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Summary *

This pp@er poposes an ambitioustypractical set oinitigtives to &pand damadically
retirrment sang in the United Sts—especiglfor the 75 milliolAmericans warking for
emplagers tha do not ofer a etiement plaa.Half of our workforce has no &ctve way to
sare d work because tlyehave no emplger plan. This fact,a ndional saing rte tha has
been ddming steadjl since the 198@md the epectéion tha Social Security is urlikto
provide inceased benigf, male inadequa retirment sang a major rienal poblem.
Reseash and &perience both point to a simple arfdaie solutionwhich we call the
"automaic IRA."

The essential ategy we popose is to maksa&ing moe automéc—and hence easierore
convenientand moe likely to occur Making sa@ng easierybmaking it autortia has been
shavn to be emakably efectve d boosting pdicipdion in 401(k) plansut roughy half
of U.S workers ae not ofered a 401(k) or grother type oemplgersponsoed plan.We
would tale a nev goproat to extending the benig of automéc saing to a wider aay
of the populaon by combining seral key elements obur curent systenpayroll deposit
saving automé#c enoliment,low-costdiversified defult irvestmentsand IRAs

The automiic IRA gproat offers most emplees not ceered ty an emplgersponsoed
retirment plan the oppiinity to see thiough the paerful mebanism ofregular pgroll
deposits thacontirue automigcally. (This is an oppdounity nav limited mairyl to 401(Kk)-
eligibde workers) Under thisgproad,

* Employers dove a cdanin sie (eg, 10 emplgees) thahase been in bisinessdr &
least tw yeas and do not sponsoryaplan br their emplgees a called upon to allo
emplgees to use the emypdo's pgroll system tolannel the empyees’ wn mong to
an IRA.

o Employers would retain the option o$etting up a 401(K3JMPLE,or other
retirment plan instead piyroll deposit IRAs aary time Those etiement plans
offer much higher contribtions and tax edits

» These empi@rs — as @il as smaller or wer firms tha voluntariy offer pgroll deposit
as a conduibf emplgee contrilitions — eceve a small tempary tax cedit based on
the rumber ofemplgees o paticipae.

» For most emplgeespayroll deductions armade Y direct d@osit,similar to the
common pactice ofdirect dposit of paychedks to emplgees' bank accounts

» The aranggment is m&et-orientedtRAs ae piovided ly the same prite financial
institutions thiacurently provide them.

* Employers doose wether the IRA mvider is selected (1y the emplger (kut
alloving emplgees to @nsér to other IRA povides if they so tioose)por (2) diectly
by eab emplgee

* As a &llbag, individuals and emplers who cannotihd an acqaéeble IRA on the
maiket can useead-madelow-cost autonta IRA accounts prided ly an entity
somevha similar to theddeal emplgeesThrift Savings Plan (lhich might
altendively tale the 6rm of an industy consatium or nonpofit organizéion) with
investments thaare contacted out to tharfancial setices indusy
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» Sa&ing is autontec. Automdic enollment — emplgees pdicipae unless the
affirmaively dhoose to opt out — and sergide&ult irvestments haess the pger of
ineltia to maximie paticipdion and incease séng

While the pesumptie method ofenoliment vould be automi (emplgees wuld
automdcally contrilute & a stautorily specikd ite unless theopted out)employers
not wishing to use this method with their eyg@s could léwvise opt out and instead
have erery emplgee mak an gplicit doice In all e/ents while no emplgee vould be
requied to paticipae, no emplgee could be left out silgdbecause ahatention or
inettia. Anyone delining to contrilite would need to sign aawer. Evidence fom the
401(k) unierse stondy sugests thiahigh levels of patticipaion tend to esult not on
from auto eroliment lut also fom the pactice ofeliciting fom eah eligitbe indvidual
an «plicit decision on knether or not to pécipae.

A ndional veéb site wuld gve firms a standdrotice inbrming emplgees ofthe
payroll-deduction IRA option and standl@mplgee electionokrms and emiiment
procedues (If possilke, the electiondrm would be aded to IRS &m W-4.) The web
site vould also pymote best farctices as thevolve (sub as autonie enollment and
potentiay anmitizaion),innovaion, and emplgee edudan regarding saing and
investment.

Employers making paoll dgposit aaildle would be potected fom potentialitiuciay
liability for investment pedrmance and ém haing to ©ioose or aang deéult
investmentdnsteadwhether the IRA mvider vas emplgee- or emplgerdesigneed or
was the dllba& standat account dered ly theTSP-like entityworkers' contrilutions
would automtically be diected to a dersified irvestment (initiaf) an asset-alloeal lile
cyde fund) unless thighose a ditrent option. Payroll deduction contriltions vould be
transémed,a the emplger's option,

* to an IRA povider desigred ly the emplger,

* to IRAs desigriaed by emplgees (and an empéw tha did not ofer diect deosit of
paydheds could simplforward all emplgee contriboitions along with the empé's
fedeal tax dposits br remittance to the empkes’ desigted IRAS)or,

» absent emplger or emplgee designian, to a fllbak collectie retiement account.

The poposal is designed to minienthe emplger's adminis#tive functionsand should
involve no out ofpodket emplger cost.Mary firms aleaq offer their vorkers diect
deposit of paycheds;virtually all mak pgroll degosits to compl with income tax
withholding Paroll dgoosit to IRAs wuld not equie nuch more efort from
emplgers. They would facilitdae emplgee seing ty forwarding emplgees' contrilitions
to their IRAs without hang to:(1) sponsor a pla(2) mak ary madching or other
emplger contrilutions;(3) compy with plan qualidaion or ERISA equiements(4)
select imestmentsdr emplyees5) set up IRAs or other accourds émplyeespr (6)
detemine emplgees’ eligibility to contuke to an IRA.

Mary emplgers tha still process paoll by hand wuld be gempted under thexagption
for very small emplers. Firms not @empted wuld hae the option of'piggyba&ing”
the paroll deposits to IRAs onto theefleal tax dposits thg curently male, whether
online by mail,or by delvery to the local bank.
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The self-empied and other nonempgtes wuld be encoaged to contrinte to IRAs

by automtc debit (with elecwnic fund tansérs),induding on-line anddditional means
of accessAutomdic debit — replicding automtc payroll deduction — and IRAs could b
arangd though pofessional andade assodians The self-empied could also send
deposits to IRAs with their quary estimted taxs or instict the IRS to makdiect
deposit to IRAs ofpatt or all oftheir income taxefunds Independent con&ctos
receving regular pgments fom a lusiness could rang for automéc pgroll deduction
(direct dposit) to an IRA in the sameywas emplees

The automigc IRA is caefully designed tovaid competing with or owding out
emplgerbasedetiement plans and empdo contrilutions br emplgees In fact,for
several rasonsextensve use ofautoméic IRAs can bexpected toxgpand oppdunities
to maket 401(k)SIMPLE,and other taxakored plans to empjers.

* First,the maximm pemitted contriition to IRAs (cuently $4,000)xeeeds
emploees’ gerage 401(k) contrition kut is not enough to ssfy the ppetite br tax-
favored saing of businesswnes or decision maks (who would still hge an
incentve to adopt a SIMPLE plan or 401(k) because those plansaaitalutions of
up to $10,500 or $15,508spectiely).

» Secondthe automiic IRA tax cedit would be smaller than the tagdit small
emplgers gt when adopting a meretirrment plan.

* Third, to encouage emplger plansfirms would not be agld (or alleved) to mech
emplgee saings to autome IRAS or otherwise contrite to theni. Employers
interested in contriting or their emplgees or in séng moe for themseles vould
adopt 401(k)s or other plans

» Thus the poposal stesrdear ofary adrerse impact on empjers' incenties to
sponsor actuaktirement plansin fact,the indiect intended &ct of the poposal is
to drawv small emplers into the prige pension systeny blemonstting the paver of
tax-pefered paroll deposit saing and \wetting emplgees' ppetite or it.

Within the &ll-bak investment pkhorm, investment mamgementyecod keging and
other adminisétive functions wuld be conticted to pxae financial institutions to the
fullest &tent pactichle. Costs wuld be minimied though a no-frills desigalying on
index funds economies o$caleand maximam use ofelectonic tetinolagiesand
modeled to some deee on th& hrift Savings Plandr fedeal govemment emplgees
The investment manwould be kpt simplemoneg/ would @ to a lav-costdiversified,
asset-allotad fund unless the indiual instead selectedrframong aefv low-cost,
diversified altenaives (pobably indudingTreasuy inflation-protected securitiespnce
accountseabed a pedetemined balance.(g $15,000) sfitient to ma& them
profitable enough totaact the interst ofthe full mnge of IRA providess,account
ownes would hae the option to ansér them to IRAs otheir cioosing

In addition,a paverful financial incente for individuals to contrilte might be mvided
by means omaching dgosits to the IRAs (notylemplgers). For exkampleprivae
financial institutions thanaintain the accounts could\eéelimaching contrilntions and
be eimhursed though £deal tax cedits Matching dgosits a& not,howe\er, patt of
the basic autortia IRA proposal.
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The Basic Pr oblem and Yet among 155 millionorking Americans
Proposed Solution about half— some 75 million —ork for an
emploer tha does not der a 401(k) or &n
other type ofemplgersponsoed plan.
(Another 16 milliondiled to pdicipde in
or ae not eligike for their emplger's

MaryAmerican dmiliesespeciafl midle-
and laverincome householdsnd it had

to sae,especiafl for retirement or other .
long-tem needsIn 2004 half of all plan.) Among the subset abproximéely

94 millionfull-timeull-gawage and salgr
households headey people ge 55 to 59
had $13,000 or less in an elygibased workers betveen the ges 0f21 and 6463

401(K)-type plan or taxeered saing plan percent vork for an emplx‘ae.r tha sponsos
account. The US personal sang ete has @ Planand 55 peent paticipae.’

dedined steadilover the last tavdecades and

has been mgtive since 2005Moreover, These dicts gidence the majogg betveen
traditional cquorate defned benéf pension our pubic poliy goals elding to etiement
plans a detining and &w expect Social  security and ggng and \w& the maket
Security to mvide inceased beniés in has accomplished in thigarin fact,the
the futue. major £deal tax gpenditues and
associ®d reguldion of privae pensions
atest to aecanition of some needof
pubic intevention to adress this shiall.

In geneal,the households thgend to be

in the bestihancial position to cormfint
retirrment a& those 41 peent ofthe
workforce tha paticipae in an empier
sponsoed etirment plaf. Geneally, the
rate of paticipaion (those Wwo contrilute
as a peentge of those o ae eligite) or
emploersponsoed 401(k) plans is on the
order of 7 or 8 in
10,while the
coresponding
taleup ee for IRAs
(which typicall have
no connection to the
workplace or paoll
system) tends to be
on the oder of 1

in 10. Moreover, an
increasing sharof
401(k) plans ar
induding autonta&c  Our gproadt is intended to help households
fedures thamale overcome these baers by building on the
sasZing easier anadise padicipaion, often successful use in 401(k) planawbméc

to levels eceedind@ in 10.(This pperuses fedures vhich encouage emplgees twards

The causes ohadequiz saing for
retirrment ag seeral.

First,mary peopleifd it difficult to plan
for retiement and to def consumption.
To mary if not mostthe necessgar
anaysis financial sophistitan, and self-
discipline do not come tugally or easy,
and a omber oftypical behaors and
atitudes tend to hamper systémand
adequte s&ing for retirement.

The Power of Automatic Retirement Saving

Automatic (opt-out)
401(k) participation
9 out of 10

Traditional (opt-in)
401(k) participation
3outof4

Secondas discussed elgee in this pper,
mary people do notxercise the initiave
requied to mak the decisions and ¢athe
actions necesyaio sae in an IRA.

Take-up rate
of current IRAs
1 out of 10

The Automatic IRA proposal would extend payroll-based saving to the 75 million American
workers not covered by an employer-based retirement plan. Participation in IRAs would
increase by using payroll deduction and automatic enrollment.

the tem "autom&c" to refer not to sensilke decisions kvle alleving them to
arangments thiagpply in all gents mt to  male altendive doices Since their
arangments thiagoply unless an inception, 401(k) plans ka encouwsged

individual eplicity dhooses an altegtive)  contrikutions though pgroll deposits tha
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contirue automigcall ("set it anddrget toward plan sponsship and paicipaion,
it") until the emplgee taks the initiave to  the automic IRA gproad would open
stop or modify themStating in 1998the  up this matet moe widey to the inancial
USTreaswy Depatment and IRS ka issued providers, third paty administtors,and

a series ofulings dehing pemitting and  professionals o maket, provide and

encougging the autontia initigion of help administer empfer plans

those pgroll dgposits (vich they called

"automaic enoliment”) and autortia Widespead use opayroll dgposit to
rollover in 401(k) and other sgladuction contritute to IRAs wuld Iy the goundnork
retirement sang plang Over timethe for a far deper penettion of the small

401(k) mdet hasespondedyomoving to  business mket by 401(k) and SIMPLE
automdic enollment,automéc investment plans Either & the outset or after &gr
choices andetaed automigc fedures Last or two, mary small bsinesswnes will
year the Comgss aded its wice to this ask hev they or a ey manger can sz
process Y eliminéing or educing senral more for themseles than ogl $4,000 a
barriers to the adoption chutoméc year (the 2007 IRA limit) and some will b
401(k) édures’ interested inxploring hev they could
male a ery modest ntahing contrilnition
Although verkplace sang though emplger  for their emplgeesa least in agar in
contrikutions or egular pgroll deposits which business has beeoogl. The anger
tends to be the mostfettve \ehide, a to both questions is théne automéc IRA
majority ofsmall emplgers do not adopt a is designed with a modest conititn
retiement planMary ae unavare of the  limit and no empler contrilutions in
low-costsimplifed 401(k) and SIMPLE plan order to induce empfers to gaduge
options nav availdle, often on-linethey (eventualy or immeditely) to a 401(k) or
mispeceve plan sponsship as a comple SIMPLE plan.Employees can contritbe
and costt undetaking Smalbusiness on a taxdwred basis up to $15,500 in a
ownes my be concered thathey have no  401(k)$10,500 in a SIMPLEyr 2007
one on stafwith the knavledg and time to Employer contrilutions ag allaved in the
sott through the optionsof plan adoption 401(k)and ae requied in the SIMPLE.
and to administer the plan on anang
basis In addition,small lnsinesses — urdik Howe\er, when frms do not boose to

lamger firms — cannot spad ixed plan sponsor 401(k)-type platiee automiac

administation and inestment costs ags  IRA proposed her would goply mary of
a lage rumber ofemplgees in ater to the lessons lead fom 401(k) plafisso
male per cpita costs me mangedle. tha more workers could enjp automged

They also ldcthe economies afcale and  saving to huild assets without imposing
baigaining paver of a lage emplger when  ary signifcant lurden on emplers.
negotigting fees andxg@enses withrfancial Employers can help emplees sa& simpy

sewices povides. by offering to tansér a potion of their
pay to an IRApreferably by direct deosit,
Our proposal is designed &duce the a little or no cost to the empfer.

transaction costsif small empigers tha

are involved in adopting and maintaining aAnother eason tHeemplger plans &
plan and use the used cpacity or saing less pevalent in the smalukiness mket
tha is inheent in emplger pgroll systems is tha mary financial povidess hae found
By taking smaller empdss and their it less pofitable or unpofitable to seve
emplgees pdrof the way dowvn the pth plans with a smaNerage account siz To
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the extent tha mary small wrk forces hee
had laverwage emplgees Wo hae less
ability or desk to contriloite it is moe
difficult to ind lager accounts to ss-
subsidie the costs o$ewicing smaller
accountsHowe\er, mary financial povides
might be intersted in@ceving ollovers
from sub accounts iind vhen thg hae
grown to a pofitable sie.

Our proposal seeks todm@ss this concer
by providing a bdcstop arangement
contracted to the préate sector thtavould
give an option to those empée goups
tha the inancial setices indusyris not
interested in s@ing As described beip
pooling ofcontrikbutions in a stand#r

Direct dgosit to IRAs is not ne In 1997,
Congess encoaged emplgers not eag
or willing to sponsor &tirement plan tota
least dffer their emplgees the opptunity
to contritute to IRAs though paroll
deductior® Both the IRS and the patment
of Labor have issued adminigive guidance
to puHicize the pgroll deduction or dact
deposit IRA option ér emplgers and to
"facilitae the estadishment ofpayroll
deduction IRA$* This guidance has
made ear thaemplgers can dier diect
deposit IRAs without the emngement
being teded as empler sponsahip ofa
retirrment plan thas subject to ERISA or
gualifed plan equiements$® Howe\er, it
gopeas tha few emplgers actuayl have

low-cost autontar investment and a limited direct deosit or pgroll-deduction IRAs —

number ofinvestment altetives vould be
designed to lger costs though economies
of scalestandadizaion, and elimingon

of most sales and rkating @pensesOnce
accounts he gown suficienty, they could
be olled aver to IRAs marged ty other
financial selices companigsubstantial
increasing thdrancial indusyfs assets
under mangement?

Why Ensur e Rather Than
Mer ely Allow Employee Access
to Payr oll Deposit Saving?

The automigc IRA is a means of
facilitding dilect dposits to aatirment
accountgiving emplgees access to the
power of direct d@osit saing In much
the same &y thd millions ofemplgees
have their pg directly deposited to their
account taa bank or otheirfancial
institution,and millions mar elect to
contrikute to 401(k) plany lparoll
deductionemplgees wuld hae the
choice to instict the emplger to send an
amount thg select dactly from their
paydedks to an IRAEmployers geneally
would be equied to ofer their emplgees
the oppotunity to see thiough sule direct
deposit or pgroll-deduction IRAs

a least in a &y thd actvely encouages
emplgees to tak adantaye of the
arangment. After some gas of
encouagementby the @gvemment direct
deposit IRAs hze simpf not caught on wigel
among emphers andconsequent] offer
little oppotunity for emplgyees to see.

With this experience in mindye popose a
new stietegy designed to induce emygis
to offer, and emplgees to tak up direct
deposit or pgroll dgoosit saing

Tax Cr edit for Employers That

Serve as Conduit for Employee
Contributions

Under our poposalfirms thado not povide
emplgees a quaidd etiement plansud
as a défied benef pensionprofit-sharing
or 401(k) planywould be gien an incente
(a tempaauy tax cedit) to ofer those
emplgees the oppturnity to mak their avn
payroll deduction contrildions to IRAs using
the emplgers' pgroll systems as a conduit.
For the lager and mae esthlished small
businesses thaould be equied to ofer
emplgees thepportunity to see thiough
payroll degoositsthe tax cedit would iepresent
a smallecanition thathe emplger is being
asled to gie dtention to a n& procedue,
albeit one thanvolves no out opodet costs
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The tax cedit would be @aildble to a irm
for the frst two yeas in which it offered
payroll dgoosit saing to an IRAIn order
to help theifm recoup ay modest
administative costs assotea with the
"automaic IRA." This automiic IRA
credit would be designed toad
competing with the taxemtit aaildle
under curent lav to small bsinesses tha
adopt a ne& emplgersponsoed
retirerment plan.

Small Business New Plan Startup
Credit

Under curent lav, an emplger with 100
or fewer emplgees thastats a nev
retirement plandr the frst time can
genenlly daim a tax @dit for a potion of

its statup costs The cedit equals 50
percent ofthe cost ofestélishing and
administering the plan (ilnding edudang
emplgees hout the plan) up to $500 pe
year The emplger can laim the cedit of
up to $500dr eab of the first thiee yas
of the plan.

To accomplish these objeetithe automiic
IRA tax cedit could be sefipr example at
$25 per empiee enolled. It would be
cgped &$250 (or some other similar
figure) per gar in the ggregee for eab of
two yeas — lav enough to makthe cedit
meaningful oglfor very small bsinesses
and signitanty lover than the $500 -
year cedit aaildble under cuent lav for
esthlishing a n@ emplger plan.
Employers would be peduded fom
claiming both the ne 401(k) plan staup
credit and the mposed autontia IRA
credit;otherwisesomevha larger
emplgers might hee a inancial incente
to limit a nev plan to éwer than all of

their emplgees in ater to eam an
adlitional cedit for providing paroll
deposit saing to other empi@es As in
the case ofhe curent nev plan stdup
credit,emplgers also wuld be ineligile
for the cedit if they had sponsed a
retirerment plan during thequmeding thee
yeas for substantigllthe samergup of
emplgees ceered ly the autonta IRA.

Employers with moe than 10 empjees
tha hase been in bsinessdr & least tw
yeas and thiachoose not to sponsoryaplan
for their emplgees wuld be called upon
to offer emplgees this opptunity to sae
a potion of their avn wages using peoll
deposit. Howe\er, emplgers tha do sponsor
a plan gneally would be undécted. Only
if the emplger sponsad a plan thawas
designed to eer ony a subset ats
emplgees (sutas a pdicular subsidigy
division or other bsiness unit) ould it
have to ofer the autontec IRA to the est
of its workforce (i.e emplgees not in tha
business unithther than empi@es tha
may be &duded fom considetion under
the qualied plan ceerage standals
(union-epresented empfeesnonresident
aliensand those to ae \ery pat-time or
have not completed a&gr ofsewice).

Thus the aangement wuld be stuctued
so as toid, to the fullestent possile,
emplgrer costs orasponsibilitiesThe tax
credit would be wgaildle both to those
firms tha are requied to ofer pgroll
deposit to all oftheir emplgees and to the
small or ne firms tha are not equied to
offer the autontec IRA, but do so
voluntariy. The intent wuld be to
encouagewithout equiringthe smallest
emplgers to paticipae.
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Example: Joe employs four
people in his auto body
shop, and currently does
not sponsor a retirement
plan for his employees. If

Joe chooses to adopt
401(k) or SIMPLE-IRA plan,

he and each of his
employees generally can
contribute up to $15,000
(401(k)) or $10,500 (SIMPLE)
a year, and the business
might be required to make
employer contributions.

Under this scenario, Joe
can claim the startup tax

credit for 50 percent of his
costs over three years up tc
$500 per year.

Alternatively, if Joe decides
only to offer his employees
payroll deposit to an IRA,
the business will not make
employer contributions, and
Joe can claim a tax credit
for each of the next two
years of $25 for each
employee who signs up to
contribute out of his own
salary.




Employer -sponsor ed
retir ement plans ar e
the saving vehicles of
choice and should be
encouraged; the dir  ect

deposit IRA is a

fallback designed to

apply to employees
who are not fortunate
enough to be cover ed
under an actual employer

retir ement plan.

Acting as a Conduit or
Forwar ding Agent for
Employees' Contributions
Entails Little or No Cost to
Employers

For mary if not most emplgers, offering
direct dposit or pgroll deduction IRAs
would involve little or no costUnlike a 401(k)
or other emplgersponsaed etirment plan,
the emplger would not be maintaining a
plan. It would essentigllbe a drwarding
agent or emplgee contribitions Employer
contritutions to pgroll deposit IRAs wuld
not be equied or pemitted.Employers
willing to mak retirrment contribtions

for their emplgees wuld contiwe to do
S0 in accatance with the safuads and
standadls goveming emplger-sponsoed
retirerment plansud as SIMPLE-IRAs
401(k)sand taditional pensions

Employersponsoed etirrment plans ar

the saing \ehides of choice and should be

encouaged;the diect dposit IRA is a
fallba& designed topply to emplgees
who ae not brtunge enough to be
covered under an actual emygo
retirrment planAs discussed belgt is
also intended to encage moe emplgers
to decidewhether immedialy or
ewentual, to "graduge” to sponsahip of
an emplger plan.

Payroll dgoosit IRAs also euld minimiz
emplger responsibilitiesFirms would not
be equied to

» compy with plan qualiaion or ERISA
rules

* estalish or maintain aust to hold
assets (since IRAswd receve the
contritutions),

» detemine vhether emplgees a&
actualy eligitte to contrilite to an IRA,

* select imestmentsdr emplgee
contrikutions

* select among IRA @ridess, or

* set up IRAsdr emplgees

Employers would be equied simpf to
allov emplgees to maka pgroll-
deduction deosit to an IRA (in the
manner described befpwith a standdr
notice inbrming emplgees ofthe
automéc IRA (paroll-dgposit saing)
option,and a standdrform eliciting the
emplgee's decision to gipae or to opt
out. Employers then wuld implement
deposits electedytemplgeesEmployers
would not be equied to emit the diect
deposits to the IRA mwvider(s) ay faster
than the timing othe fedeal pgroll and
withholding tax deosits thg ae aleag
requied to mak. Those dposits gneally
are requied to be made on a stardar
stheduleeither montht or twice a eek
depending on the szof the pgroll. Nor
would emplgers be equied to emit
direct dgosits to a ariety ofdifferent
IRAs speciéd ty their emplgees (as
explained belw).

Thus a requiement to dier to brward
emplgee contriptions to an IRA Y
payroll deduction wuld by no means be
onepus It would dovetail netly with
wha emplgers alea¢y da Employers of
course ag alea requied to withhold
fedeal income tax and yrall tax fom
emplgees’ ppand emit those amounts to
the fedeal tax dposit systemWhile this
withholding does noequie the emplger
to administer an empke election othe
sott associad with diect d@osit to an
IRA, the tax withholding amounts daryw
from emplgee to emplgee and deend on
the way eab emplgee completes IR®1
W4 (which new hires fll out to help the
emplger compy with income tax
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withholding). The emplgee's pgwoll could be usedf the aditional diect
deposit IRA election might be made on andeposit destin#on. Other small bsinesses
atacdhment or adendum to thedrm W-4.  still write their wn padeds by hand,

For the many firms

that alr eady of fer their

Because emplees' salgirreduction complete theefdeal tax dposit brms and

contritutions to IRAs wuld odinarily FormsW-2 by handand delier them to workers dir  ect deposit,

receve tax-&wored teament,the emplger emplgees and to the local bank or other

would eport on Form W-2 the educed depositay institution. Our proposal wuld including many that use

amount ofthe emplgee's taxtae wages not requie these empyers to incur the _ _

together with the amount dhe cost (ifary) of transitioning to autortia outside payr ollpr oviders ,

emplgee's contribation. payroll prqcegsing or using or}-liine systemsS THEN deposit to an
although it might hva the bendéfial efect

Dir ect Deposit; Automated Fund of encouaging sul transitions IRA would entail no

Transfers

Our proposed pproat would seek to At the same timave vould not be inined [ ElelelilehEIReeR S

cepitaliz on the apid trend tavard to dery the benéts of payroll deduction

automéed or electnic fund tansérs. savings to all empjees ofemplgyers tha

With the spead ofnew, low-cost do not et use autontia pgroll processing

technolagiesemplgers ae inceasinty (and ve would not vant to gie small

using autontad or electmic systems to  emplgers aly incentie to dop automtc
manae pgroll, induding withholding and  payroll processing)These empi@es wuld
fedeal tax dpositsand br other tansérs  beneit from the A&ility to sae thiough

of funds It is common ér emplgers to regular pgroll deposits aithe workplace
retain an outside yrall sewvice povider to  whether the deosits a8 made elecnicaly

perform these functionsduding diect or by hand.Employees wuld still hae
deposit of paychedks to accounts the adantaes oftax-favored saing tha,
designieed ty emplgees or conéctos. once bgun,contirues autontecally, tha is
Other emplgers use an on-line yrall more likely to bgin because oforkplace

sewice thaoffers diect dposit andleek  enwliment arangements and peeragip
printing (or thaiallavs emplgers to write  reinforcementand thaneed not cause a

cheds ly hand).Still othes do not viside reduction in taé&chome pgif begun
outsouce their pgoll tax andelded promptly when emplgees & hied.
functions to a tha-paty payroll provider

but do useeady aaildle softvare or Accodindy, we would contemple a

lagely papeless on-line methods to mak three-ponged stetegy with espect to
their fedeal tax dposits and perpa other emplgers thd do not use autortia

fund transérs,just as in@asing mambes payroll processing

of households pyabills and maga other

financial @nsactions on lin€The IRS First,a lage pioportion of the emplgers
encouages emplgers to use its e that still process their geoll by hand wuld
Electionic Fedeal Tax Ryment Systenof  be ekempted under thexaption for very
making édeal tax dposits) small emplgers described belo As a esulf

this poposal wuld focus biefly on those
For the maw firms tha alead offer their  emplgers tha alead offer their
workers dilect d@osit,induding mag tha  emplgees diect dgosit of paycheds hut
use outside paoll providess, direct dposit  have not used the samehrolagy to
to an IRA wuld entail no atitional cost,  provide emplgees a comnient etirment
ewen in the shartem, insofar as the saving oppotunity.
emplger's system hasused ields tha
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Secondemplgers would hae the option
of "piggybaging"” the pgroll dgosits to
IRAs onto the dédeal tax dposits thg
curenty male. The pocessinduding
timing and Igisticsfor both sets of
deposits wuld be the samé\ccompaying
or gopended to thexésting €deal tax
deposit brms wuld be a similar p@l|
deposit saings brm endling the emplger
to send all paoll dgosit saings to a
sinde destingon. The small empyer who
mails or delers its &deal tax dposit
chek and brm to the local bank (orhwse
accountant orriancial povider assists
with this deliery) would adl another lsedk
and brm to the same mailing or dety.

Third, as notedthe &isting comenient,
low-cost,on-line systenof fedeal tax
deposits could bexpanded to accommadda
a paallel steam ofpayroll deduction
saing pgments

Since empi@rs making paoll deduction
savings ®aildle to their emplees wuld
not be equied to ma& contrilutions or

to compy with plan qualidaion or ERISA
requiements withaspect to these
arangmentsemplgers would incur no
out-of-po&et cost and oplminimal cost of

Exemption for Small and New
Employers

As has afra¢ been discussdte
requiement to dier paroll deposit to
IRAs as a substituterfsponsoring a
retirrment plan wuld not gply to the
smallestifms (eg, those with up to 10
emplgees) or toifms tha haze not been
in businessdr & least tw yeas. Howe\er,
even small or ne firms tha are ekempted
would be encoaed to ofer pgroll
deposit though the empi@r tax cedit
described elger.

A possile altenae gproad to
implementaon of this pogram wuld be
to requie paroll dgosit br the frst year
or two only by non-plan sponssithd are
above a slighyl lager sie. This would try
out the n& system and could identifyyan
potential impovements thiaare needed
before bioader implemertian begins

Employees ofsmall emplgers tha are
exempted-lik other indiiduals wo do not
work for an emplger tha is pat of the
payroll deposit system outlined leenould
be dle to use other mieanisms to
facilitae saing These inkeide the hility to
contritute ly instucting the IRS to mala

ary kind.Administering and implementing direct d@osit of a potion of an income

emplgee elections to daripde or to opt
out through their paoll systems might
occasionallrequie emplgers to adress
mistales or misundstandingsetarding
payroll deductions and gesit diections
The time andteention equied of the
emplger could gnearlly be gpected to be
minimizd though odety comnunicdions,
written or electnig between empigees and
emploers, facilitded by the use ostandad
forms tha "piggyba&" on the a&isting IRS
forms sub as tha\-4 used p indviduals
to elect leels ofincome tax withholding

tax efund,by setting up an autotiadeit
arangment or IRA contritutions (perhas
with the help ofa piofessional or &de
associ#on), or by making their IRA
contributions taether with their qutary
estiméed tax paments

Employees Cover ed

Employees eligib for payroll deposit saings
might be for exampleall emplgees Wwo
have worked for the emplger on a egular
basis (inading pat-time) br a speciéd
period oftime (sub as thee months}ut
not induding those to ae coered under
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a retirrment plan (or eligéto contrilnte
to a 401(k)) or thosehe ae exdudable
from coerage under the quaeid plan ules
(union-epresented empfeesthose under
aee 18those wo hare not completed a
year ofsewvice vorking & least half-time
nonresident aliensEmployers would not
be equied,howe\er, to offer diect dposit
savings to emplgees the alead cover
under aetirment plannduding emplgees
eligibe to contrilite (Whether or not the
actualy do so) to a 401(k)-type salar
reduction aangment. Accodingdy, if an
emplger sponsa a etirrment plan
would not be equied to povide paroll
deposits to auton@ IRAS unless its plan
exduded a pdron of the work force (sule
as a diision or subsidigy).

Choosing the T ype of IRA:

Traditional or Roth

Like a 401(k) contuition,the amount
elected Y the emplgee as a sajareductio
contrikution geneally would be taxévwored.
It either vould be a "pr-tax" contrilation
to a taditionalfax-deductile IRA — deducted
or exduded fom the emplgee's gpss
income 6r tax puposes — or a contrbon
to a Bith IRA,whidch insteadeceves tax-
favored teament upon distrilstion. An
emplgee viho did not qualify to maka
deductite IRA contrilution or a Rth IRA
contrikution (for examplebecause of
income thaexceeds thepglicdle income
eligibility thesholds)would be esponsile
for making the@proprige adjustment on
the emplgee's taxatun. The stéute
could specify kch type ofIRA was the
default. In ary event,the firm would hae
no responsibilitydr ensuring thia@emplyees
sdisfied the pplicdle IRA eligibility
requiements or contriltion limits

The need tolwose beteen a @ditional
and a Bth IRA is another decision tian
impede pdicipaion. Making this lsoice
based on an iafmed andational analsis
would not be easyif most indriduals

The factos weighing on both sides tfe
decision wuld mak it a eose calldr
millions ofeligide emplgees (especiall
the signitant potion of the eligite
populdion who curently hare income tax
liability). (This question is fthrer
discussed in theppendix to this gzer)

In the inteest of sparing households the
need to makthe angbis and the decision,
we stondy belige thd one or the other
type of IRA should be autortieally
prescribed.Of cousse presented with the
autom#ic choice mary households will
not feel compelled to eag in the
compadtive anatsis but will simpy o
along with the stanahoption. Others

will feel compelled to do some ggl in
order to decide mether to hoose the
other altemdive. Accodingdy, the automigc
gpproad is one &y to strilke a balance
between simplicity and inililual tioice

Howe\er, a reasonle case can also be
made 6r going futher and simpl
prescribing one or the other typelBA
as the oyl availdble receptade for
contritutions to autonte IRAs Sud a
prescriptie goproad would weigh the girs
in simplicity ma hesily than the loss of
individual tioice in these cumstances
The cicumstances ihme a pulic polig/
choice thg in our viev, is not olvious or
easya decision thafor mary, would be
comple or a tose callpr both,but for
some wuld seem to beskdively dear and
a possibilityalbeit unceain,of being ale
in the futue to cowert from traditional to
Roth. To dae, we hae been irmed to
male the taditional IRA the msumptre
choice br autom#éc IRA deosits while
pemitting indviduals to elect aok instead
if they so bloose Howe\er, given the
arguments on both sidege do not éel so
strondy &out which type ofIRA should
be pescribedbut beliee it is impatant to
simplify ly prescribing one typé least as
the standal (automac) option.
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Automatic IRAs in Congr  ess
Hearing3he automiac IRA proposal \as
fedaured & a hearing ofthe Sena Finance
Committee's Subcommittee on LomgaT
Growth and Dét Reduction held orude 29,
2006 concening stetegies br expanding
pension ceerage. See.Mark lwry and
David C Dbhn,"Pursuing Urmrsal Retment
Security Tdugh Automatic IRAgstimory
bebre Long-€m Growth and Dbt Reduction

b) where (with vinich financial institution)
to open an IRA (oif they hare an IRA
alread, whether to use it or open amne
one);

c) whether the IRA should be aditional
or Roth IRA;

d) how mud to contrilute to the IRAand

Subcommittee ahe Committee on Finande e) hav to invest the IRA.

United Stees Serta (line 292006)
awildle @ wwwetiementsecuigot.gr

Bill: The automtiéc IRA proposal \as
introduced in the 109th Caegs as the
"Automdic IRA Act of 2006" (S3952)
Sentors &ff Bingaman (D-NM.) and
Gordon Smith (R.-Qx), cosponsad ly
Sentor bhn Kerry (D-Masg; as sections
101-104 0fS.3951 sponsed ty Sentors
SmithKent Conad (D-N Dak.) and Birgman,
cosponsad ly Senar Kerry;and as H6210
sponsoed ty Rep.Phil Endish (R.-B.).

In addition, another bill thiatakes an
goproadt tha is \ery similar to most
aspects obur poposal has been
introduced i the Chaman ofthe Sena
Finance Committe8entor Max Baucus
(D.-Mont.),S.2431 (109th Con@d Sesg

The Automatic IRA

Obstacles to Participation

Even if emplgers were requied to ofer
direct dgosit to IRAsvarious impediments
would pewvent mawy eligilte emplgees

from taking aghntaye of the oppotunity.

To sae in an IRAindividuals mst mak a
variety ofdecisions and ust overcome
inettia. At least ive key questions ar
involved in the pocessdr emplgees:

a) whether to participe a all;

Once these decisions/édeen madée
individual nust still tak the initiive to fll
out the equisite paerwork (whether on
paper or electnicaly) to paticipae. Even
in 401(k) plansvhere decisions (b) and,
unless the planfefis a Rth 401(k) option,
(c) ae not equied,millions ofemplgees
are detered from paticipaing because of
the other thee decisions or because/the
simply do not gt abund to enolling in
the plan.

Over coming the Obstacles to
Participation thr ~ ough Automatic
Enrollment

These obstées can bevercome ly making
paticipaion easier and m@rutomsc, in
much the same & as is being done
increasinty in the 401(k) uverse An
emplgee eligite to paticipae in a 401(k)
plan automigcally has a s@ngs ehide
read to receve the emplgee's
contributions (the plan sponsor sets up an
account in the plamif eab paticipaing
emplgee) and benig$ from a paoverful
automac saings meganism in theorm of
regular pgroll deductionWith payroll
deduction as the method s&ing deposits
contirue to occur autortiaally and
regulaly — without the neeai ary action
by the emplgee — once the empése has
electedo paticipae. And finaly, to jump-
stat tha initial election to p#cipae, an
increasing peentge of 401(k) plan
sponsos ae using "autontia enollment.”
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Automadic enpllment,which has typicall initial contrilution rete. Sud gradual
been pplied to nely hired emplgeesaher  automéc inceases in 401(k) contrilon
than to both ne hires and empjeesnho raes hae beendund to ma& automac
have been with the empkr for some gas, 401(k) erollment moe efectve. The

has poduced damdic inceases in 401(k) autom#c contritution rete can in@ase —
paticipaion®* This is especigltrue in the  unless the emplee opts out othe incease
case ofowerincome and minority empb®s  — either on aegular sdheduled basisud

In view of the basic similarities betn as 4 parent in theifst year 5 pecent in

emplgee pgroll-deduction sang in a the secondear etc, or in coodinaion

401(k) and under a et dposit IRA with futue py raise&’

arangmentthe lav shoulda a mininum,

pemit emplgers to automically enoll A second major mettion for using 401(k)

emploees in dect dposit IRAS® automdc enollment in may companies is
mang@ement's sense oésponsibility or

The conditions impose theTreasuy concen for emplgees and theietirrment

Depatment on 401(k) auto ediment securityMary eecutves ivolved in manging

would gply to diect or pgroll deposit emplgee plans and bensfhae opted ér

IRA auto enoliment as ell:all potentia))  automaic enoliment and other autotia
auto erolled emplgees rast eceie adance 401(K) édures (suc as asset-allded
written notice (and anal notice)eqarding  default irvestments) because\thelige

the tems and conditions dhe sazing far too magy emplgees a saing too little
opportunity and the auto estimenfinduding  and irvesting unwisgland need a sing
the pocedue for opting outand all push to "do the right thing" andeshdlantae

emplgees rast be Ble to opt outgary time  of the 401(k) plarClosey allied to this
motivaion to use autontia enollment is

It is not & all dear howe\er, whether simpl  the emplger's inteest in ecuiting and

allowingmplagers to use auto esitment with  retaining &ludle emplgeesespeciafl

payroll dgosit IRAs will ppve to be when ldor makets ae tight.

effectve.A key motivaion for using auto

enoliment in 401(k) plans is to iroye the Ther is eason to behe,howe\er, tha

plan's pedrmance under the 401(k) emplgers impelled pthese intessts tend
nondiscrimini@on test ly encousging moe  to be those tlidnare aleay dosen to sponsor
modeste- and laver-paid ("nonhigiyl a 401(k) or otheetirment planBy contast,
compens&d") emplgees to pdicipae, those thahave not sponsed a plan armoe
and to contribte as mach as possle. likely to be among theaup of emplgers
That in tum increases the paissilbe level  tha have a moe laissefaire pproad to

of tax-pefered contrilntions br highy this issue The non-sponserindude mam

compens&d emplgees This motvaion is  smaller empi@rs tha may not kel thait
absent vaen the empi@r is megly providing is their ole to encowge emplgees to see.
payroll dgoosit IRAsraher than sponsoring Some mgbe disinined to encowage
a qualied plan sutas a 401(Kpecause no emplgees to s& because the emyodoes
nondiscrimingon standais g@ply to pgroll  not hare a health plamf emplgeeswhich
deposit IRAs both emplgees and empler might vier
as a higher priorjtgr becausef the
Similaly, the dsence ofhondiscrimingon  emplger has a health plaising health
standadls in pgroll dgoosit IRAs gies the  cae pemiumsdr emplgees a thought to
emplger less incent than a 401(k) sponsorbe eting up ag income thiathe emplgee
to provide br automéc inceases in the  might otherwise béle or willing to see.
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Public opinion polling
shows str ong support

amongr egister ed voters

for making saving easier

by making it automatic...
59 per centofr espondents
preferr ed a workplace
IRA  with automatic
enrollment to one

without.

Third, in the case opayroll degposit IRAS
emplgers might hee geder concen
about potential empyee eaction to auto
enoliment because tleels no empl@r
matching contrilation. The high etum on
emplgees' imestment delered ty the
typical 401(k) empjler mach helps gie
confidence to 401(k) sponsarsing
automéic enoliment thathey ae doing
right by their emplgees and thahey need
not worry unduy @out potential complaints
from workers who fail to ead the notice
informing them thiathey would be
automécall enolled unless tlyeopted out.

On the other handsome emplgers might
be moe indined to use autortia
enoliment with pgroll deposit IRAs
becausergder emplgee paticipaion will
not incease the empler's meching costs
In addition, recanizing some athis
disparity in empl@r incenties to
maximiz paticipdion in an autonte
IRA (as compad to a 401(K)pur
proposal povides thathe amount othe
two-year tax @dit for emplgers using
automéc IRAs is based on thember of
emplgees wo paticipde..

Flexible Form of Automatic

Enrollment for Automatic IRAs

One possile response auld be to equie
emplgers to use autortia enollment
(induding autontéc contritution
increases) in conjunction with theedtr
deposit IRAs (wile gving the emplgers a
tax cedit and lgal potections)The
argument ér sut a equiement is thait
would likely incease paicipaion and
contritutions damdically while peseving
emplgee toice and tha for the easons
summaried dove,emplgers tha do not
provide a qualiéd plan or a nteh ae
unlikely to use auto eoltment wluntariy.
The aguments gainst suc a equiement
indude the concartha a workforce tha
presumhly has not shen suficient
demanddr a qualied etirment plan to

induce the empjer to ofer one might
react urdvorably to being autontiaally
enmplled in diect dgosit saings without a
maching contrilotion. In addition,some
small lisinesswness who hare ony a ew
emplgees and ark with all ofthem on a
daily basis might tekthe viev tha
automa#c enpollment is unnecesgar
because othe constantiéw of
comnunicdion betveen the wner and
eat emploee

It is notevorthy, howe\er, tha pubic
opinion polling shes stong suppdr
among egisteed \oters for making sang
easier Y making it autontia, with 71
percent of respondentsaforing a fuly
automéc 401(k)induding automac
enmpollment,automéic investmentand
automa#c contrilution inceaseswer time
with the oppatunity to opt out tary
stage? A vast majority (85 pmnt) of
voters said thiaif they were automtcally
enolled in a 401(kdhey would not opt
out, even when gven the oppdunity to do
sa In addition, given the boice 59 pecent
of respondents pferred a wrkplace IRA
with automac enollment to one without.

Requiring Explicit "Up or Down"
Employee Elections

An altendive gpproad tha has been used
in some 401(k) plans and might be
patticulaty well suited to paoll dgposit
savings is toequie all eligile emplgees
to submit an election thexplicitly either
accets or delines diect dposit to an IRA.
Ther is @idence suggsting thiarequiring
emplgees to elect onegyvor the other
can mise 401(k) pasipaion nealy as md
as auto eotlment doesRequiring an
explicit election pis up map who would
otherwisedil to paticipae because the
do not complete an@tum the enollment
form due to pocrastinéion, inettia,
inability to decide on westments or \el
of contritution,and the lik?
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Accodindy, a possile stetegy for inceasing
paticipaion in pgroll degposit IRAs wuld
be to @neally requie emplgers to obtain a
written (wWich could intude an eleatnic)
"up or dawn" election fom eah eligilbe
emplgee either acpéng or delining the
direct dposit to an IRAOf couise emplgers
tha chose to autontigally enoll their
emplgees in the dict dposit IRAs wuld
be excused fom the equiement thathey
obtain an plicit election sm eah
emplgee because all emyaes wo failed
to elect wuld automically paticipae.

Wha if an emplger tha opted or this"up
or down" election pycedue was unble for
some eason to obtain an electioarnfra
paticular empigee? Under oupproad, the
emplger would inbrm sud an emplgee
tha failue to espond wuld lead to
automé#c enollment athe speciéd
automé#c contrilution rae and in the
speciied irvestmentand vould gve the
emplgee aihal election oppaunity.

This might be viged as tantamount to
requiring all empjers to use autortia
enpollment,insofar as it caies out \ad is
amgudly the primay function ofautoméc
enolliment — ensuring thenee inetia,
procrastinéion or indecision do noekp
arnyone flom paticipaing Howe\er, an
"up or dawn" election pycedue mg not
frame the leoice br the emplgee in a
manner thi'tilts" in favor of paticipédion,
does not corey the same implicit empdy
endosement ofpaticipaion tha automéc
enoliment doesand does not necessaril
steer indiiduals to a pacular autontec
padage of contritution rate and imestment
because it does noaine the lwice aound
a pesumptre pakage unless emplees
initially fail to elect.

This xemption-teding an emplger's use
of auto enollment as an altetive means
of sdisfying its equied-election dlgation-

would adl an incente for emplgers to

use auto eotiment without @quiring them
to use itAny firms tha prefer not to use auto
enollment vould simp} obtain a completed
election fom eabh emplgee either
electonicaly or on a paer brm. And either
way— whether the empjer dose to use auto
enollment orthe equied-electionpproad —
paticipaion would likely incease sigmanty,
perhgs een gproading the leel tha
might be dueved if auto enoliment vere
requied Pr all pgroll deosit IRAs

This combined stiegy for promoting pstroll
deposit IRA particip@on could be pplied
sgawely to nev hires andxsting emplgees
thus an emplger auto ergllingnew hires
would be gempted fom obtaining completed
elections sm all nev hires lut not from
existing emplgeeswhile an empler auto
enmlling both nes hires andasting
emploees wuld be gcused fom haing
to obtain electionsdm both n&v hires
and gisting emplgees

The lequied election auld not oligate
emplgers to obtain a e election fom eab
emplgee gery year As in most 401(k) plans
the initial electionauld contiie thoughout
the year and m year to gar unless and until
the emplgee bose to bang it. Similaly, an
emplgee vho failed to submit an election
form and vas auto ewotled ly defult in the
payroll dgposit IRA vould contie to be
auto enolled unless and until the enypl®
took action to makan &plicit election.

Howe\er, after some period ¢iflne emplgyees
could be dlered automic increases in their
automdc IRA contrilutionrates on tems
similar to thosepplicale to the initial
automdc contritutions Employers would
be dle to useléxible automtc enpliment
with respect to these isase®ither obtaining
an electionatarding inceases &ém eah
emplgee orproviding thaemplgees o
do not submitlections will be deemed to
have elected to inease their automna

IRA contritutions &a speciéd gadual ste.
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To maximie paticipdion, emplgers would
receve a standdrenollment module

reflecting cuient best mactices in eniment
procedues A ndional veb site wuld gve

with a equiement theemplgers offer
direct dposit saings As a pactical mier,
mary emplgers might questiontvether
the IRS wuld ever realy be &le to monitor

firms standaremplgee notice and election and enbrce sub a equiementEmployers

forms as wll as standarenollment
procedues The web site and theaflba&
automéc IRA plaform would pomote
emplgee edudmn and best pctices as the
ewlve,sud as autontec enoliment and
potential}y anmitizaion. Especiayl with the
dedine of traditional dehed beneff pension
plansthere is an in@asing neeaif ready
a\aildle, low-costguaanteed létime income
— and or innovaive ways of delivering it —
in indvidual account g&g \ehides The
fallbak automtc IRA account auld povide
a naional pl&form tha could &cilitae
innovetion and deelopment ofanruity
products suitale for IRAs and other account
basedetirrment ehides The use of
automé#c enollment vould be encoaged
in several ways First,the standal mderials
provided to emplgers would be famed so
as to pesent auto eallment as the
presumptre or perhps &en the defult
enoliment methodalthough empiers
would be easildle to opt out indwor of
simpy obtaining an "up or dm" response
from all emplgees In effect,sud a "doule
default" pproat would use the same
principle aboth the emplger and empige
level by auto erolling emplgers into auto
enwolling emplgees Secondas noted,
emplgers using auto eolfment to pomote
paticipation wuld not need to obtain
responsesdm unesponsie emplgees
and the ultima outcomgif an emplgee
failed to submit a&quied electionyould be
automéic enollment. Finall, the emplger
tax cedit would gve emplgers a modest
incentve to encowage paticipaion, which
auto enollment is likly to do

Compliance and Enfor  cement
Employers' use othe requied-election
goproat would also help savan
aditional poblem — endrcing compliance

may belige tha, if the IRS ag®ld an empier
why none ofits emplgees used dict
deposit IRAsthe emplger could espond
that it told its emplgees hout this option
and thg simpy were not inteested.
Howe\er, if emplgers tha were requied
to offer diect dgosit saings had to obtain
a signed electiorofn eah eligilte
emplgee viho detined the pgoll deposit
option,emplgers would knav thd the IRS
could audit theirles br eab emplgee's
electionThis ly itselfwould likely
improve compliance

In fact,a sintg pger or e-mail notice could
advise the emplee ofthe oppotunity to
en@e in paroll deduction sangs and
elicit the emplee's esponseThe notice
and the empi@e's election might bedad
or dtached to IRS &rm W-4. (As noted,
theW-4 is the drm an emplger odinariy
obtains fom nev hires and often ém
other emplgees to help the empéw compy
with its income tax-withholdingligations)
If the emplger those to use auto efiment,
the notice wuld also irdrm emplgees of
tha fedure (induding the autontia
contritution level and imestment and the
procedue for opting out)and the empier's
recods would need to shotha emplgees
who failed to submit an electioerevin fict
patticipaing in the pgoll deduction séngs

Employers would be equied to cetify
anrually to the IRS thahey were in
compliance with the y@ll deposit s&ings
requiementsThis might be done in
conjunction with thexésting IRS &m W-3
tha emplgers fle anmially to transmit
FormsW-2 to the gvemment.Failue to
offer pgroll deposit saings wuld be baed
up by an &cise tax on the empy for eab
emplgee affected g the violdon. This
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sanction wuld be &r less than the one
emplgers face ifthey violde the equiement
to offer emplgees COBRA health ear
contirugion coverage, it would be subject
to an aray of exceptions and oppadunities
for miticgtion and elieftha is geneally based
on the coresponding COBRAxegptions

Portability of Savings

IRAs ae inheently pottable Unlike a 401(Kk)
or other emplger planan IRA suvives and
functions indpendent} of the indvidual
saver's emplgment staus Thusthe IRA
owner is not tarisk of forfeiting orlosing
the account or sidring an inteuption in
the dility to contrilute when danging or
losing emplgmentAs a boad @nealizaion,
the automic IRAs outlined herpesumaly
would be feel transéralde to and with
other IRAs and quakid plans thgpemit
sud transérs, although as discussed belo
there mg be aneed é6r some estrictions on
those tansérs.

Making a Savings V  ehicle

Available

Most curent diect dgosit aranggemens
use a paoll-deduction sangs melganism
similar to the 401(Kyut, unlike the 401(k),
do not gve the emplgee aead-made
vehide or account toeceve dgposits The
emplgee nust open aacipient account and
must identify the account to the enyplo
Howe\er, where the pupose ofthe diect
deposit is sang it would be useful to mgn
individuals wo would rether not tioose a
speciic IRA to hae a eag-madedllba&
or dehwult accountvaildle for the dposits

Under this pproad, modeled after the
SIMPLE-IRA,which curently is estimad
to cover up to thee million empiees
individuals wo wish to diect their
contritutions to a spe@fIRA would do so
The emplger would Pllow these dections
as emplgers odinarily do when thg male

direct dposits ofpaychedks to accounts
specifed ty emplgeesAt the same time
the emplger would also hae the option of
simplifying its taskytremitting all empiee
contritutions in theifst instance to IRAs
a a sinte prvate financial institution tha
the emplger desigrtas® Howe\er, e\en in
this caseemplgees wuld be Ble to tansér
the contrilutions without costfrom the
emplger's desigted inancial institution
to an IRA povider ©iosen lg the emplgee

By desigrtang a sinig IRA povider to
receve all contribtions the emplger
could aoid the potential adminidtive
hassles oflirecting dposits to a mititude
of different IRAs or different emplgees
while emplgees wuld be fee to tansér
their contrilutions fom the emplger's
designted institution to an IRA pvider
of their avn choosingEven this pproad,
though,still places ausden on either the
emplger or the emplgee to boose an
IRA. For mary small bsinessethe toice
might not be obious or simpleln
addition,the maket mg not be ery
robust because ast some ahe major
financial institutions tharovide IRAs ma
well not be intersted in selling we
accounts unless theeem ligly to gow
enough to be pffitable within a@asonble
time Some ofthe majorihancialifms
gopear to be motated d least as oth by
the objectie of maximizing thevarage
account balance agthe gal of maximizing
aggredge assets under mgament. They
therefore mg shun small accounts

The curent &perience with autonna
rollover IRAs is a case in poiriirms ae
requied to estalish these IRAs as a
default \ehide for qualifed plan pdicipants
whose emplgment teminaes with an
account balance ot moe than $5,000
and vho fail to povide ay direction egading
rollover or other pgout. The objectie is to
reduce leakge of beneits from the tax-
favored etirement systemylstopping
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portable...the IRA owner
is not at risk of
forfeiting or losing the
account or suf fering
an interruption in the
ability to contribute

when

changing or

losing employment.




involuntay cash outs cdccount balances
between $1,000 and $5,00Because plan
sponsos ae requied to set up IRAs onl
for "unresponske” paticipants — thosewo

between industr and a colleet standar
IRA arangment could be a daney steet
Puisuant to ppropride standals IRA
providess might be géen the oppdunity

fail to gve instuctions as to the disposition to "dump" a cdrin rumber ofvery small

of their benefs — these IRAs apesumed
to be less lédy than other IRAs arto dtract
additional contrilntions Accodingy,
signifcant sgments ofthe IRA povider
industy have not been ger to céer to
this sgment ofthe maket. As a esult,
plan sponsarhae tended toaduce their

IRAs tha are unpofitable because théave
been inacte (not eceving contrilitions)
for an etended period (in some cases
because thenmer is deceased)hese
IRAs could be &msérred to the cenal
arangmentwhich could sere as a lo-
cost incub@r of small inacte accounts

cashout el from $5,000 to $1,000 sottha At the same tim@wneis of IRAs within

new IRAs vould not hae to be eshlished.

To the atent tha they stat smallmary
payroll deposit IRAs mg be &pected to be
less pofitable to IRA poviders than some
other poductsAs a esultemplgers and
emplgees mightifd tha providess ae not
maiketing to themg@gessiely and thathe
array of payroll deposit IRA doices is
compadtively limited. Howe\er, automéc
IRAs difer impotantly from automtc
rollover IRAs Even if they stat smallthey
are likely to experience continng gowth,
by contast to the autontia rollover IRAs
tha result fom an account nokeeeding
$5,000 Wose avner hasdiled to espond
to the plan sponsor's noticegheir
unresponsieness sugsts themary of the
ownes ae unlilely to contime contriloiting
after the account has beelted aver without
their involvement to an IRABY contast,
there is no eason to>xgect autonte IRA
ownes geneally to be uresponse or unlikely
to contirue contrilnting Accodindy, the
automé#c IRAs hold mmch more pomise
for financial povides.

In addition,to beneit the inancial
institutions thasewve as IRA tustees and
custodianghe fallba& automéc IRA
arangement outlined belmight
ultimaely seve as both a soze of
rollovers to the ihancial seices indusy
and a potential desttitan for their small
and inactie or ophan IRAs The p#h

the aranggment thahave gown to a
profitable siz could oll them wer to
private-sector mvides.

A Standar d Automatic Account

The pospect oftens ofmillions of
personal etirrment accounts witkldively
small balanceséilk to gow reldively
slovly sugests thathe maket mg need
to be encowrged to deelop widef
awailale lov-cost pesonal accounts or
IRAs Otherwisefor "small seers" fixed-
cost ivestment mamgement and
administetive fees my consume too uth
of the eamings on the account and
potentialy even eode principat.

To facilitae s&ing and minimig costswe
beliere thd a stong case can be maded
standad IRA account thavould be
automécally availdle to eceve diect
deposit contrilntions after ering
without rcing either the empjee or
emplger to dioose among IRA gvidess
and without equiring the empjee to tak
the initizive to open an IRAJnder this
goproad, if neither the empyer nor the
emploee designed a spedt IRA
provider then (and ol then) the
contritutions vould @ to a pesonal
retiement account within a planttiauld
sene as a dllbak" and would in some
respectsasemke the édeal Thrift Saings
Plan (the 401(k)-typetiement sangs plan
tha covers fedeal govemment emplgees).
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These standdwaccounts euld be maintained the wide-open u@stment options pvided

and opegted ty private financial
institutions under corgct with theddeal
govemment.To the fullestxent
practichle, the prvate sector wuld povide
the investment fundsnvestment
mangementyecod keging and elded
administative sevices To sexe as a
standadl accountdr direct dposits tha
have not been dacted elsehere by
emplgers or emplgeesan account need
not be maintainedyla gvemmental
entity Given suficient quality condt and
adheence to easonaly unibrm standats
various prde financial institutions could
contract to povide the defult accounts
on a collecte or indvidual institution
basismore or less intehangdly — perhps
allocdéing customer on a gagragphic basis
or in accadance with other engements
based on mvides' cpacity These fund
mangers could be selected diigh
competitve bidling Once indvidual
standadl accountseabed a pedetemined
balance (g, $15,000) sfitient to ma&
them potentiall profitable for mary privae
IRA providess,account wnes would hae
the option to tansér them to IRAs of
their dioosing thbare manged ty other
financial seices irms

Cost Containment

Both the diect dg@osit IRAs gpressy
selectedypemplgees and emplers and
the standalized diect dgosit IRAs wuld
be designed to minimeizhe costs of
investment mamgement and account
administation. It should be éasike to
realiz substantial costvaags though
index funds economies o$cale in asset
mangement and administion,
uniformity, and electinic tetinolagies

In accodance with statory guidelinesof
all diect dposit IRAs govemment
contract speci€aions wuld call 6r a no-
frills goproad to paticipant serices in the
interest of minimizing cost8y contast to

in most curent IRAs and the high (and
costlier) leel of customer se&ice povided
in mary 401(k) planshe standar account
would povide ony a Bw investment
options (paemed after th& hrift Saings
Plan,if not moe limited)would pemit
individuals to leang their inestments
only once or twice aegr and vould
emphasig transpagng of investment and
other £es and othexpense¥

Specitall, costs ofdirect dgosit IRAs
might be educed Y fedeal standals tha,
to the etent possile,

* Limit the umber ofinvestment options
under the IRA.

* Allow indviduals to lsang their
investments oglonce or twice peegr

 Specify a l@-cost autonte investment
option and povide tha if ary of an
individual's account balance isested
in tha option,all of it must be

* Prohibit loans (IRAs do not allathem
in ary event) and perhs limit pe-
retirrment withdawals

« Limit access to customenses call center

» Contemplee modeste fees instead of
large commissions

» Malke compliance testing unnecessar

» Give accountwnes ony a sinlg account
stdement peregar (especiglif daily
valudion is huilt into the system and is
awildle though some other means to
account wnes).

* Encouag the use obn-ling electonic
and other ne tedinolagies ér
enollment,fund transérs, lecod
keeping and comranicdions among
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IRA providess, paticipging emplgees
and emplgers to educe paervwork and
cost. Electionic adminis#tion has
consideaide potential to cut costs

The &aildility to saers of a major la/-cost
personal account altetive in the érm of
the standaraccount maeven helpthrough
maiket competitionto drive davn the costs
and ees ofiRAs ofered spamtely by prvae
financial institutionsThrough eficiencies
associgd withcollectve infestment and
greder unibrmity, the standar account
should help maksmaller accounts raor
feasike by ceding a lov-cost alteraive to
the retail-type cost sictue damcteristic
of curent IRAsIt should also helpede a
broad infastuctue of individual seings
accounts thavould caver most ofthe
working populaon?

In conjunction with these g Congess
and the eguldors mg be ale to do moe
to requie simpliled,uniform diséosue and
description ofRA investment and
administative fees andhaiges ly huilding
on previous vork by the Dgaitment of
Labor and tade assodians elding to
401 (k) éesSud distosue should help
consumes compag costs and theloy
promote health price competition.

Another @proat would bein by recanizing
the trade-df between asset magement
costs and westment typeé\s a boad
genealizdion, asset maigament baiges
tend to be lov for mong maket funds
cetificaes ofdeposit,and cetain other
reldively low-risk,lowerretum investments
tha geneally do not equie actie
man@ementHowe\er, it gppeas tha
limiting indvidual accounts to these types
of investments auld be unnecessaril
restrictve.As discussed b&launder
"Automdic Investment Fund Choice",
passiely-manged ind& funds sud as
those used in thehrift Savings Planare
also eldively inexpensie?

A velry different goproad to cost
containment auld be to impose a
stdutory or reguldory limitdion on
investment mamgement and administive
fees thiaprovidess could baige.One
example is the United Kingdom's limit on
pemissitbe dages br mangement of
"staleholder pension” accounts-anuain
150 basis poineé cp for five yeas thd is
stheduled to ap to 100 basis points
therafter® As another and medimited
examplethe US Department of Labor
has imposed a kind biitaion on kees
chaiged ty providers of automé&c rollover
IRAs esthlished ly emplgers for
terminding emplgees wo fail to povide
ary direction ecading the disposition of
account balances op to $5,000.abor
reguldions povide a iduciay saé harbor
for auto ollover IRAs thapreseve
principal and thiado not taige fees
greder than thosehauged ty the IRA
provider Dbr other IRAs it povides

Presumably,a mandtory limit would gve
rise to potential oss-subsidiesaim
products thaare free ofary limit on tes
to the IRAs thaare subject to thesé limit
— a esult thacould be vieed either as an
ingoproprige distotion or as a necesgar
and aproprige allocdon of resouces
This cost gais wide} considexd to be a
major eason Wy the UK's stadholder
pensions hee failed to #ract suppdr
from financial fms and hee fallen shdr
of their objecties It could hae a similar
impact in the USWe would viev a
mandéory limit as a lasesot, prefering
the maket-based siregies outlinedbmve.

Automatic Investment Fund Choice

Both the IRAs xplicitly selectedyb
emplgers or emplgees fom among those
offered ly private financial institutions and
the standar IRAs vould seve the impadant
purpose ofproviding lav-cost pofessional
asset magament to millions ofavers,
presumhbly impoving their ggregee
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investmentesultsTo tha end,all of these The standar automéc investment wuld
accounts auld ofer an autonie also sere two other ley puposeslit would
investment funddr all d@osits unless the encouage emplgee paticipdion in diect
individual bose otherwise\e contempla  deposit saings ly endling emplgees Wwo
that this automigc investment looice would  are sésfied with the deiult to simplify et
a least initia§l be a highldiersified "taget  may be the most di€ult decision thyewould
asset allotan” or "life-gyde” fund comprised otherwise beequied to ma& as a condition
of a mix ofequities andXed income or of paticipaion (i.e, how to invest).Finaly,
stable \alue inestmentsand pobaly relying  the automtic investment should encagre
heaily on ind& funds (The lie-gsde funds  more emplgers to use autortie enoliment
recenty introduced into theedeal Thrift (and thezby boost emplgee paicipdion) by

Saings Plan arone possie model.)A sa&ving themfrom haing to tioose a standhr
portion or all ofthe ixed income component investmentThis in tum, would mak it easier
could be comprisenf Treasuy inflation to protectemplgers from responsibilitydr
protected securities ("TIPS") tofarct IRA investmentsespeciall emplgers using
aaninst the risk oinflation. automé#c enollment (as discussed bglo

The mix ofdiversified equities andkéd We would not fuly specify the automna
income wuld be intended teflect the investment ¥ staute It is desialde to
consensus ahost pesonal irestment maintain a dgee offlexibility in oder to
advises, vhich emphasis sound asset reflect a consensus efpet financial adce
allocéion and diersificaion of investments  over time For examplesome contend tha
induding &posue to equities (and pepsa a balanced funeiftecting the paicipant's
other assets thhave higherrisk and higher agppetite or risk is peferalde to a lié ¢/de
retum chalacteristicsyt least gien the fund because thdtler tend to tansition to
foundaion of retiement income &ag a eldively lov pecentge of equities Y age
provided ly Social Security and assuming th&) or 65ewven though the pacipant might
funds will not shaly be needeaf expenses contirue to hold the vestmentdr another

The use oindex funds wuld aoid the three decadesiowe\er, for the pesumaly
costs ofactie investment mamgement large pecentge of the populton tha can
while pomoting wide dersificaion® be &pected not to takthe initive to adjust

their asset alloban as thg age,some
This automiic investment wuld actuayl automéc adjustment might begferalde to
consist ofseveral diferent fundsdepending no adjustmentin adlition,the pospect tha
on the indridual's ge,with the moe paticipants will makexplicit dcoices ma
consevdive investments (shicas those be far geder as thg confont retirement,
relying moe heaily onTIPS) @plicdble to  when thg might be lale to bcus on a one-
older indviduals Wo ae doser to the time time basis sfitienty to adjust a éfg/de fund
when thg might need to use the funds  to suit their peferencestaking into account
Individuals Wwo selected the autoteafund  when thg expect to dav down the funds
or whose contribtions vere automtcally

placed into it wuld hae their account Accodindy, eneal stautory guidelines
balances engly invested in thiafund. would be feshed outtahe administtive
Howe\er, they would be fee to it the fund level after egular commentyband consulian
a speciied times and opof a diferent with privae-sector ivestment xpets.
investment option among thoséenéd

within the IRA.
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Two varidions on the autortia investment
fund my be verth consideringOne is the
adition of a shot-term transitional
guaanteed ivestment athe front end of
the pocess To simplify and stamline
adminisigtion — especiglwithin the bacstop
automéc IRA arangment — \ile
minimizing costshe standak investment
could bgin as a principalgsevaion

fund in nudh the same &y tha the edeal
emplgeesThrift Saings Plan man with
the "G" (gpvemment securities) Fufid.

A tempoary guaantee ofprincipal might also
help some householdstthase no pevious
investment gerience to ease iti@process
of saving and iwesting Behaioral researh
has poduced @dence thamary smaller
saers ae paticulaty averse to losses of
principalso tha they weigh the risk oary
loss &r moe hegsily than the @spect ofgain

Howe\er, we ae sleptical ofthe merits of
a "saé" investment — with no risk dbss
but no signitant potentialdr growth over
time — br moe than a limited period@here
is evidence thiafavoralde investmentetums
over the long tens ae dtributable not so
mud to successful selectionindividual
stoks or other imestments it far moe to
judicious asset allticen — an pproprigely
balanced andwdirsified mix ofasset types
and tasses (ihading substantiakgosue to
diversified equities or other assets withvih
potential) thehave risk bamacteristics
designed to be uncelded with one anoth&r
Accodingdy, we contempla tha the
automéc investment wuld tale the 6rm
of a balanced "asset altecd fund either
from the staror after a limited ansition
period,while gving indviduals thelality
to opt for a principal @seving investment
as an altetive.

Another intriguing possibility tha worth
exploring might be to &ér, as one othe
altendives to the standdinvestmenta

varidion on the lié gyde fund thaadds a

nominal principal guamtee oren a
guaantee ofprincipal intuding infation.
This would be intended to help induce
paticipaion by those Wo ae risk serse
but still hope to mseve the potentiabf
growth — those s@rs and imestos whose
fear ofloss @&ceeds their hoperf gain —
without placing them in arvestment thia
offers little pospect ofgronth over the
long tem. The ley question wuld be the
extent of the limitaion on the upside
potential ofthe investment thiawould be
necessitad ly a nominal guantee of
principal (as opposed to a guaee ofa
fixed positre rate of retum).

The Other Investment Options

An adlitional and major design issue is
whether the standédimited set of
investment optionof payroll deposit
IRAs should be oyla mininam set of
options in edtIRA, so tha the IRA
provider would be panitted to povide
ary adlitional options it wishetimiting
the IRAs to these speaei options wuld
best sere the puposes ofcontaining
costsimproving irvestmentesults ér
IRA ownes in the ggregte, and
simplifying indiiduals' irestment lsoices
Behaioral reseath has sugested thia
eligide emplgees or other consunsesho
are confonted with mmepus doices
often tend toaoid the decision (her
paticipdion in saing) altgether or e\ert
to relaively arbitary decisionules® At
the same timsud restrictions wuld
constain the maet, potentialy limit
innovion, and limit doice br indviduals
who prefer other alteraives

One ofthe vays to esole this tadeof would
be to limit the pscribed aay of investment
options to the autortia IRAs in viich
individuals wuld invest vihen neither the
emplgee nor the empyer has dirmdively
elected another IRABVhile all pgroll deposit
IRAs would be equied to ofer the dedult
investmentthe ony ones constined to
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offer the limited list obther fund options
would be the autortia IRAs Altematively,

all pgroll deposit IRAs could be made subjectfrom sub potential libility or fiduciay

to the limited list ofnvestment altewtives
in adlition to the defult option.

In either cas@o compaade limits vould be
imposed on other IRAand avnes of the
default IRAs or all geoll deposit IRAs wuld
be dle to tansér or oll over their account
balances beegn the arious tasses of
accounts Under this pproad, the avner
of an automtéc or paroll dgosit IRA

could tansér the account balance to otherstandad investment types theeduces the

unrestricted IRAs thare willing to acqe
sud transérs (lut perhas ony after the
account balanceates a speafd amount
that would no longr be unprfitable to most
IRA providess). While sub a tansér to an
unrestricted IRA wuld derive the avner
of the cost-sang adantaes ofthe no-frills
limited-toice modekud a system ould
still endle indviduals toetain the diciencies
and cost mtection assoded with the
standad low-cost model ithey so bioose*

Within theTSP-style IRA aangmentwe
contemplge tha one method otontaining
recodkeeping reporting and eldaed costs
would be to limit pdicipants' hility to svitch
from one inestment option to anothdor
example by restricting suttransérs to one
per year This would be in kging with the
long-tem orientdion of the sa&ing pogram.
Employers Pr otected fr om Risk of
Fiduciary Liability

Employers traditionalf hare been péculaty
concened dout the risk ofiduciay liability
associed with their selection oétirment
plan irvestmentsThis concer extends to the
emplger's desigtian of defult irvestments
tha emplgees ar freeto dedine in &wor of
altendive investmentdn the IRA unverse
emplgers transéring funds to autontia
rollover IRAs and empjersponsoed
SIMPLE-IRAs etain a measaiof fiduciay
responsibilitydr initial irvestments
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By contast,under our ppposalemployers

making diect deosits wuld be insutad ect

Employers making dir

responsibility withesspect to the manner in deposits  would  be

which direct deosits a@ invested in
automé#ic IRAs ecqadless ofwhether the
IRA provider or ivestments arselected
by the emplger or the emplgee nor
would emplgers be gposed to potential
liability with espect to anemplgee's
choice of IRA provider or type oiRA.
This potection ofemplgers would be
facilitaed ty reguldory desigr#on of

insulated fr om such

potential liability or

fiduciary r esponsibility

with r espect to the

manner in which dir ect

deposits ar e invested
need 6r contiruous pofessional

investment adce In automatic

IRAS,

dl f wheth
ERISA potects planidluciaries tim e

ligbility for losses thaesult diectl from
emplgees' imestment leoices The
Depatment of Labor, in accodance with
the Rension RotectionAct of 2006 has
receny proposed eguldions tha would
extend this potection fom fiduciay
liability under ERISA to ce&in types of
investments empyees selectyldefult,
i.e, ewen when the empige maks no
affirmdive election and is thedore placed
in a dedult irvestment desigtead Ly the
emplger unless the empte afirmaively
opts br a diferent irvestmentBecause the
proposed eguldions would etend this
type offiduciay protection to defult lie
cyde fundsbalanced funds andofessionafl
manged accounfseguldory designion
of a life oyde or balanced fund as the
default irvestmentdr autom#éc IRAs
would be consistent with theoposed
ERISA iduciay reguldions

the IRA pr ovider or
investmentsar e selected
by the employer or

the employee.

In addition,emplgers poviding paroll
deposit IRAs wuld be Ble to &oid fiduciay
responsibilityven for the selection adin
IRA provider br their emplgees i either
alloving eals emplgee to desigtathe
emplgee's peferred IRA povider or ly
specifying theayemment-contacted
default automizc IRA. An emplger tha




Amongr egister ed voters
surveyed, 83 per cent of
respondents said they

eeable to

would be agr

having their  employer
of fer to sign them up
for an IRA and allow
them to contribute to it

thr ough dir ect deposit
of a small amount
from their paycheck

to help them save for

retir ement.

wished to leoose the IRA mwvider br its
emplgees wuld be esponsile for doing
so pudenty. Another possile altenaive
would be ér the eguldors to specify an
goproved list ofprovides (based on paal
adequag financial soundnessd other
criteria) fom which emplgers could boose
if they wished to hee another means of
awiding ag fiduciay responsibility

Public Opinion Polling

Pubic opinion polling has siva
overwhelming suppoifor payroll-deduction
direct dposit saing Among egisteed
voters suveyed,83 pecent ofrespondents
said thg would be greedle to haing their
emplger offer to sign them umf an IRA
and allav them to contribte to it though
direct dposit of a small amountdm their
paydhedk to help them sa for retirment.

In addition, the polling shws \ery stong
suppot for a equiement thiagoes &r bgond
our pioposaltha every compan offer its
emplgees some kind oétiement plan-stc
as a pension or 401 (&) & leastan IRA to
which emplgees could conttite Among
registeed \oters suveyed inAugust 2005,
77 pecentsuppoted sub a equiement
(and 59 peentresponded thahey were
"strondy" in suppot)*> As discussethe
goproat described in this par would not
requie emplgers to ofertheir emplgees
retiement plangut would give firms a
financial incente to ofer theiremplgees
access to peoll deduction as a camient
and easy means s#ing and vould equie
firms dove a ceain sie and mirity to
extend this der to their emplees

The Importance of Pr
Employer Plans

otecting

Emplcyer—sponsoed pensiorprofit-
sharing401(k),and other plans can be
paticulaty efectve — moe so than IRAs
— in accumlaing benefs for emplgees

As noted edier, the paticipdion rate in
401(k)sfor exampletends to ang from 7
to 8 of 10 eligike emplgeesin contiast
to IRAs in which &out 1 in 10 eliglb
individuals pdicipaes

Employer plans tend to barfmoe efectve
than IRAs aproviding ceerage because
of a rumber ofattributesfor one thing
pension and pfit-sharing plangor example
are funded  emplger contrilutions tha
automécally ae madedr the benef of
eligide emplgees withoutequiring the
emplgee to ta& ary initidive in oder to
paticipde Secondessentiaflall tax-qualéd
emplger plans mst dide ly standats tha
either seek taquie easoraly poportionae
coverage of rank-andife workers or gve the
emplger a distinct inceng to encowge
widespead pdicipdion by emplgees This
encouagment typicalltales the érm of
both emplgerprovided etirement sangs
educéion eforts and emplger maching
contritutions The esult is thiathe naurally
eaer saers, who tend to be in the higher
tax badkets tend to subsidezor bring along
the naurally reluctant szers, who often ae
in the lavest (intuding 2m0) tax badkets

Employer-sponsoed etirrment plans also
have other édures thatend to ma& them
effectve in poviding or pomoting ceerage.
As notedthe poposal outlined herseeks
to transplant some dhese édures to the
IRA unierse These inlcidethe automigc
awilaility of a saing \ehide, the use of
payroll deduction (Wich contirues
automécally once initieed),maching
contritutions (futher discussed baiy
professional westment mamgementand
peer goup einforcement ofsaving behwior.

Our gproad to providing br payroll
deposit contrilotions to IRAs is thefore
designed cafully to aoid competing with
or cowding out emplger plans (sicas
pensionprofit sharing401(k) or SIMPLE
plans) and tovaid encoueging frms to
drop or educe empier contrilutions or
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to refrain fom adopting empjer plans
Ownes and othexwho contol the decision
whether to adopt or contie maintaining a
retirement plandr emplgeesshould contine
to have incentres to sponsor shic¢real”
plans which must adhes to standais
requiring easonily broad or popottionae
coverage of modeete- and la/erincome
workers and grious safjuads br emplgees
and vhich often irvolve emplger
contributions Insteadpayroll-deduction
direct dposit saings as emisioned hes,
would pomote vealth accumiaion for
retirrment Wy filling in the ceerage gyps
aound emplgersponsaced etiement plans
Moreover, as described b&lgthe

to some dgree the risk thamplgees will
exceed the maxum IRA dollar contrilstion
limit because cduto enoliment,combined
with possite other contribtions to an IRA.
Tha is alead a risk under crent lay, but
the autom@c naure of auto enoliment
increases the riskspeciallif auto escaian
is implementedThele is a @mdeof
between the deslility of limiting the
contritution amount (to mitaje both this
risk and the risk afompeting with
emplger plans) and the simplicity uging
an isting ehide (the IRA) "as is".

In ary e/ent,the emplgee — not the
emplger— would be esponsite for

arangments & popose & designed to set monitoring all oftheir IRA contrilntions

the stge for small emplers to "gadude”

to compy with the maxiom limit (in par

from offering pgroll deduction to sponsoring because empkees can contritbe on their

an actualetiement plan.

Probably the sinlg most impdeant potection
for emplger plans is to set maxim
pemitted contribtion levels to the autortie
IRA so thathey will be sdicient to meet
the demandoair saings ly most househatd
but not high enough to tssfy the ppetite
for tax-hwredsaiing of businesswners or
decision-maiks. The aerage anwal
contrikution to a 401(k) plarya nonhiglyi
compendad emplgee is sonweha greder
than $2,00Gnd &erage anmal 401(k)
contributions ly emplgees gneally tend
to be on the ater of 7 pecent of pay* A
$3,000 contriltion is 7.5 peent of pay
for a fimily eaning $40,00@&nd 6 perent
of pay for a amily eaning $50,000.

IRA contritution limits a@ alead higher
than these contniftion levels Accodingy,
a the mostpayroll dgoosit IRAs should not
pemit contritutions &éove the curent IRA
dollar limitsand could be limited to aner
amount sut as $3,000(A 3% of pay
contrikution would lemain bely $3,000
for emplyees wose compensan did not
exceed $100,000.) Imposingwelolimit
on the pgroll deduction IRA wuld reduce

own and though nultiple emplgers). The
ultimae reconciliion would be madeyb
the indvidual vihen fling the édeal
income taxetum.

In addition,the automic IRA is designed

to avoid reducing atinay emplgees'
incentves to contribte to emplger
sponsoed plans sicas 401(k)§ workers
perceve a pogram suh as diect deosit
savings to IRAs as a neodtractve
destin&on for their contribitions than an
emplgersponsoed plan @r example
because odbetter meching tax teament,
investment option®r liquidity),it could
unfortunaely divert emplgee contribtions
from emplger plansThis in tun could
have a destalizing efect ty making it
difficult for emplgers to meet the
nondiscriminton standats gplicale to
401(k)s and other plans and ¢fee
potentialy discourging emplgers from
contiruing the plans or their conuiions
While a detailed discussiontioése points
is bgrond the scope dhis paer; it is
important to maintain aefdionship
between IRAs and empler-sponsoed
retirerment plans thagreseves and
protects the empjer plans
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Our appr oach to

providing for payr oll

deposit contributions to

IRAs is designed
carefully to avoid
competing with or
crowding out employer

plans.




Ourappr oach is designed

not only to avoid
causinganyr eduction or
contraction of employer
plans, but actually to

pr omote expansion of

employer plans.

Under age 50

Age 50 and above

Automatic Payr oll Deduction Can
Promote Marketing and Adoption

of Employer Plans

Our gproad is designed not gnto avoid
causing anreduction or congction of
emplger plansbut actuail to pomote
expansion ofemplger plans Consultants
third-paty adminisgtors, inancial
institutionsand other plan pvidess could
be epected to vie this poposal as
providing a aludle nev oppotunity to
maiket 401(k)SSIMPLE-IRAs and other
tax-awored etirement plans to emptars.
Firms tha, under this pyposalwere dout
to bagin ofering their empi@es pgoll
deduction sang or had been f&ring their
emplgees pgoll deduction sang or a
year or tw could be encoaged to "tade
up" to an actual plan $uas a 401(k) or
SIMPLE-IRA.

Especiajl because these plans cam be
purchased tavery low costjt would seem
naural for mary small bsinesses to
graduge from pgroll deduction sangs
and complete the jowgy to a qualiéd
plan in oder to obtain the aed benefs
in tems of recuitment,emplgee
reldions and lager tax-&wred s&ing
oppottunities br owners and margers.

The bllowing compags the maxiom anwial
tax-favored contrilotion levels br IRAs
SIMPLE-IRA plans and 401(k) plans in
effect br 2007 (as noted &er):

IRA SIMPLE-IRA 401(k)
$4,000 per spouse $10,500 $15,500
($5,000 after 2007)
$5,000 per spouse $13,000 $20,500

($6,000 after 2007)

In addition, as notedsmall emplgers tha
adopt a n& plan or the frst time a&
entitled to a tax edit of up to $500 ehc
year br three gas, while the autonie

IRA tax cedit for emplgers would be half
tha amount or two yeas. This too
maintains the incemdi for emplgers to @
beyond the pwroll dgoosit IRA and adopt
an actual plan duas a SIMPLEI01(K),
or other emplger plan.

Encouraging Contributions by
Nonemployees

The paroll deposit system outlined thas f
would not autontecally cover self-emplged
individualsemplgees ofthe smallest or
newvest lusinesses thare exempt fom ary
payroll deposit olligation, or cetain
unemplged indviduals Wo can sz. A
straegy centezd on autonte arangements
can also makit easierof these people to
contritute to IRAs

Encouraging Automatic Debit
Arrangements

For indviduals Wwo ae not emplgees or
who otherwise l&caccess to pell
deductiongutoméc debit arangements
can sere as a counteart to automéc
payroll deductionAutomdic debit endles
individuals to sgrad pgments outeer time
and to ma& pgments on asgular and time|
basis i having them autontigally chaged
to and deducteddm an account-shi@s a
cheding or s@ings account or edit cad-
a regular intevals on a setlsedule The
indvidual gneally gves adance authorigan
to the pger tha manges the account or
the recipient ofthe pgment,or both. The
key is thg as in the case phyroll deduction
once the initial authorizan has been\gn
regular pgments contime without equiring
further initidive on the parof the indvidud.
For mary consumes; automéic debit is a
corvenient \ay to pg bills or mad pgmens
on motgages or other loans withoutviag
to remember to makeals pgyment wen due
and without hang to write and maihedks
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Similaly, as an element aih automic IRA
strategy,automdc debit can &cilitde s&ing
while leducing paervork and cutting costs
For examplehouseholds can be encupd
to sign up on-lineof regular autonta
debits to a bhedking account or edit cad
tha are diected to an IRA or othengag

vehide With on-line sign-up and monitorjng fedeal income taxefunds total nelyr

steps can be ta&k to aimiliariz moe
households with autotiadeit
arangments andjia Intenet websites
and otherwise¢o male those aangments
easier to set up and use as damsm or
saving in IRAs

Facilitating Automatic Debit IRAs
Through Pr ofessional or T rade
Associations

Professional andade assodians could
facilitde the estadishment ofIRAs and the
use ofautomé#c devit and diect d@osit
to the IRAs Independent congéctos and
other indviduals Wo do not hee an
emplger often belong to du@n assodian.
The assodi@n, for examplemight be ble
to male s&ing easierof those membsr
who wish to s& by making \aildle
convenient alangmentsdr automac
debit of membes’ accountsAssocition
websites can makit easydr membes to
sign up on lingnonitor the autome& debit
savings and mak danges pomptly when
they wish to Although sule assoct&ons
geneally lak the pagroll-deduction
medanism thiis aaildle to emplgers,

they can help their membeset up a pipeline their compengimn bebre the receve it

involving egular autontac deposits (online
or by traditional means)dm their pesonal

bank or otherifiancial accounts to an IRA awid haiing to mak an dirmative doice

estélished br them.

Facilitating Dir  ect Deposit of

Income T ax Refunds to IRAs

Another major element af stetegy to
encouage contrilutions outside of
emplgment would be to allv taxpgers to
deposit a paron of their income taxefunds
directly into an IRA i simpy deking a ba
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on their taxetums®* Beginning in 2007 (tax
year 2006)he IRS has made the
administative dhanges to allev tax efunds
to be split among éi#rent accouni#llowing
households to split thegfunds to dgosit

a potion directly into an IRA could mak
saving simpler andhus more likely. Since

For individuals who
are not employees...,
automatic debit
arrangements can

$230 billion agar (moe thantwice the serve as a counterpart

estiméed annal ggrege amounbdf net
personal sangs in the United $&).even a
modest in@ase in the pportion of refunds
saved eery year could bringbmut a
signifcant incease in sings

oll

to automatic payr

deduction.

Extending Dir ect Deposit to
Independent Contractors

Millions of Americans arself-emplged as
indgpendent conéctos. Mary of these
workers receve regular pgments fom firms
but because tlgeae not emplgeesthey ae
not subject to income tax orypall tax
withholding These indiduals might be
induded in the dect d@osit systemyb
giving them the right teequest thiathe
firm receving their sevices diect dgosit
into an IRA a spea#d potion of the
compensi#on it would otherwise yathem.

Compaed to writing a lge diek to an
IRA once agar this pproad has seeral
potential adantaes to indpendent
contractos, which might vell encowaige
them to see. These inltde the hility to
commit themseds to se a potion of

(which, for some peoplenales the decision
to dekr consumption easiet)e dility to

among arious IRA povidess;remittance of
the funds ¥ the frm by direct dposit to the
IRA; and,where pgments & made to the
independentontactor on aegular basjgn
arangmenttha, like regular pgroll
withholdingsdr emplgeesautomécally
contirues the pgéem of saving though
repeded automigc paroll deductions unless
and until the indidual elects tchangp.




In mary caseshe ind@endent setce
provider will not hee a sufcient connection
to a frm tha receves the seicesor both
the indpendent congctor and therfim

will be unwilling to enter into aypall
deposit type ofarangement. In sut
instanceghe ind@endent conéctor could
contritute to an IRA using autotitadeoit
(as discussethave) or ly sending the
contritution tagether with the estirtexd
taves thathe self-empi@d gneanlly ae
requied to pg quaterly.

Matching Deposits as a Financial
Incentive

A powerful inancial incente for direct
deposit saing ly those Wo ae not in the
higher tax ladets (and o theefore dene
little beneit from a tax deduction or
exdusion) wuld be a ntahing deosit to
their diect d@osit IRA.One means of
delvering sule a mé&ching dgosit wuld
be via the bankyputual fundjnsuance
carier, brokerage firm, or other fnancial
institution thaprovides the dect deosit
IRA. For examplethe frst $500 contrited
to an IRA ly an indridual vho is eligile
to male deductile contrilutions to an IRA
might be mizghed ly the pwvae IRA
provider on a dollafor-dollar basjsand
the nat $1,000 ofontritutions might be
méched &the ite of 50 cents on the
dollar The inancial povider vwould be
reimhursed or its maching contrilations
through £deal income tax edits®

Recent gidence fom a andomied
experiment iwolving méched contrilitions
to IRAs sugests thaa simple ntahing
deposit to an IRA can mekndviduals
signifcanty moe likely to contrilute and
more likely to contrilute lager amount®

Matching contrilntions — similar to those
provided ty most 401(k) plan sponser
not onl would help induce indduals to
contribute diectly from their avn pa, but
alsgif the méch were automiécally deposited
in the IRAwould adl to the amount sad
in the IRA.The use oimaching dgosits
howe\er, would mak it necessato implement
procedues designed togent gaming —
contrikuting to induce the rtching dgosit,
then quikly withdewing those contriltions
to retain the use dhose fundsAmong
the possile gpproadies wuld be to place
maching deosits in a g@mte subaccount
subject to tight withdmal rules and to
impose aihancial penalty on &ar
withdrawals of mached contrilitions*

The Retirement Security Project ® Pursuing Universal Retirement Security Through Automatic IRAs



Conclusion

American householdsveaa compelling need to iease their psgonal sang especiall
for long-tem needs sincas etiement.This p@er poposes a siegy tha would seek to
male sa&ing moe automéc — hence easienore cowenientand moe likely to occur Our
strategy would adpt to the IRA unierse pactices and r@angments thehave poven successful
in promoting 401(k) pacipaion. In our viev, the automiic IRA gproad outlined hex
holds considatle poomise ofexpanding etirement sangs or millions ofworkers.
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Appendix

Choice of a T raditional IRA V
a Roth IRA

It is often agued thaa Poth IRA is the
preferred altenaive for loverincome
individuals on the thepithd their
maiginal income tavates ae likely to
increase as tlidbecome marsuccessful
economicajl In adlition,the agument is
often made thaa Roth is peferade for
mary othes on the assumption tifadeal
budget deicits will cause income takes
to rise in the fute. On either ofthose
assumptionsll other things being equal,
the RPoth's tax adantage for paouts vould
likely be moe \aludle than the aditional
IRA's tax deductiorof contritutions In
adlition,the Roth, by producing less table
income in etirment gas, could &oid
exposing some indduals to a higheate
of income-elded tax on social security
beneits in etirment.

ersus

This point ofview, howeer, may well
overstde the pobaility tha our tax
systeminduding the édeal income tax,
social security texand the tax &ament
of the Roth IRA,will contirue essentigll
as itis It is possite thd in future yeas
the naion will malk signicant ©ianges in
its income tax systert.might move to a

Another scenario is thaongess will in@ase
future maginal income tevetes but geneally
will limit ary future incease to the toptes
Most of the populton eligilke for the
automdic IRA is unlikly ever to be in the
top brakets Indeed{o the etent the
comparison betwen taditionhand Rth
IRAs tuns on a pediction ofwhether a
household's mginal income taxatie when
its IRA balance becomes tagas lilkely to
exceed its cuent e, tha prediction will
vary consideably for differentsegments of
the eligite populdon. Among the sgment
tha has no cuent income tax lality
(slighty less than halfpary might be
expected to hae higher m@inal etes in
the futue, lut mary might not. For those
who do hae curent income tax ldlity
(slighty moe than halof the eligibke
populdion),the pediction is quite undam
some mighteasonily be &pected to hae
higher etes some lover i@es some the same
raes when their IRA balance is withan
and becomes tdta This sgment not oyl
represents a slight majority thibse vino
are eligile for the automtc IRA hut,
because tlyetend to hee moe dispodale
income than those in thera percent
bradket, are the ones merlilely to use the
automdic IRA.

Four other diferences beten the aditional

system thasimplifes income tax complianceand Rth IRAs ae worth noting lut afect

by exempting the bottom twor three
quintiles ofthe populéon from income

tax,or it might mee to a consumption tax

or value aded tax.If a futue Congess
adopted one ofhese or another system
tha exempted sangs or etirrment
savings fom tax— or altendively if a
future Congess diectly or indiectly
reduced thealue ofthe Roth income tax
(and social security batetax) adantaes
— the toice ofa Foth over a deductlb
IRA would entail ging up the pverbial
bird in the handdr two in the lush.

only limited subgups within the eligi®
populdion: the s&er's cedit,minimum
requied distrilntions and the income
eligibility limits

The tax deduction assaethwith a
contritution to a taditional IRA wuld
reduce a taxper's adjustedgss income
taken into accounbf pumposes of
detemining eligibilitydr the saer's cedit
(the tax cedit availdole for contritutionsby
moderte- and laverincome taxpers toan
IRA or emplger plan).Under curent lav,
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more householdsould become eligéfor
a s&er's cedit (or br ahigher ae of saver's
credit) ly contrilutingto a taditional IRA
than to a Bth. (For exampleif a maried
couple's adjustedags income as $54,000
and edt spouse contrilted $2,000 to a
traditional IRAthe $4,000 joint deduction
would reduce their adjustetbgs income to
$50,000thereby making them elidgéto
claim the szer's cedit.) Hove\er, this would
affect ony those Wwose deductionauld mae
them flom dove to belav one ofthe
saver's cedit income eligibility tasholds

The Rth IRA would enjg a similar adntaye
after etiement. Within ranges the geder
one's taxale incomethe geder the ae of
tax imposed on Social Security benef
Because &h IRA paouts g¢neally ae not
taxdle, they will not incease one's tabta
income or the tax on Social Security
beneits, but traditional IRA pgouts will.

Unlike traditional IRAsRoth IRA's ae
exempt flom the equiement thaan IRA
balance gdualy becomes talke bejinning
after the wner eates ge 70 Y2(This is
often eferred to as "mininm requied
distritutions™ although the fundseamot
requied to be consumednly taxed.) This
advantage for owvnes of Roth IRAs vould
be meaningful oplto the elaively small
percent@e of the eligike populon who
might be rpected to be siently well of
after ge 70 %2 thitheir incentie to maxime

need to tak them into accounhe same is
true ofthe income limits on eligibility to raak
a full deductile contrilution to a taditional
IRA. These income limits ($80,000jbint
filers,$50,000dr sindes br 2007) pply
only if the indvidual is eliglb to contrilite
to an emplger's qualiéd plan.Only a small
percentge of the populaon whose emplger
would hae automéic IRAs (because it doe
not sponsor aetiement plan) suld hae
another emplger tha does sponsor a
retirerment plandr which the indvidual is
eligibe so as to makthe taditional IRA
income eligibility limitgplicdble We hae
not undetaken to estinma which subgoup
affected i the income limitsauld be lager
within the eliglle populton, because it seem
likely tha both subgoups weuld be eldively
small. (If the sie of these subgups vas
signifcanty different, it vould mak a
difference in tans of simplicity ér eligilte
household$ Accodingdy, this distinction
would not seem to miltestondy in favor
of either the Bth or the taditional IRA.

Because the autoticaRA proposal wuld
encouage hut not lequie indviduals to see,
the assodiad incenties br saing ae
important. The instant gificaion tha
mary eligilbe households can obtaiorfr

an immedi@ tax deduction -ven if only

a a 10 or 15 peent maginal ete — might
do moe to motvae mary households than
the govemment's long-ten promise ofan
uncetain tax benéfin an unceain futue.

tax deéral will exceed their need to use theln addition, by shifting the loss atfax

retirrment sangs

Another distinction bewen the Bth and
traditional IRAseldes to the nmber of
households thawould hae to tak cgnizance
of the income eligibility limitlost eligike
taxpagers flling a joint etum with income
belav $156,000 or silegtaxpgers with
income bela $99,000 ¢ 2007) gneally
are entitled to maka full Rth contritution
Most of the eligike populéon will be well
belov these limits and thedore will not

reveruesbeyond the congessional tdget
"window" periodthe Roth also pesents a
special lwalleng to a polig of fiscal
responsibility The decision kether to
prescribe the &h or the taditional IRA
and vhether to madk one or the other the
default should be based on aemll

pubic poliy anajsis thais not limited to
which is moe likely to sae paticular
households meron taes
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This paper does not address any issues relating to Social Security
reform. The proposal is intended to have no implications, one
way or the other , regarding proposals to finance individual
accounts using Social Security taxes or to of fset Social Security
benefits by individual accounts. Also outside the scope of this
paper are potential reforms to the private pension system
(including employer -sponsored defined contribution and
defined benefit plans). This paper builds on testimony given
by the authors to the Long-T erm Growth and Debt Reduction
Subcommittee of the Committee on Finance, United States Senate
(June 29, 2006; available at www .retirementsecurityproject.org ).

2Craig Copeland, "Employer -Based Retirement Plan Participation :

Geographic Dif ferences and Trends: Employee Benefit Research
Institute Issue Brief No. 299," December 2005 (referred to
below as "Copeland, EBRI Issue Brief No. 299"), Figure 1, p.
7. An additional 16 million workers either are not eligible

for their employer's plan or are eligible but fail to participate

*While not a part of the Automatic IRA proposal, tax credits
could be provided as a matching deposit to Automatic IRAs
for workers in lower tax brackets, giving them another
powerful financial incentive to save, similar to a 401(k) match.

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

°*As measured in the National Income and Product Accounts.
°Copeland, EBRI Issue Brief No. 299, Figure 1, p. 7.
"Copeland, EBRI Issue Brief No. 299, Figure 1, p. 7.

®Rev. Rul. 1998-30 clarified that automatic enrollment in 401(k)

plans is permissible for newly hired employees. T reasury and

IRS ruled in 2000 that automatic enrollment is allowed for
current employees as well (Rev . Rul. 2000-8). Later rulings also
extend IRS-Treasury approval to 403(b) and section 457 plans.

°See the Pension Protection Act of 2006 (Public Law No. 109-
280), Section 902.

“For 2007, the IRA, SIMPLE and 401(k) contribution limits for
individuals age 50 or older are $5,000, $13,000, and
$20,500, respectively.

“See, for example, Alicia H. Munnell and Annika Sunden,
Coming Up Short: The Challenge of 401(k) Plans (Brookings
Institution Press, 2004).

?The preceding discussion draws on Section 1.02(3) of J.
Mark Iwry , "Growing Private Pensions: A Supporting Role
for the States," T ax Management Compensation Planning
Journal, Vol. 34, No. 12 (Dec. 1, 2006).

“In the Conference Report to the T ax Reform Act of 1997,
Congress stated that "employers that choose not to sponsor
a retirement plan should be encouraged to set up a payroll
deduction [IRA] system to help employees save for retirement
by making payroll-deduction contributions to their IRAs" and
encouraged the Secretary of the T reasury to "continue his
efforts to publicize the availability of these payroll deduction

IRAs" (H.R. Rep. No. 220, 105th Cong., 1st Sess. 775 [1997]).

“Department of Labor Interpretive Bulletin 99-1 (June 18,
1999), 29 C.EFR. 2509.99-1(b); IRS Announcement 99-2.

*Neither the IRS nor the Department of Labor guidance
addressed the possible use of automatic enrollment in
conjunction with direct deposit IRAs (discussed at length
below).

“The SIMPLE-IRA is essentially a payroll deposit IRA with an
employee contribution limit that is in between the IRA and
401(k) limits and with employer contributions, but without
the annual reports, plan documents, nondiscrimination tests
or most of the other administrative requirements applicable
to other employer plans.

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

*Brigitte Madrian and Dennis Shea, "The Power of

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

**Any such statutory provision could usefully make clear that
automatic enrollment in direct deposit IRAs is permitted
irrespective of any state payroll laws that prohibit deductions
from employee paychecks without the employee's advance
written approval. Assuming that most direct deposit IRA
arrangements are not employer plans governed by ERISA,
such state laws, as they apply to automatic IRAs, may not
be preempted by ERISA because they do not "relate to any
employee benefit plan.”

*In 2004, the IRS affirmed that plans are permitted to increase
the automatic contribution rate over time in accordance
with a specified schedule or in connection with salary increases
or bonuses. See letter dated March 17, 2004, from the
Internal Revenue Service to J. Mark lwry . The idea of
coordinating automatic contribution increases with pay
increases was developed by Richard Thaler and Shlomo
Benartzi. See Thaler and Benartzi, "Save More T omorrow:
Using Behavioral Economics to Increase Employee Saving,"
Journal of Political Economy 112, no. 1, pt.2, pp. S164-87.

“Between August 28 and 31, 2005, in a survey commissioned
by The Retirement Security Project, The T arrance Group, in
conjunction with Lake, Snell, Mermin/Decision Research,
interviewed 1,000 registered voters nationwide about
retirement security issues. A full report of the survey findings
can be found at www .retirementsecurityproject.org.

#James Choi, David Laibson, Brigitte Madrian, and Andrew
Metrick, "Optimal Defaults and Active Decisions" NBER
Working Paper No. 11074 (January 2005).

#Employers that sponsor a SIMPLE-IRA plan may deposit all
employee contributions in IRAs at a single designated
financial institution selected by the employer (IRS Notice
98-4, 1998-2 I.R.B. 25).

#Plan sponsors continue to have the option to cash out
balances of up to $1,000 and to retain in the plan account
balances between $1,000 and $5,000 instead of rolling
them over to an IRA.

»Considerable challenges are involved in building and
implementing a workable universal saving system based on
employer direct deposits of contributions to IRAs. These
challenges include dealing with the contingent workforce,
with employees who have multiple jobs, who work part-
time, and often who earn relatively low wages, and with
small employers. A somewhat dif ferent and thoughtful
approach to designing such a system can be found in the
evolving work of the Conversation on Coverage, a collaborative
effort among individuals (including one of the authors)
drawn from a diverse range of stakeholder organizations.
A final report from the Conversation on Coverage is expected
in mid-2007. For its interim recommendations, see Conversation
on Coverage W orking Report, "Covering the Uncovered,”
(2006). For an analysis by a non-partisan expert panel
(including one of the authors) of the issues involved in
designing arrangements for distributions from individual
accounts, see National Academy of Social Insurance,
Uncharted W aters: Paying Benefits from Individual
Accounts in Federal Retirement Policy (2005). There have
been various other ef forts to design such systems or
programs, which this paper does not attempt to catalogue.

»Until recently the federal Thrift Savings Plan had five
investment funds: three stock index funds (S&P 500, small
and midcapitalization U.S. stocks, and mostly large-
capitalization foreign stocks), a bond index fund consisting
of a mix of government and corporate bonds, and a fund
consisting of short-term, nonmarketable U.S. T reasury
securities. Effective August 1, 2005, the Plan added a set of
life-cycle funds, each one of which is composed of a mix of
the other five investment funds.
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#This was part of the impetus behind the 2001 statutory
provision to the ef fect that the Secretaries of Labor and
Treasury may provide, and shall give consideration to providing,
special relief with respect to the use of low-cost individual
retirement plans for purposes of automatic rollovers and
for other uses that promote the preservation of assets for
retirement income (Economic Growth and T ax Relief
Reconciliation Act of 2001, Public Law 107-16, 115 Stat. 38,
Section 657[c][2][B]).

In a similar vein, one of the co-authors has proposed a
strategy for States to act as a catalyst in expanding coverage
under standardized, low-cost payroll-deposit IRAs, SIMPLE-IRA
plans, and 401(k) plans by facilitating the pooling of small
businesses to offer these vehicles. The proposal has been
outlined in "Expanding Retirement Savings at the State Level,
Written Statement of J. Mark Iwry to the Legislature of the
State of W ashington (April 2003), has been described in
oral testimony by Iwry to the Michigan Senate and to the
Maryland House of Delegates, written testimony before

the U.S. Senate Committee on Finance Subcommittee on
Long-Term Growth and Debt Reduction (June 29, 2006),
and is more fully described in J. Mark lwry , "State K - A
New Strategy for Using State-Assisted Saving to Expand
Private Pension Coverage," NYU Review of Employee
Benefits and Executive Compensation (2006) and "Growing
Private Pensions: A Supporting Role for the States," BNA
Tax Management Compensation Planning Journal, V  ol. 34,
No. 12 (December 1, 2006).

#The dif ference in expense between passively managed
index funds and actively managed mutual funds has been
estimated to be-as a broad generalization-roughly 100
basis points (1 percent) a year (William F . Sharpe, "Indexed
Investing: A Prosaic W ay to Beat the A verage Investor"
presented at the Spring President's Forum, Monterey
Institute of International Studies (May 2002).

#0One of the authors has testified before Congress regarding
the British retirement plan system and has been critical of
the UK's attempt to impose a limit on charges. See David
C. John, testimony before the Subcommittee on Social
Security of the Committee on W ays and Means, U.S. House
of Representatives (June 16, 2005); David C. John, "What
the United States Can Learn from the UK's Pensions
Commission Report" (forthcoming).

*As noted, the federal Thrift Savings Plan consists mainly of
index funds, which are the building blocks for the recently
added life-cycle funds. The Thrift Savings Plan informational
materials state that the life-cycle funds "provide a way to
diversify your account optimally , based on professionally
determined asset allocations. This provides you with the
opportunity to achieve a maximum amount of return over
a given period of time with a minimum amount of risk. . ."
(Federal Thrift Savings Plan website, www .tsp.gov). To the
extent that a professionally run "managed account” could
achieve similar results at no greater cost, that might be
another attractive option, and managed accounts are
growing in popularity as an option in 401(k) plans. A
question may be raised as to whether managed accounts
are a better fit for 401(k) plans than for automatic IRAs,
because 401(k)s tend to have more substantial account
balances and greater flexibility to accommodate individual
preferences while allocating costs to individuals who opt
for costlier alternatives.

*The Federal Employees' Retirement System Act of 1986
(Public Law No. 99-335) established the Thrift Savings Plan
as of January 1, 1987 with a government securities fund.
The initial legislation called for two additional funds -
fixed income and stock index - to become available on
January 1, 1988.

*#Gary P. Brinson, L. Randolph Hood, and Gilbert L. Beebower
"Determinants of Portfolio Performance," Financial
Analysts Journal, vol. 42, no. 4 (July/August 1986): 39-48.

*Particularly concerning 401(k) trading behavior , see, for
example, Takeshi Yamaguchi et al, "Winners and Losers:
401(k) Trading and Portfolio Performance,"” Pension Research
Council Working Paper 2006-26, (Nov . 2006) and previously
Shlomo Benartzi and Richard Thaler , "Naive Diversification
Strategies in Defined Contribution Saving Plans," American
Economic Review, March 2001, 91(1), pp 79-98.
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*The question of how best to fit the direct deposit IRAS,
with their improved and simplified investment structure,
into the larger IRA universe is related to a broader issue:
the potential simplification of IRAs. W e favor simplification
and revision of the current array of IRA options. However
the specifics of any such proposals are beyond the scope of

this testimony .

*The retirement security poll referred to in note 14, above,
had a margin of error of 3.1 percent. The question that
elicited these results was as follows: "W ould you support

or oppose a requirement that every company of

fer their

employees some sort of retirement plan-either a

traditional pension, a 401(k) or an IRA that the employer
sets up but does not contribute to. The company would
choose which one they wanted to of fer employees. W ould
you support or oppose requiring every employer to give
employees at least one of these options?" A full report of

the survey findings can be found at
www .retirementsecurityproject.org.

*See Craig Copeland, "Retirement Plan Participation and
Retirees' Perception of Their Standard of Living," Employee
Benefit Research Institute Issue Brief No. 289 (January

2006), pp. 1-6, Figure A4.

*It is conceivable that the risk of exceeding the IRA dollar

limit could be mitigated to some degree through

enrollment procedures that cap automatic enroliment at,
say, $250 a month (for an annual total of $3,000) or $300 a
month. However , because automatic enrollment would be
administered at the employer level and might be based on
paychecks provided weekly or every two weeks, the
maximum dollar amount would need to be adjusted
accordingly (e.g., $60 if weekly , $120 if every two weeks,

or $250 if monthly).

*J. Mark Iwry , "Using Tax Refunds to Increase Savings and
Retirement Security" (Retirement Security Project, Policy

Brief No. 2006-1, Jan. 2006; available at
www .retirementsecurityproject.org).

*Among the issues such an approach would need to address
is the means of reimbursing those private financial
institutions that have no federal income tax liability to
of fset because they are tax exempt or in a loss position.

An alternative mechanism would modify the existing
saver's credit (a federal income tax credit to households
with income below $52,000 for contributing to an IRA or
employer plan) to convert it to a direct matching deposit
to an IRA or other savings account. (As currently
structured, the saver's credit reduces the household's
federal income tax liability and is nonrefundable; thus, it is
not automatically saved.) A variation would be to have
such a direct matching deposit delivered by the financial
institution that sponsors the IRAs or serves as financial
provider to the 401(k) plan to which the individual
contributes. One of the authors was involved in developing
the Saver's Credit and, in congressional testimony and
writings, has advocated its extension and expansion. See,
e.g., William G. Gale, J. Mark lwry , and Peter R. Orszag,
"The Saver's Credit: Expanding Retirement Savings for
Middle- and Lower -Income Americans" (Retirement
Security Project Policy Brief No. 2005-2, March 2005;
available at www .retirementsecurityproject.org). However
issues relating to the Saver's Credit and its potential

expansion are beyond the scope of this paper

. Another

significant asset-building approach targeted to lower - and
moderate-income households is reflected in the Individual
Development Accounts (IDAs). See, e.g., Michael
Sherraden, Assets and the Poor: A New American W elfare
Policy (M. E. Shapre, 1992), and Ray Boshara, "Individual
Development Accounts: Policies to Build Savings and Assets
for the Poor" (Brookings, Policy Brief, March 2005).

“Esther Duflo, William Gale, Jef frey Liebman, Peter Orszag,
and Emmanuel Saez, "Saving Incentives for Low- and
Middle-Income Families: Evidence from a Field Experiment
with H&R Block" Quarterly Journal of Economics, V  ol. 121,
No. 4, November 2006, p. 1311-1346, (available at

www .retirementsecurityproject.org).

“A detailed treatment of the matching deposit option is

beyond the scope of this paper .
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