employees are motivated to save by the tax-deferred feature of

contributions and earnings in 401(k) plans.
" Portability: Today's workers can be expected to change jobs five to seven times

during their work life. 401(k) plans allow employees to take their benefits with
them from job to job and consolidate them into a 401(k) plan with a new em-
ployer or into an individual retirement account. This type of portability is not
available from traditional defined benefit plans.

" Employer Role: Employers provide three very important services that translate
into higher savings in 401(k) plans.

* Administrative Efficiency: Employers collect employee contributions to the
401(k) plan through payroll withholding. It's painless and seamless. In fact, 79
percent of Americans prefer to save through payroll deduction as opposed to
saving on their own.6

9 Investor Education: Employers often provide customized investment edu-
cation materials to 401(k) plan participants. These materials are critical in edu-
cating workers on the importance of saving and on how to invest. In fact, 86
percent of workers expect their employers to provide descriptions of their invest-
ment options including information on how well investments have done. 7

* Trust and Confidence: Employees trust their employers to administer their
retirement plan correctly and safeguard their assets. A recent study indicates
that employees have greater trust in their employers on retirement planning
matters than in any other source.8

Plan Features: Employees enjoy the benefits of plan features such as a choice
among several diversified investment options, daily valuation of their accounts
and access to their accounts through toll-free 800 numbers.

IV. IMPROVEMENTS ARE NECESSARY

Chairman Roth, the legislation you are preparing will build on the success of to-
day's 401 (k) plans and provide more Americans with the opportunity to save for
retirement.. For example, yourlbill recognizes that saving enough for retirement will
be a particular challenge for the baby boomers. Millions of baby boomers are in their
50's and some are now "empty-nesters." Many have depleted their savings raising
children and sending them to college, and now want to catch-up on their retirement
savings. These people need the opportunity to make larger retirement plan contribu-
tions. The current rules prevent this. In plans that Fidelity administers, one-third
of all 401(k) participants are at least age 50. Mr. Chairman, your 401(k) "catch-up"
proposal, which APPWP has long supported, would remedy this problem. Under the
bill, workers over age 50 would be permitted tn contribute an extra $7,500 per year
to their 401(k) plan.

In addition, we believe the repeal of the law limiting 401(k) contributions to 25
percent of a worker's pay, as proposed by-Senators Grassley, Graham, Roth and oth-
ers would give middle income families the ability to maximize their 401(k) contribu-
tions. Many Americans cannot contribute the 401(k) maximum of $10,000 because
their contributions, when added to their employer's contributions, exceed 25 percent
of their pay. When this happens, their own 401(k) retirement contributions are'cut
back.

4 Spectrem Group @ 1998.
5 EBRI/ICI Participant DirectedRetirement Plan Data Collection Project, 1999.
6 Public Agenda, Promises to Keep * 1994.
7EBRI Retirement Confidence Survey, 1998.
8 Public Agenda, supra.
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APPWP also believes your proposal to increase the savings limits for 401(k) plans
will provide an added incentive for small business owners to offer a retirement plan
for the first time.9

We would also encourage you, Mr. Chairman, to work with a bipartisan group of
Members led by Senators Graham, Grassley and Hatch to incorporate proposals
they have advanced to enhance pension portability, streamline a number of onerous
pension rules, and modify the minimum contribution requirement on small plans-
the so called "top heavy" rules. The top-heavy rules in particular preclude many
small employers from offering retirement plans. Combining the Roth and bipartisan
Members proposals offers a truly comprehensive agenda to strengthen our nation's
employer-provided retirement system.

This concludes my testimony and I thank you for the opportunity to be here. I
request that my written statement be included in the record.

OSenator Roth's proposed legislation will include several proposals set forth in APPWP's
Marcdh 1997 report, "Preparing for the Future: The Road to an Improved Employer-Based Re-
tirement System." t
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Doyle in Rochester, New York. Thank you for this opportunity to testify on savings
and investment issues.

IAFP is the nation's oldest and largest organization of professionals who believe
the financial planning process is the foundation for smart decision making. Our or-
ganization comprises more than 17,000 individuals and institutions that use this
process to help over 1.6 million clients achieve their life goals which normally in-
clude long-term savings for retirement. What's more, we are dedicated to the idea
that objective, professional advice supports successful financial planning.

IAFP strongly supports incentives which encourage Americans to increase their
personal savings. We believe that:

" public policy should enhance opportunities for Americans to meet their financial
goals through their own initiative and prudence;

" tax and economic policy should promote savings, investment, capital formation
and a vigorous free enterprise system.

Our organization regularly conducts studies of Americans' attitudes and concerns
about financial matters and has found that retirement planning is one of the most
misunderstood needs of most families. Far too few are investing sufficient dollars
to secure their retirement. This is true, in part, because of the current limits on con-
tributions to tax-deferred vehicles, limits that are often well below the amount many
people should be saving to retire comfortably.

This problem is exacerbated by the confusion over the many rules and restrictions
governing the diverse vehicles currently available for retirement planning. As tradi-
tional pension plans have given way to a variety of self-funded plans, financial ad-
visers have seen that clients at all income levels are uncertain of how best to invest
for retirement. These clients want to know: How much should they save? What are
the differences between the various IRAs? What are the contribution limits? Can
they save through an employer-sponsored plan and also an IRA? What are the risks
and opportunities for, the investment options available through their 401(k)s?

We understand that Senator Roth plans to introduce legislation that would ad-
dress some of these problems. We also understand that this legislation would elimi-
nate restrictions on participation in and contributions to IRAs, Roth IRAs, 401(k)
plans and other retirement savings options. IAFP strongly supports such changes
as a much-needed catalyst for individuals to begin to save more of their own earn-ings.IAFP is also concerned about the high percentage of Americans who appear to be

overconfident about their preparedness for retirement. Our recent studies suggest
that most people who say they are confident of their ability to support themselves
in retirement have not done the planning necessary to know whether their current
rate of saving is sufficient-especially in view of the many expenses that can reduce
the savings of middle-age adults as they approach retirement, such as children's col-
lege education or the long-term care of a parent or other loved one. It would only
take a short stay in a nursing home to consume many Americans' retirement sav.ings .

Today, the challenge of retirement planning is also underscored by the fact that
our retirement years are likely to be dramatically longer than were our parents'.
This is true not only because we are living longer, but also because so many of us
hope to retire earlier. One recent IAFP study, conducted by the Wirthlin Group,
found that more than 70 percent of Americans with household incomes of at least
$30,000 expect to retire before the traditional retirement age of 65.

The same study found that even among families that say they have planned fi-
nancially for retirement, only 44 percent of those with children under age 18 are
saving for their children's education. More important,, fewer than one in-every 10
Americans with at least $30,000 in household income have developed a comprehen-
sive, goal-oriented financial plan--either with the help of a financial adviser or on
their own. These findings suggest that millions of Americans have worthy financial
goals but are not taking the steps required to achieve them.

While employer-sponsored plans, like the 401(k), make it easy to save for retire-
ment through pall deductions, too few Americans understand the vital impor-
tance of financial planning to realistically-determine the amount of savings and
types of investments that will help them achieve their life goals. Financial advisers
find that many people see their participation in a 401(k) as equivalent to enrollment
in the employer pension plans of the past. But-in most cases, the amount they are
currently saving is grossly inadequate to meet their retirement lifestyle needs.

The International Association for Financial Planning is convinced that every
American needs to understand that Planning Pays Off. The right approach to plan-
ning, iided by practical initiatives like those proposed by Senator Roth, will go a
long way toward preparing this and future generations for a more secure retire-
ment. Thank you.
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William V. Roth, Jr., Chaim
United Stat Senate
Committee on Fin nce
Washing o D.C. 205O.6200

RE: Response to Question from Hering - 24199

Dear Chai im Roth:

Thank you for allowing me to testify before your committee on the issues of savings and
ivesoment strategies to increase ret remet savings. There is no question in my mind that the

Americn pulic is woefully Murprepr to meet that challenge. Additional legislation aimed
at resolng this problem, such as your proposed legislation, would help provide a much needed
catalyst for individuals to begin to save more of their own earnings.

In response to your follow-up question regarding the opportunity for individuals to make
increased contribution to their tax-defered rimmt accout after they attain age 50, there
re very good reasons for doing so. There Is no question tha individuals who have
accomplished the task of paying off their home mortgage, and in many cases college tuition, find
that they finally have excess income which could be saved for retirement At the same time,
however, their income tax deductions for mortgage interest and exemptions for dependents are
no longer available in their tax equation, and thus they pay a higher rate of tax on this excess
income, leaving less real dollars to be saved. Allowing these individuals the opportunity to
incmse their savings through tax-defared vehicles would certainly help.

Tn my experience, tax incentives for savings we carefully considered by taxpayers and are
often the primary motivating reason for setting funds aside. Unfotunately, not all Americans
have considered what their retirment picture will look like, and absent that knowledge, will not
understand the importance of increasing savings. By providing incentives which they will
consider each year, more will be saved. The structure of the retirent accounts, which limit
distributions until retirement age, help protect these funds in a way not possible with regular
Savings aunt.

I do not believe that increased limits for savings in these tax-deferred plans should be
limited only to those returning to the work force or to an amount which could have been

Raw l
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contributed in earlier years but was not for various reasons. As a practical matter, this would
introduce more complexity into the tax code than Is warranted The fact patterns involving those
who "have worked part time" and are "returning to the work fbrce" would be difficult to analyze
and apply with certainty. Accounting for the different annual limits, and the amounts actually set
aside, to determine the carryforward available balance would require a burdensome
recordkeeping regime.

Simplicity would argue for an expansion of the limits of th-existing tax-deferred
retirement plans for all individuals. Perhaps there could be different limits at different ages, but
anything more complex than that would generate more confusion. Your proposals to increase
the IRA and 401(k) dollar indts, as well as raising the income caps for participants, would go a
long way towards increasing savings and reducing complexity.

I hope these comments assist you with this important work. Your leadership in helping
Americans address their retirement savings needs is greatly appreciated and will help strengthen
our country for generations to come.

Thank you for the opportunity to assist you in your efforts. Please feel free to contact me
at any time for further assistance.

Very truly yours,

0ava, Jr.
GJV:cw

cc: William F. Sweetnam, Jr.
Tax Counsel

PREPARED STATEMENT OF PAUL J. YAKOBOSKI*

SUMMARY

" Are covered workers taking full advantage of the savings opportunity presented
by their 401(k) plain? Are they contributing the maxmum amount permitted
to their 401(k) account? What determines the amount that they do contribute?

" Our research indicates that most workers with a 401(k) plan do not contribute
the maximum permitted amount to their plan. At the same time, oir research
provides stark evidence of the effect that plan features (such as matching provi-
sions) and legal limits can have on workers' decisions regarding their level of
contribution to a plan.

• Findings indicate that older workers tend to have their contributions con-
strained by maximum limits (plan or legal), probably because they tend to be
more focused on retirement and thus more likely to contribute at higher levels.
Many younger workers recognize the value of the employer match, contributing
just enough to take full advantae of that plan feature-but no more.

• As an example, in one plan studied, the younger the participant, the more likely
he or she was to contribute just enough to receive the full company match avail-

*The views expressed in this statement are solely those of the author and should not be at-
tributed to the Employee Benefit Research Institute, or the EBRI Education and Research Fund,
its officers trustees, sponsors or other staff, or to the EBRI-ERF American Saving Ediztion
Council. The Employee Beneft Research Institute is a nonprofit, nonpartisan, public policy re-
search organization which does not lobby or take positions on legislative proposals.
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able. Close to 30 percent of workers in their 20s in the plan contributed this
amount, compared with 21 percent for those in their 40s and 10 percent for
those 60 and older. At the same time, as ages increased, there was a sizable
increase in the proportion of participants "maxing out" in their contribution
rate. Fortyrone percent of participants ages 20 to 39 contributed the maximum
amount permissible, compared with 44 percent of participants in their 40s, 58
percent for those in their 50s, and 63 percent for participants ages 60 and older.

" Plan features also appear to interact with worker earnings in determining con-
tribution rates. Lower-earning participants are more likely to contribute the
maximum amount that is matched, taking advantage of all the "free" employer
money that is available. Higher earners are more likely to contribute the max-
imum amount allowed by the plan or the tax code.

" These findings indicate that while legal and plan-specific contribution limits do
not constrain most plan participants, they do constrain the amount that some
individuals (particularly older and higher-earning individuals) actually save for
retirement through their 401(k) plan at a point when many are just focusing
on the need to save.

" The average account balance (net of plan loans) for all 401(k) participants is
$37,323, and the median balance Is $11,600 (1996 data). Reported account bal-
ances do not reflect additional retirement savings held in predecessor plans or
rolled over into individual retirement accounts (IRAs). Nor do the balances indi-
cate what savings would be in a "mature" 401(k) plan program.

* Nearly one-half of the participants have account balances with their current
employer of less than $10,000, while nearly 10 percent have balances in excess
of $100,000. Those individuals with balances less than $10,000 are primarily
young workers or workers with short tenure with their current employer. In
contrast, those with balances in excess of $100,000 are older workers with long
tenure. Approximately one out of every four participants in his or her 60s had
an account balance with the current employer in excess of $100,000. Similarly,
approximately 31 percent of workers with 20 or more years of tenure with their
current employer had account balances in excess of $100,000.

Mr. Chairman and members of the Committee:
I am pleased to appear before you this morning to discuss issues regarding worker

saving behavior in 401(k) plans, and in particular their contribution levels and ac-
count accumulations. My name is Paul Yakoboski. I am a senior research associate
at the Employee Benefit Research Institute (EBRI), a nonprofit, nonpartisan, public
policy research organization based in Washinqton, DC.

EBRI has been committed, since its founding m 1978, to the accurate statistical
analysis of economic security issues. Through our research we strive to contribute
to the formulation of effective and responsible health and retirement policies. Con-
sistent with our mission, we do not lobby or advocate specific policy recommenda-
tions. I ask that my full statement and attachments be enteid into the written
record.

CONTRIBUTION LEVELS IN 401(K) PLANS

EBRI has analyzed the contribution levels in three large 401(k) plans that had
approximately 200,000 participants combined. These plans were sponsored by IBM,
AT&T, and New York Life for their employees, and all have employer matching pro-
visions to encourage employees to participate and contribute. There are constraints
p laced on employees' maximum contribution levels, set by both the specific plan and
federal law.'"These plans also have well-developed educational programs designed

to assist workers in making appropriate decisions regarding their participation in
a 401(k) plan.

COMPANY A

The maximum contribution allowed under the Company A savings plan was 9 per-
cent of earnings. The match rate in the Company A plan was 30 cents on the dollar
for the first 5 percent of earnings that an employee contributed, Company A also
had a defined benefit plan in place for its employees.

There were two notable points of cluster in the distribution of contribution rates
in the Company A plan: 21 percent of participants contributed 5 percent of pay to
the plan and 45 percent contributed 9 percent Of pay (table 1). Two different phe-
nomena appear to be at work in determining participant contribution levels in the
Company A plan. First, close to one-half of participants appear to have "maxed out"
in terms of contributing as much as the plan allowed. Second, one-fifth of workers
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appear to have contributed just enough to take full advantage of the company
match.

These findings indicate that the rates at which workers decide to contribute to
the plan are directly dependent upon and constrained by the specific features of the
plan. Furthermore, plan features appear to Interact with participant demographic
characteristics in determining contribution rates. In the Company A plan, the
younger theparticipant, the more likely he or she was to contribute just enough to
receive the f company match available. Close to 30 percent of workers in their
20s contributed 5 percent of earnings to the plan (table 1). The percentage contrib-
uting 5 percent of earnings dropped to 21 percent for those in their 40s and to 10
percent for those 60 and older.

Corresponding with this, there was a sizable increase in the proportion of partici-
pants makingg out" in their contribution rate as ages increased. Forty-one percent
of participants ages 20-39 contributed 9 percent of earnings to the plan, while 44
percent of participants in their 40s maxed out. This jumped to 58 percent for those
in their 5Os and 63 percent for participants 60 and older (table 1).

This same relationship also applies to contribution rates and participant earnings.
In the Company A plan, lower-earning participants were relatively more likely to
contribute the amount corresponding to the maximum match (i.e., 5 percent), than
were higher-earners. The percentage of participants contributing 5 percent of payto the Company A plan decreased steadily from 28 percent of participants earning
$10,000-$19,999-13 percent of those earning $100,000 or more (table 1). Correspond-
ingly, higherearners were relatively more likely to max out their contribution at 9

percent thanwere lower-earners. Twenty-nine percent of participants earning
10,000-$19,999 contributed 9 percent of pay to the plan, and this proportion in-

creased steadily to 60 percent of those earning $75,000-$99,999. Only 13 percent of
those earning $100,000 or more contributed the maximum 9 percent of pay allowedby the plan, but this is explained by another constraint faced by plan participants.
In 1994, the maximum legal 401(k) pretax employee contribution was $9,240, and
43 percent of Company A plan participants earning $100,000 or more contributed
this amount to the plan (table 1). They were therefore also maxing out in terms of
their allowable contribution to the plan.

COMPANY B

Highly compensated employees for Company B were allowed to contribute up to10 percent of salary to the saving plan, and non-highly compensated employees were
allowed to contribute a maximum of 15 percent to the plan. Employee contributions
were matched by the plan sponsor dollar-for-dollar for the first 3 percent of earnings
contributed. Company B also had a defined benefit plan covering its employees.
Given that highly compensated employees and non-highly compensated employees
faced different contribution constraints, their contribution rates were analyzed sepa-
rately.

Among non-highly compensated employees participating in the Company B plan,
there was again evidence of specific plan features or provisions driving contribution
rate decisions. Twenty-one percent of all nonhighly compensated participants con-
tributed 3 percent of pay to the plan (the maximum amount matched by the plan)
(table 2). This effect was more likely among younger workers than older workers
and it was more likely among lower-earners than among higher-earners, analogous
to the Company A findings. Twenty-five percent of participants in their 20s contrib-
uted 3 percent of salary, compared with 10 percent of those ages 60 and older.
Twenty-seven percent of participants earning $20,000-$29,999 contributed 3 percent,
compared with 17 percent of those earning $60,000 or more. Like the Company A
findings, there was- evidence among non-highly compensated participants in the
Company B plan of clustering at the maximum contribution amounts, particularly
among older participants. Ten percent of non-highly compensated participants con-
tributed 15 percent of pay (the plan maximum), and essentially no one was con-
strained by the legal maximum of $9,240 (table 2). While.31percent of workers in
their 60s or older and 22 percent of those in their 60s contributed the maximum
allowable of 15 percent, only 3 percent of participants in their 20s did likewise. The
fraction of non-highly compensated participants contributing 15 percent increased
from 5 percent among those earning $10,000-$19,999, to 15 percent among those
earning $50,000-$59,999.

Among highly compensated participants in the Company B plan, there was evi-
dence both of cluste' at that maximum match amount (3 percent of pay) and sig-
nificant clustering at the plan-imposed contribution limit (10 percent of pa,) or the
legal contribution limit. Twenty-seven percent of highly compensated participants in
their 20s and 17 percent of those in their 30s contributed 3 percent of pay to the
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lnan (table 3). This fell to 3 percent of those ages 60 and older. A noticeably larger
cton of those with i under $75,000 also contributed 3 percent to the plan.Twenty-five percent Of all high co mpensated plan participants contributed either10 percent of pay or $9,240 to the plan. Not surprisingly, for highly compensatedemployees the-legal maximum was most often the binding constraint rather thanthe plan maximum. Fifteen percent contributed $9,240 to the plan and an additional10 percent contributed 10 percent of pay. Older workers were much more likely to"max out" even amongthe highly compensated. No participants in their 20s and 15percent of those in their 30s contributed either 10 percent of pay or the legal max-imum of $9,240, compared with 56 percent of those ages 60 and older who were con-strained either by the plan limit or the legal limit. Thirty-nine percent of partici-pants earning $100,000 or more were constrained by the legal maximum, while 27I percent of those earning $75,000-$99,999 and 12 percent of those earning less than75,000 were constrained by the either the plan maximum of 10 percent or the9,240 legal limit (table 3).

COMPANY C
The maximum contribution allowed under the Company C management plan was16 percent of compensation. The match rate in the plan at that time was 66-2/3cents on the dollar for the first.6 percent of earnings that an employee contributed.Participants in this plan are allowed to make pretax contributions to a 401(k) planas well as contributions to a 401(a) plan that requires after-tax contributions. Al-though there is a tax differential at the time of contribution for the employee, bothtypes of contributions are eligible for the employer match Table 4 provides informa-tion on 401(k) contributions while table 5 provides similar information for total con-tributions (both pre- and post-tax). Company C also had a defined benefit plan inplace for its employees.

There were four notable points of cluster in the distribution of 401(k) contributionrates in the Company C plan: 16.8 percent made no contributions during the year;29.6 percent of participants contributed 6 percent of pay to the plan; 6.9 percentcontributed 16 percent of pay; and 11.6 percent were limited by the 402(gX1) max-imum limit on 401(k) contributions (table 4). However, when total contributions areanalyzed, those who made no contributions drops to 4.0 percent while those whocontributed just enough to maximize the employer match increased to 38.4 percent.A total of 8.9 percent of the participants made the maximum combined contribution
of 16 percent of compensation (table 5).2

Two different phenomena appear to be at work in determining total contribution
levels in.the Company C plan. First, close to one-fifth of participants appear to have"maxed out" in terms of contributing as much as is allowed by the plan and/or cur-rent legal limits. Second, slightly more than one-third of workers appear to havecontributed just enough to take full advantage of the company match.These findings indicate that the rates at which workers decide to contribute*tothe plan are directly dependent upon and constrained by the specific features of theplan. Furthermore, plan features appear to interact with participant demographiccharacteristis in determining contribution rates. In the Company C managementplan, the younger the participant the more likely he or she was to contribute justenough to receive the ful company match available. Over 46 percent of workers intheir 20s contributed 6 percent of earnings to the plan (table 5). Those contributing6 percent of earnings dropped to 37.9 percent for those in their 40s and to 24.7 per-cent for those 60 and older. Corresponding with this was a sizable increase in theproportion of participants "maxing out" in their contribution rate as ages increased.Less than 11 percent of participants ages 20-49 contributed 16 percent of compensa-tion to the plan. Twelve percent of participants in their 50s maxed out, comparedwith 21 percent for participants 60 and older (table 5).The relationship between contribution rates and participant earnings in the Com-pany C management plan is somewhat unique, in that participants earning $40,000-$50,000 annually were relatively more likely to contribute the amount cor-responding to the maximum match (i.e., 6 percent), than were either lower- or high-er-earners. However, once this threshold level of compensation was obtained, thepercentage of participants contributing 6 percent of pay to the Company C manage-ment plan decreased steadily from 42.6 percent of participants earning $40,000-$50,000 annually to 25.9 percent of those earning $100,000 or more (table 5).sHigher-earners were relatively more likely to max out their contribution at 16percent than were lowerearners, until the 402(gX1) limit becomes binding. Approxi-mately 12 percent of particpants earning under $40,000 a year contributed a com-bined 16 percent of pay to the plan, and s proportion increased steadily to 13.1percent of those earning $50,000-$59,999 (table 5). Less than 6 percent of those
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earig $60,000 or more contributed the maximum 16 percent of pay allowed by the
pOn 1994, the maximum legal 401(k) pretax employee contribution was $9,240
which means that anyone earning in excess of $57,750a year would be prevented
from putting the entire 16 percent of compensation into the 401(k) plan

IMPLICATIONS

These findings provide stark evidence of the dramatic effect that 'plan features
I.e., the matching formula and maximum allowable contribution levels, and legal
limits can have upon workers when they are deciding how much to contribute to
a plan. While most workers do not "max out" with their 40 1(k) contributions, in the
thre plans analyzed, 30 percent or more of the participants have their contribution
rate directly affected by plan design (maximum matches or contribution limits) or
leal limits on contributions.

V addition, these features can affect different workers in different ways. More
specifically, participants of differing age and earning levels will respond to different
features of the plan (matching formula versus contribution limits) in deciding how
much to contribute. Older workers tend to be more focused on retirement and thus
are more likely to contribute to a plan at higher levels and are more likely to be
constrained by maximum limits (plan or legal). Man younger workers at least rec-
ognize the value of the employer match and contribute enough to take full advan-
tage of that plan feature. In fact, the matching formula seems to effectively deter-
mine the contribution rate for many participants, particularly younger ones. The
maximum contribution limits imposed by the sponsor or the tax code, however,
serves to act as a constraint more often for older employees.

Plan features also appear to interact with worker earnings in determining con-
tribution rates. Part of this effect could be attributed to a correlation between earn-
ings and age, i.e., older workers tend to have greater earnings. However, there is
also surely a separate effect attributable to earning levels. Lower-earning partici-
p ant may feel that they cannot afford to contribute the maximum amount allowed
by the plan, but they at least want to take advantage of all the "free" employer
money that is available and therefore they are more likely to contribute the max-
imum amount that is matched. Higher-earners likely do not feel as constrained re-
garding the amount of money they have available to save, and therefore they are
more likely to contribute the maximum amount allowed by the plan or the tax code.

The 402(g) limit imposed by law is a binding constraint for some workers that ef-
fectively restrains the amount of their earnings that they are able to save for retire-
ment on a tax-deferred basis. It is older, higher-earning participants who are most
often constrained by this limit. However, it is precisely at this point in a career, i.e.,
when one is older and earning levels have risen, that many workers start devoting
serious attention to planning and saving for retirement.

ASSET ACCUMULATION IN 401(K) PLANS

EBRI and the Investment Company Institute (ICI) have collaborated in assem-
bling the largest 401(k) database currently available that has detailed information
on demographic information, annual contributions, plan balances, asset allocations,
and loans. Figures cited in this section are 1996 information on 6.6 million active
participants in 27,762 plans holding nearly $246 billion in assets. Measured against
the universe of 401(k) plans, the 1916 database accounts for 9 percent of all plans,
18 percent of all participants, and 31 percent of all assets.'

The average account balance for all participants in the EBRI/ICI database is
$37,323.1 There is, however, wide variation around the average. For example, 47.2
percent of participants have an account balance of less than $10,000, while 9.8 per-
cent have an account balance in excess of $100 000 (chart 1).

A participant's account balance, and thus the variability across participants, de-
pends upon a number of factors. Some of these are specific to the individual and
others reflect features of the plan. At the participant level are income, contribution
rate, age, length of plan participation, asset allocation, rollovers from other plans,
withdrawals, and borrowings. Plan features include age of the plan and employer
contributions. These determinants of account balances complicate the interpretation
of average balances.

The relationship between account balances and two of the determinants can be
examined using information in the EBRI/ICI database. One of these is participant
age and the other is tenure of the participant with employer which serves as a
proxy for length of participation in the plan. Age and account balance should gen-
erally be positively related, as younger workers are likely to have either lower in-
comes or shorter periods of plan participation than older workers. In line with this
observation, nearly 60 percent of those participants with account balances less than
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$10,000 are in their 20s and 30s, while less than one-fifth are in their 50s or 60s
(chart 2). Similarly, of those with account balances greater than $100,000, more
than one-half are in their 50s or 60s, while one in 10 are in their 30s and virtually
none are in their 20s.

Tenure and plan balances also have a positive association, as long-term employees
likely have had a longer period-in-whieh- t-accumulate-e-e-s.--ifact, nearly 60
percent of those with balances less than $10,000 have five or less years of tenure,
and almost 90 percent of those with balances of more than $100,000 have-at least
10 years of tenure (chart 3).

The effect of participant age and tenure is revealed more clearly by examining the
effect of the interaction of the two variables on account balances. For a given age
group, the average balance should increase as tenure increases: A 30-year-old par-
ticipant, for example, with 10 years of tenure should, on average, have accumulated
a larger plan balance than a 30-year-old with two years of tenure. This positive rela-
tionship is shown in chart 4, which plots the average account balance by tenure for
each age group. The average account balance for each age group increases, almost
without exception, as tenure increases. The increase is present for all age groups
but is especially large for those in their 50s and 60s. In addition, for each tenure
group, the average balance rises with age.

An examination of the distribution of account balances underscores the effects of
age and tenure. For example, overall, approximately 85 percent of all participants
in their 20s have account balances of less than $10,000 (chart 5). However, only 62
percent of those in their 20s- with five to 10 years of tenure have account balances
less than $10,000; the remaining balances exceed this figure (chart 6).

The effect of tenure and age is even more pronounced for older workers. For ex-
ample, 30 percent of those participants in their 60s have account balances less than
$10,000 (chart 5). However, among those with short tenure (zero to two years), 77
percent of these older participants have account balances under $10,000 while less
than 20 percent of those with Iong tenure (more than 20 years) are in this range
(chart 6). One explanation for the low account balances among this 20 percent may
be that their employer's 401(k) plan was only recently established.

Chart 7 shows the effect of age and tenure on account balances for those partici-
pants with balances more than $100,000. Although approximately 25 percent of par-
ticipants in their 60s have account balances in excess of $100,000 (chart 5), less
than 10 percent of those with 10 years of tenure or less have account balances of
this magnitude. However, more than 30 percent of participants in their 60s with 20-
30 years of tenure with their current employer have account balances of this size,
and the percentage increases to 43 percent for those with more than 30 years of ten-
ure.8

The average balances of older workers with long tenure at one employer indicate
that a mature 401(k) plan program will produce substantial account balances. For
example, individuals in their 60s with at least 30 years of tenure have average ac-
count balances in excess of $156,000; those in their 50s have balances in excess of
$117,000.
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ENDNOTES

1In 1994, the year for which data were available, the maximum legal 401(k) pre-tax employee
contribution (the 402(g) maximum) was $9,240.

2Since 401(a) contributions are not counted as part of the 402(gXl) limit, the percentage of
participants hitting the limit on elective deferrals vil not change between tables 4 and 6.

8Nots that the lower percentage of those with compensation in excess of $100,000 can not
be explained by the 401(aX17) limits, since the 402(gX1) limit of $9,240 for the year is more
than $150,000 times 6 percent.
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4 Plans and participants represent 1997 estimates from Cerulli (1998), while assets are for

1996.
8 Reported balances are net of plan loans. There is an extremely wide range of estimates of

average account balances in 401(k) plans. The Department of Labor (DOL, p. 85) provides an
average account balance per active participant for 1994 of $26,766. However, the Goodfellow and
Schieber (1997) study of 24 plans found an average balance of $38,234, and a recent study by
the Profit SharingJ401(k) Council of America indicated that the average balance for participants
in their survey was $7,000 in 1996 (Bureau of National Affairs, 1998). The latter number could
be considered as an upper bound since it includes profit-sharing and combination plans as well
as 401(k) plans.

e none important respect, however, the average balance of the 60s age group with over 30
years of tenure may understate the potential balance because participants in this group could
actually have been in a true 401(k) plan for no more than a fraction of that time, given legisla-
tive and regulatory chronologies. However, some of these balances are undoubtedly conversions
from pre-existing profit-sharing plans.

A more appropriate way to examine this issue is to project account balances over participants'
working lifetimes under a variety of assumptions. Poterba, Venti and Wise (1997) have inves-
tigated the magnitude of 401(k) account balances at retirement age. To judge the relative impor-
tance of potential 401(k) contributions, they compare projected 401(k) assets of future genera-
tions with the 1992 assets of the Health and Retirement Survey (HRS) sample. The mean of
401(k) assets for the entire sample was only $10,808, but this was significantly affected by the
majority of/the respondents having had no 401(k) accounts. Using historical experience to
project future contributions, the authors find that, on average, a 37-year-old in 1996 would have
a 401(k) balance upon retirement at age 65 of $91,600, and a 27-year-old in .996, retiring at
age 65; would have $125,000 (measured in 1992 dollars). The calculations assume that one-half
of the 401(k) money was invested in stocks and one-half in bonds, and that average returns ex-
perienced since 1926 would be realized.
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COMMUNICATIONS

STATEMENT OF MERRILL LYNCH & CO., INC.

[SUBMITTED BY JOHN L,-STEFFENS, VICE CHAIRMAN OF THE BOARD AND HEAD OF U.S.
PRIVATE CLIENT GROUP]

Mr. Chairman, we at Merrill Lynch want to commend you and the other members
of the Finance Committee for your leadership in bringing the Individual Retirement
Account "out of retirement." Our early experience at Merrill Lynch indicates that
the new Roth IRA could be the most effective new savings generator since the suc-
cessful expansion of section 401(k) plans in the 80's and early 90's.

ROTH IRAS ARE ENERGIZING NEW SAVINGS

One need go no further than the advertisements in the newspapers and other
media to see that the Roth IRA changes that Congress enacted in 1997 have revital-
ized America's interest in the IRA. With expanded advertising, more and more peo-
ple have begun asking questions about the new savings options available to them.
In the process, they are becoming better educated about the importance of saving
for retirement. .For many,there as been a growing awareness of how far behind
they are in saving for a financially secure retirement.

Although it is still early, our Financial Consultants tell us that many of our cus-
tomers are responding to the pro-savings message that the Roth IRA sends. Signifi-
cantly, they are increasing their savings not only through Roth IRAs, but also
through traditional IRAs and other savings vehicles.

As with any new financial product, consumer interest builds over time. But, under
almost any reasonable measure, the Roth IRA has been a tremendous success. In-
dustry wide statistics are not yet available for 1998, the first year that the Taxpayer
Relief Act of 1997 IRA changes went into effect, but preliminary results at Merrill
Lynch show an unprecedented increase in IRA activity.

Through December 1998, we have seen an increase of more than 80 percent in
the number of total IRA contributions over the same period in 1997-an astounding
increase for a new savings vehicle. This includes new Roth IRAs and increased con-
tributions to traditional fRA .

And this is only the tip of the iceberg. Between now and April 15th-the last date
to make IRA contributions for 1998-we anticipate an even bigger rush to make IRA
contributions. Historically, a significant percentage of our IRA contributions (often
as much as half) for a articular year are made after the close of the year. With
a new concept, like the Roth IRA, this tendency to delay is probably even more prev-
alent as potential contributors try to use all time avaiable to learn more. As these
people begin the process of completing their tax returns for 1998 they will come
to the realization that if they do not make the contribution by April 15th, their
chance to make the 1998 contribution will disappear forever. We fully expect many
of these "procrastinators" to make IRA contributions in the next few weeks. And we
can expect contributions for 1999 and beyond to increase even more as consumer
awareness grows, just as IRA contributions grew steadily between 1982 (the first
year IRAs became universally available) and 1986 (when IRA access was severely
restricted).

One interesting aspect of the Roth IRA expansion is that we have seen consider-
able spillover savings resulting from the Roth IRA advertising. For example, we
have experienced a sizable increase in traditional deductible IRA contributions. To
some extent that increase is attributable to the changes that were enacted in 1997
expanding the availability of deductible IRAs. However, we have seen people who
were always eligible for deductible IRAs come back because they did not realize they
were eligible in the past. They have called to ask about the Roth IRA, but have de-
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cided to contribute to a traditional IRA or other savings vehicle. Your Roth IRA leg-
islation deserves the credit for putting those people back in the savings habit.

To illustrate how big a success the Roth IRA and other 1997 Act IRA changes
have been, one need only compare the early stages of the post-1997 Act IRA market
development to the early stages of other new savings vehicles created by Congress-
including earlier versions of the IRA. Once again, we won't have complete statistics
for quite some time, but when you compare the IRA activity we have seen in 1998
with our early experience with other products, the success of the 1997 IRA changes
becomes clear.

In calendar year 1988, Merrill Lynch has established more than two and one half
times as many new IRAs than we established during the same period in 1982 the
first year of universal IRA eligibility. This despite the fact that the IRA available
in 1982 was simpler, available on a fully-deductible basis to most Americans, and
more tax-advantaged (due to higher marginal income tax rates that were in effect
in 1982). Similarly, the new Roth IRA has been extremely well received when com-
pared with other recently introduced tax vehicles. In 1998, for example, Merrill
Lynch established one hundred times more Roth IRAs than Medical Savings Ac-
counts.

NEED FOR MORE CHANGE

Despite the Roth IRA's initial success, there is no question that current savings
incentives will not be sufficient to reverse America's serious savings shortfall. The
1997 Act IRA changes were important steps in beginning the process of improving
the incentives to save. But more change is needed.

In 1997, our national savings rate dipped below 4%--the lowest rate in 59 years.
In 1998, preliminary data tells us it continues to trend down. It is the baby boom
generation that is in the most danger. Research by Stanford University economist
Douglas Bernheim, who compiles an annual Baby Boom Retirement Index for Mer-
rill Lynch, has consistently shown that the baby boom generation has fallen as
much as two-thirds behind the rate of savings that they need to maintain their cur-
rent standard of living in retirement.

It is our responsibility to help the baby boom generation (and future generations)
to start saving more. If we do not accomplish that goal soon, the financial burden
that will be placed on our Social Security system and our economy in the next mil-
lennium could be disastrous.

While there are many causes for our national savings shortfall, one of the main
reasons is that our tax system continues to -penalize savings and investment. The
Roth IRA was an innovative step to correct that imbalance and the additional pro-
posals made in your legislation, Mr. Chairman, would go even further in providing
every American with a meaningful opportunity to save for a secure retirement.

Let me highlight a few of the changes proposed in the Roth bill that would have
the most beneficial impact.

WHY 2K?

The 'current $2,000 maximum IRA contribution has been in place since 1981. Your
proposal to increase the maximum IRA contribution to $5,000 for both Roth and tra-
ditional IRAs (and to index for future inflation) is long overdue--at least 18 years
overdue. No one can dispute that even if an individual were to contribute $2,000
in every year to an IRA, they would not have sufficient savings to ensure a secure
retirement.

Interestingly, we have found that a significant percentage of our customers con-
tribute the annual $2,000 maximum to an IRA. They save the maximum amount
permitted and commit that amount to long-term retirement savings. With higher
contribution limits, we fully expect that many of those individuals will save more.

Even for those who do not contribute the maximum in every year, the higher con-
tribution limit will allow people flexibility to make IRA contributions in the years
that they have the resources to make the contributions. For example, a family
where one spouse remains at home to care for children will often not have dispos-
able income for large IRA contributions. When the children are older, however the
couple may be better able to make IRA contributions. The higher contribution limit
will allow that couple to make larger IRA contributions during the years they can
afford to do so.

In the course of our experience with millions of IRAs we have also found that
there is a very strong correlation between the size of an account and the attention
and discipline that an individual affords to that account. Put simply, once an ac-
count achieves a certainn "critical mass," it becomes the individual's nest egg and
they become much more disciplined with respect to that account balance. They be-
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come less likely to make withdrawals and more likely to continue adding to the ac-
count. Conversely relatively small accounts have a tendency to go dormant after
only.one contributon and are more likely to be withdrawn. Of course, every person's
critical mass" Is different, but by raising the maximum initial IRA contribution, the

chances that more people will start down the savings path (and stick to it) will be
increased substantially.

Your proposal to allow those age 50 and over to make additional IRA contribu-
tions of $2,500 per year will also help people who are closer to retirement to save
more. This is critical because as people approach retirement age they become more
focused on retirement needs. It is worth noting that many of those in today's popu-
lation who are approaching or have reached age 50 did not have IRAs or 401(k)
plans available through most of their working careers. They did not have the same
opportunities to save that today's generations have. Instead, due to changes in the
structure of the American workplace, they were caught in the transition from a rel-
atively robust system of defined benefit pensions to the self-reliance focus of today's
defined contribution landscape. Giving the baby boom generation the chance to
catch-up for years they ma not have saved adequately is not only fair, it is critical
to helping them achieve a financially secure retirement.

ELIMINATE COMPLEXITY

The income limits that were included as part of the 1986 Tax Reform Act and ex-
tended under the 1997 Act Conference Agreement, are complex and counter-
productive-doing far more harm than good. Mr. Chairman, your proposal to repeal
the income limits on IRA eligibility would go a long way to increasing savings
among all income classes and would also eliminate the marriage penalties that are
inherent in the current income limits.

Even with the improvements included in the 1997 Act, many middle income
Americans are still not eligible for a fully deductible IRA. For couples with income
above $51,000 and individuals with income above $31,000, the fully deductible IRA
is generally not an option. Although the Roth IRA was wisely made available to a
broader segment of the population, the application of income limits on Roth IRAs
remains detrimental.

To begin with, the current income limits impose a severe marriage penalty on cer-
tain couples. Take, for example two individuals who will earn $30,000 each this
year. If they are unmarried, both are allowed to make fully deductible $2,000 con-
tributions to an IRA. If they marry, however, their IRA deductions will be reduced
to $200 each. Under today's tax rules, that couple faces an increase of $1,250 in
their Federal income taxes just for getting married and $1,000 of that manage pen-
alty (about 80%) is attributable to the eligibility limits currently imposed on deduct-
ible IRAs. Your legislation, Mr. Chairman would correct that inequity.

Our experience has also shown that the people who are harmed most by the in-
come limits are not the wealthy. To the truly wealthy, the relatively small IRA tax
advantage has little affect on their overaUl tax burden. The people who are harmed
by the income limits are those who are stuck in the middle. These are people who
do not necessarily have sophisticated tax planners and accountants giving them ad-
vice. They will only proceed in locking their money into ap IRA if they are confident
that they will not get tripped up by the rules. Some of these people will delay con-
tributions to make sure they will qualify, and then later forget to make the con-
tribution or spend the money before they get around to making a contribution. Oth-
ers may qualify for a full or partial IRA this year, but still will not contribute be-
cause the contribution permitted this year is too small, or because they assume they
won't qualify in the future and they don't want to start contributing if they are not
sure they will be able to continue the process in future years. Still others are con-
fused and believe they may have to withdraw the funds if their income goes up in
the future.

The end result of the complexity of the myriad income limits and restrictions on
IRAs is that contributions are not made by those who are technically eligible (or
partially eligible) under the rules in a given year. This same chilling effect occurred
when Congress originally imposed income limits on deductible IRA eligibility in
1986. The year after those rules went into effect, contributions by those who re-
mained eligible dropped by 40%. 1

Your legislation, Mr. Chairman, by once again making all Americans eligible for
IRAs-the rule that was in effect before 1986-would help all Americans to save
more. By eliminating the complexity in the current rules, Americans will be pre-

'Testimony of Lawrence H. Summers, currently Deputy Secretary of the Department of the
Treasury, before the U.S. Senate Committee on Finance, September 29, 1989.
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sented with a consistent and understandable pro-savings message-a clear con-
sensus path to follow toward retirement security. That message will be reinforced
by the financial press, financial planners, and word-of-mouth. As families gain con-
fidence in the retirement savings vehicles available to them, more and more will
commit to the consensus path.

ENHANCED 401(K) PLANS

The proposals to enhance employment-based retirement plans-including your
proposals to increase the maximum allowable contributions to 401(k) plans and to
provide a catch-up contribution comparable to the IRA catch-up contribution-will
have many of the same advantages as the IRA changes discussed above.

In particular, your concept of melding the benefits of a Roth IRA with the benefits
of a 401(k) plan (creating the new "Roth 401(k)") has the potential to substantially
increase the attractiveness of 401(k) plans for many employees. This idea is the kind
of innovative thinking that we need to implement if we are to increase personal sav-
ings in the years ahead. By combining the attractive delayed tax incentives of the
Roth IRA with the advantages of the 401(k) plan (including the ease of saving
through payroll deduction and employer matching contributions), you would create
a powerful new savings incentive that will draw more Americans into the savings
habit.

In our experience with Roth IRAs to date, we have found that individuals react
to the Roth IRA/traditional IRA choice differently and that their choices are not al-
ways based entirely on a purely mathematical analysis. It is a personal decision
that is affected considerably by the individual's world view. Many people simply pre-
fer the back-loaded incentive that the Roth IRA provides, others clearly prefer the
traditional front-loaded incentive if it is available to them. Giving everyone that
choice within their 401(k) plans will ensure that the savings incentive that is most
attractive to that particular individual will be available. The result will be increased
savings.

Significantly, we believe that many low and moderate income taxpayers--those
that are currently in the 15 percent tax bracket or below-should find the back-load-
ed tax incentives of the Roth vehicle more attractive than the traditional 401(k), be-
cause it will be worth more to them than the current deduction.

In the end, each American must accept significant responsibility for their own re-
tirement security. But the government must help by reducing the tax burden on
those who save while making the choices simple and understandable to the average
worker. The changes enacted in the 1997 Act were a significant step forward. Your
legislation Mr. Chairman allowing greater IRA contributions and creating the new
Roth 401(k) would provide more flexible and more effective savings incentives-
boosting retirement savings in the critical years ahead.


