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WORKING FOR AMERICA'S RETIREMENT

401(k) Is

How America Saves

Sixty-seven million Americans now participate in private sector, employer-based defined contribution
retirement plans. In the 30 years since 401(k) plans gained acceptance, 401(k) plans have become the
most popular defined contribution savings arrangement. Over $4 trillion has been accumulated in
401(k) and similar retirement savings plans. Trillions more has been accumulated through these
workplace savings arrangements, then rolled over to IRAs.

401(k) plans are primarily a middle class benefit.

Seventy-eight percent of all full time workers have access
to a workplace retirement plan, with 84% of those Almost 75% of 401(k) plan participants
workers participating. For private-sector workers, 73% of make less than $100,000 per year.

full time workers have access and 80% of those Nearly 40% make less than $50,000.
participate. Given these high rates of participation, it’s no
surprise that the overwhelming majority of participants are far from wealthy. In fact, almost 75% of
participants in 401(k) and profit sharing plans make less than $100,000 per year. Thirty-eight percent
make less than $50,000. (See Chart 1)

401(k) plans are effective at helping workers at all income levels save for retirement.
401(k) and similar plans have been remarkably
Workers making 530,000 to S50,000 per

successful in getting workers to save for retirement. In ) ]
year are more than 14 times more likely

fact, the primary factor in determining whether or not a
P Y g to save if there is a 401(k) plan at work.

worker is saving for retirement is whether or not they
have a retirement plan at work. Data prepared by the Employee Benefit Research Institute (EBRI)
shows that over 70% of workers earning from $30,000 to $50,000 participated in employer-
sponsored plans when a plan was available, whereas less than 5% of those without an employer plan
contributed to an IRA. (See Chart 2)

The tax incentive that powers 401(k) plans is a deferral — not a permanent exclusion.

Unlike deductions for mortgage interest or charitable
contributions, which are permanent deductions, the
incentives for retirement savings are a deferral.
Contributions (and earnings) are taxed at ordinary || Shareofincome taxesin the future, when
income rates when withdrawn from the retiree’s plan. || balances are paid out (and taxed) to

As a result, tax revenue that appears to be gained in the ||| provide income in retirement.
short-term budget window from cutting retirement

savings is not a long-term gain to the treasury.

Taxes deferred on retirement savings
today will help retirees pay their fair
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401(k) tax incentives are more progressive than current marginal income tax rates.

Another unique feature of the retirement savings tax
incentives is non-discrimination rules that encourage
employers to contribute on behalf of non-highly paid
employees, and limit the amount of pay that can be
counted toward benefits. As a result, the current tax
incentive for employer-sponsored defined contribution
plans is more progressive than the current income tax
system. Based on an analysis by a former JCT economist,

Taxpayers making less than S50,000 per
year pay only 8% of income taxes, but
receive 30% of the current year tax
benefit. Taxpayers making less than
5100,000 pay only 26% of income taxes,
but get over 60% of the tax benefit that
powers 401(k) plans.

taxpayers making less than $50,000 pay only 8% of
income taxes, but receive 30% of the tax incentives for defined contribution plans. Households
making less than $100,000 pay 26% of income taxes, but get over 60% of the benefit of this tax
incentive. (See Chart 3)

Proposals to reduce or reconfigure incentives would hurt workers with modest income.

There have been recent proposals to achieve short-term budget savings by reducing the annual limits
on contributions to 401(k) and similar plans. The President’s Deficit Reduction Commission and
others have suggested limiting contributions to 401(k)’s to the lesser of $20,000 or 20% of income.
An analysis by EBRI shows that these reduced limits would
result in lower account balances at retirement for all
income groups. Younger workers in the lowest income
guartile in a small plan could expect a 14% reduction in
account balances at Social Security normal retirement age
if this proposal became law. (See Chart 4)

Reducing contribution limits, or
converting the exclusion to a credit,
would substantially decrease retirement
savings for all income groups.

A proposal authored by William Gale of the Brookings Institution would replace the income exclusion
for contributions with a uniform refundable credit. The proposal suggests an 18% credit would raise
substantial revenue and do no harm to those in the 15% or lower tax brackets. This proposal would
be a “raiser” in the budget window, but it would do serious damage to plan participants in the 15%
tax bracket. First, an 18% credit on contributions that will be taxed at a higher rate when distributed
at retirement effectively assesses a penalty tax on contributions for those above the 15% bracket.
Taxpayers in higher brackets should question why it’s a good idea to contribute at all. If higher
income employees are not contributing, no employer contributions will be required to pass
nondiscrimination tests. Furthermore, eliminating the income exclusion for employer contributions
would subject those contributions to FICA, seriously complicating administration and increasing the
tax burden on both employers and employees. This refundable credit would be a poor substitute for
current employer contributions, and workers in all income groups would end up with lower account
balances at retirement. Workers in the lowest income quartile in small plans would be hit hardest,
with account balances at Social Security normal retirement age reduced by more than 35%. (See
Chart 5)

401(k) is how America saves.

401(k) and similar plans have been remarkably successful in getting workers at all income levels to
save for retirement. Proposals to raise money in the budget window by reducing savings incentives
are short-sighted, producing only short term deficit reduction, with losses outside the budget
window, and causing serious long-term damage to the retirement security of tens of millions of
working Americans.

For more information, call Judy Miller at 703-516-9300 x. 152  Email:
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Chart1

Estimated Private Sector Active Participants in 401(k) and

Profit Sharing Plans, Distributed by Adjusted Gross Income
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Source: Internal Revenue Service (IRS) Statistics of Income Division (SOI)
Chart 2
Participation Rates by Moderate Income ($30,000-$50,000)
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Source: Employee Benefit Research Institute (2010) estimate using 2008 Panel of SIPP (Covered by an
Employer Plan) and EBRI estimate (Not Covered by an Employer Plan-IRA only).
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Chart 4

20/20 analysis on small (less than 100 participant) plans, after employer

behavioral modifications*, by age and salary quartile
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Reductions in 401 (k) Account
Balances
at Social Security NRA
by Imposing 20/20 Limits

in 2012 10.0%
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26-35 3645 46-55 56-65
M Lowest 14.2% 11.7% 9.2% 7.4%
I 15.7% 12.4% 10.2% 6.8%
m3 15.5% 14.0% 11.5% 7.2%
M Highest 225% 205% 16.4% 11.4%

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

Chart5

Simulated Impact of Proposal to Modify the Federal Tax Treatment of
Employer and Employee Contributions for 401(k) Plans In Exchange for
an 18% Match From the Federal Government for Employees Currently 26-35,
by Plan Size and Age-specific Salary Quartiles: Midpoint Estimates

Agsumption for this run: Employer increases or decreases to contributions are
represented by the midpoint of the range denoted on the AllianceBermnstein survey
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Size i Liowest income guarile 2 Highest income quarile
=1 | 36.4% 28.8% | 28% 26.5%
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Source: Author's calculations based on results from EERI Retirement Security Progection Model Version 1472, and responses o AllanceBermsten (2011)
and Employee Benefit Research Instiute and Mathew Greenwald & Assocsates, Inc, 2012 Retirerment Confidence Suneey.

Naote: This simulation models only the financaal mpact of the expected reduction in 401(k) account balances for who are not automatically
enrolled by modifying the behavior of plan sponsors. and particpants and does not attempt to Jssess behavioral on the part of eligible
nonparticipants. The simulated rates of retum are the same as in VanDerhel and Copetand (July 2010). This version of he analysis assumes no job
turnover, withdrawals or boan defaults. The full siochastic nature of the model will be included in a future analysis. Plan sponsor and participant reactions o
the proposal are saplained m the text Employsr NEresies or SEcreased 1o CONtNbUBONS. afe represented by the mdpoint of the rangs dencted on the
AlianceBernsten surey.

From EBRI Notes March 2012 available at http://www.ebri.org/publications/notes/index.cfm?fa=notesDisp&content_id=5019




