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A Report to Congress

The Nation’s Retirement System

A Comprehensive Re-evaluation Is Needed
to Better Promote Future Retirement Security

The U.S. retirement system, and the workers and retirees it was designed to
help, face major challenges. Traditional pensions have become much less
common, and individuals are increasingly responsible for planning and
managing their own retirement savings accounts, such as 401(k) plans. Yet
research shows that many households are ill-equipped for this task and have
little or no retirement savings. In this special report, GAO examines these
challenges, drawing from prior work and others’ research, as well as insights
from a panel of retirement experts on how to better ensure a secure and
adequate retirement, with dignity, for all.

Section 1: Landscape
of U.S. Retirement System
Has Shifted

7
Yo

Fundamental changes have occurred over the past 40 years to the nation’s
current retirement system, made up of three main pillars: Social Security,
employer-sponsored pensions or retirement savings plans, and individual
savings. These changes have made it increasingly difficult for individuals to
plan for and effectively manage retirement. In particular, there has been a
marked shift away from employers offering traditional defined benefit (DB)
pension plans to defined contribution (DC) plans, such as 401(k)s, as the
primary type of retirement plan. This shift to DC plans has increased the risks
and responsibilities for individuals in planning and managing their retirement.
In addition, economic and societal trends—such as increases in debt and
health care costs—can impede individuals’ ability to save for retirement.

Trends in Private Sector Retirement Plans since 1975
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Source: GAO analysis of data from the U.S. Department of Labor. | GAO-18-111SP

Section 2: Individuals Face
Three Key Challenges

in Planning and Managing
Their Retirement

GAOrs prior work has found that many individuals face the following
challenges in their efforts to provide for a financially secure retirement at a time
when increases in longevity further raise the risk of outliving their savings:

B Access: Accessing retirement plans through their employers.
B Saving: Accumulating sufficient retirement savings.

B Retirement: Ensuring accrued savings and benefits last through retirement.



Section 3: U.S. Retirement
System Is Threatened by Fiscal
Risks and Benefit Adequacy
Concerns

The three pillars of the current retirement system in the United States are
anticipated to be unable to ensure adequate benefits for a growing number of
Americans due, in part, to the financial risks associated with certain federal
programs.

B Social Security’s retirement program (Old-Age and Survivors Insurance):
Beginning in 2035, this program is projected to be unable to pay full benefits.
Long-term fiscal projections show that, absent fiscal policy changes, the federal
government is on an unsustainable path, largely due to spending increases
driven by the growing gap between federal revenues and health care programs,
demographic changes, and net interest on the public debt.

B Private employer-sponsored plans:
DB plans: On the decline; also, the Pension Benefit Guaranty Corporation
(PBGC) which insures most DB plans, is at risk due to substantial
liabilities, especially in its multiemployer program.
DC plans: On the rise, but with more risk and responsibility for
individuals; many individuals are not saving enough in these plans
to provide an adequate retirement.

® Individual savings: Outside of employer-sponsored plans, individuals’
retirement savings are often low or nonexistent, which may increase their
reliance on various federal and state safety net programs.

Timeline of Projected Fiscal Risks for Certain Federal Programs

2025 2035

Multiemployer Insurance Program Social Security Old-Age and Survivors Insurance
trust fund is projected to be depleted (OASI) trust fund is projected to be depleted
Insufficient to pay the full level of Sufficient to pay 75 percent of benefits

guaranteed benefits in insolvent plans

2028

2029

Social Security Disability Insurance (DI) Medicare Hospital Insurance (HI) trust fund is projected to be depleted
trust fund is projected to be depleted Sufficient to pay 88 percent of hospital-related Medicare spending
Sufficient to pay 93 percent of benefits

Sources: GAO analysis of data from the Social Security Administration, the Centers for Medicare and Medicaid Services, and the Pension Benefit Guaranty Corporation. | GAO-18-111SP

Section 4: The Need to
Re-evaluate the Nation’s
Approach to Financing
Retirement

Over the past 40 years, the nation has sought to address the issues facing

the U.S. retirement system in a piecemeal fashion. This approach may not

be able to effectively address the interrelated nature of the challenges facing

the system today. Fundamental economic changes have occurred, as well as

the shift from DB to DC plans, with important consequences for the system.
Further, it has been nearly 40 years since a federal commission has conducted a
comprehensive evaluation of the nation’s approach to financing retirement. A
panel of retirement experts convened by GAO in November 2016 agreed that
there is a need for a new comprehensive evaluation. The experiences of other
countries can also provide useful insights for ways to improve the system.

Matter for Congressional
Consideration

Congress should consider establishing an independent commission

to comprehensively examine the U.S. retirement system and make
recommendations to clarify key policy goals for the system and improve how
the nation promotes retirement security.
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Preface

The nation’s concern for the financial security of aging adults is as old as
the nation itself. In 1778, the Continental Congress—in response to an
appeal from General Washington at Valley Forge—unanimously voted in
favor of a pension for officers continuing to serve at the end of the war.’
Though the nation’s initial retirement plans focused on military veterans,
plans for state and local government workers emerged in the late
1800s—most prominently in 1878, when a retirement plan for New York
City police officers began offering benefits based on years of service in
addition to disability. Public sector retirement plans for other state and
local government workers, such as firefighters and teachers, gradually
followed, eventually spreading to virtually all federal, state, and local
government employees nationwide.

Meanwhile, with the nation’s transformation from an agrarian to an
industrial society, private sector retirement plans also emerged in the late
1800s, reflecting the needs and interests of both employers and workers.
Large employers viewed pensions as a tool to (1) remove from service
elderly persons and others no longer able to perform their tasks
efficiently; (2) reduce labor turnover; and (3) maintain their reputation by
humanely meeting the needs of the elderly and incapacitated. Workers,
who in the past likely would have been self-employed or part of a small
family business that would have continued to provide for them as they
aged, increasingly looked to their employers for continued support after
they could no longer work.2 The first private sector plans were primarily
for railroad workers, but other industries soon followed.

This early system of pension plans struggled with many of the same
issues that continue to challenge plans today: limited access and
participation, the cost and uncertainty of providing lifetime benefits, and
sponsors becoming insolvent. Nevertheless, over the course of the 20th
century, access to employer-sponsored retirement plans grew steadily
and, by 1999, private sector employers were offering coverage to about

"Fora chronology of selected federal legislation and other milestones shaping retirement
in the United States, see appendix I.

2 See, for example, Steven A. Sass, The Promise of Private Pensions, The First Hundred
Years (Cambridge, MA: Harvard University Press,1997); and Murray Webb Latimer,
Industrial Pension Systems in the United States and Canada (New York, NY: Industrial
Relations Counselors, Inc.:1932).
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63 percent of working age individuals.® Since then, however, this
percentage has increased only slightly: In 2016 (the most recent data
available), about 66 percent of private sector workers were offered
coverage.* Moreover, among those offered coverage in employer-
sponsored retirement plans, not everyone participates. As the structure of
plans has continued to evolve, many employers have come to require
participants to assume more of the risk and responsibility for their
retirement savings with a shift to account-based plans.

Many older adults in the United States rely primarily, if not completely, on
another key source of income for their retirement: Social Security. In
1935, in the midst of the Great Depression, the Social Security Act was
enacted, in part, to help ensure that older adults would have adequate
retirement incomes and would not have to depend on welfare. While the
program has been effective in helping to reduce poverty among older
adults, it was not intended to be the sole source of retirement income. Yet
many have come to rely almost completely on it for their retirement. In
2015 (the most recent data available), 34 percent of households age 65
or over received 90 percent or more of their income from Social Security.®
In addition, the demographic shifts associated with the aging baby boom
generation and longer life expectancy have strained Social Security’s
finances.®

In this report, we explore what these trends in retirement security mean
for the nation and why, if no action is taken, a retirement crisis could be
looming.” In the first section, we examine the fundamental changes that
have occurred in the landscape of the U.S. retirement system since
enactment of the Employee Retirement Income Security Act of 1974

3 Alicia H. Munnell and Dina Bleckman, Is Pension Coverage a Problem in the Private
Sector?, No. 14-7 (Chestnut Hill, MA: Center for Retirement Research at Boston College,
April 2014). Analysis based on Current Population Survey (CPS) data that asks individuals
if their employer offers a pension or other type of retirement plan, and if they are included
in the plan.

4 Bureau of Labor Statistics (BLS), National Compensation Survey (March 2016).

5 Social Security Administration, Fast Facts & Figures about Social Security, 2017, SSA
Publication No. 13-11785 (Washington, D.C.: September 2017).

6 For a more detailed discussion of Social Security, see GAO, Social Security’s Future:
Answers to Key Questions GAO-16-75SP (Washington, D.C.: Oct. 27, 2015).

’ This work was conducted in accordance with generally accepted government auditing
standards. See appendix Il for more details on the methods used.
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(ERISA). Traditional pensions have become much less common, and
individuals are increasingly responsible for planning and managing their
own retirement savings accounts, such as 401(k)s. Yet research shows
that many households are ill-equipped for this task and have little or no
retirement savings. In the second section, we summarize our recently
published work on three key challenges facing workers in their efforts to
plan for a secure retirement: obtaining access to workplace retirement
savings plans, accumulating sufficient retirement savings, and ensuring
financial resources throughout retirement.

In the third section, we examine how the three pillars of the current U.S.
retirement system may be unable to ensure adequate benefits for a
growing number of Americans, in part, due to the financial risks
associated with certain federal programs. Finally, in the fourth section, we
describe how the nation’s piecemeal approach to addressing retirement
security challenges may no longer be sufficient. Based on a distillation of
findings and recommendations from prior federal commissions, the
insights provided by a panel of retirement experts we convened in
November 2016,8 various international studies, and an assessment of our
prior work and the work of other researchers and organizations, we
identified five policy goals aimed at stabilizing the fiscal risks facing the
U.S. retirement system and exploring ways to help more individuals plan
and manage their retirement savings effectively for the future. We
conclude that to address these goals, Congress should consider
establishing an independent commission to comprehensively examine the
U.S. retirement system and make recommendations to clarify key policy
goals for the system and improve how the nation can promote retirement
security.

Readers who are interested in more in-depth discussions of retirement
issues may refer to the list of related GAO products at the end of this
report. A glossary defining key terms is also included.® This report was
prepared under the direction of Charles A. Jeszeck, Director, Education,
Workforce, and Income Security Issues, who may be reached at (202)
512-7215 or jeszeckc@gao.gov. GAO staff who made key contributions
to this publication are listed in appendix VII. Contact points for our Offices

8 See appendix Il for more on the panel, including a list of the experts who participated,
the questions discussed, and a summary of the discussion.

9 Throughout this report, we have included sidebars with definitions of terms based on
their use in prior GAO reports, supplemented from relevant outside sources, as
appropriate. For more details, see the glossary.
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of Congressional Relations and Public Affairs may be found on the last
page of this publication. In addition, this publication will be available at no
charge on GAO’s website at http://www.gao.gov.

f Dol

Gene L. Dodaro
Comptroller General
of the United States
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“Over the past 40 years, there
has been a significant shift in
the types of retirement plans
offered by private sector
employers... from traditional
defined benefit plans to...
defined contribution plans
[such as 401(k)s].”

4/»46_‘4 .
RS BN

“As currently structured,

Social Security replaces about
40 percent of an average wage
earner’s income after retiring,
and most financial advisers

say retirees will need 70 percent
or more of pre-retirement
earnings to live comfortably.”

“Each successive
generation has
needed to become
more personally
responsible

for retirement
planning...
trends may
make it harder...
for younger
generations to
achieve a secure
retirement in the
future.”



Section 1: Landscape of U.S. Retirement
System Has Shifted

The current retirement system in the United States is supported by three
main pillars: Social Security, employer-sponsored pensions or retirement
savings plans, and individual savings. This three-pillar system, which is
similar to the systems in other developed countries around the world,
evolved gradually in the United States throughout the nation’s history."
Despite progress in some ways over time, planning for retirement has
always been challenging. However, fundamental changes have occurred
over the past 40 years that have made it increasingly difficult for
individuals to plan and manage their retirement effectively within this
system.

The first pillar, Social Security, was established in 1935 to provide for the
general welfare of older Americans by, among other things, establishing a
system of federal old-age benefits, including a retirement program.2 About
50 million retirees and their families were receiving Social Security
retirement benefits at the end of 2016, based on the most recent data
available from the Social Security Administration (SSA), which is
responsible for administering the program.® But Social Security was never
meant to be the only source of income for people when they retire. As
currently structured, Social Security replaces about 40 percent of an
average wage earner’s income after retiring, and most financial advisors
say retirees will need 70 percent or more of pre-retirement earnings to
live comfortably.*

The second pillar, employer-sponsored pensions or retirement savings
plans, date back much further in U.S. history. Some private sector

' See appendix | for a chronology of selected federal legislation and other milestones
shaping retirement in the United States.

2 Officially titled Old-Age and Survivors Insurance (OASI), the Social Security retirement
program provides benefits to retired workers, their families, and survivors of deceased
workers. For more about Social Security, see GAO-16-75SP.

% In addition, on the revenue side, about 171 million people were working and paying
Social Security taxes in 2016. For more information, see The Board of Trustees, The 2017
Annual Report of the Board of Trustees of the Federal Old-Age and Survivors Insurance
and Federal Disability Insurance Trust Funds (Washington, D.C.: July 13, 2017.)

* This comparison is imprecise because the 40 percent average cited for Social Security is
relative to average indexed monthly earnings (or AIME, an element of the Social Security
benefit formula), whereas the 70 percent cited by advisers is often relative to some
measure of pre-retirement earnings closer to retirement. For more on replacement rates,
see discussion in the next section of the report, in challenge 2, and GAO, Retirement
Security: Better Information on Income Replacement Rates Needed to Help Workers Plan
for Retirement, GAO-16-242 (Washington, D.C.: Mar. 1, 2016).
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Section 1: Landscape of U.S. Retirement
System Has Shifted

employers began sponsoring retirement plans in the 1800s, and efforts by
the federal government to encourage plan sponsorship (and participation
by employees) date back to shortly after enactment of the modern
individual income tax in 1913.° Subsequently, during World War Il, such
efforts received a significant boost when the wage freeze in place at the
time did not include certain pension, health, and other employee
benefits.® This allowed employers to offer pensions as an alternative
means to attract workers and avoid war-related increases in corporate
taxes. Private sector plan sponsorship received another boost in 1948
when a federal appeals court upheld a National Labor Relations Board
order requiring a company to bargain with respect to retirement and
pension matters.” In 1940, 4.1 million private-sector workers (about 15
percent) were covered by a pension plan; by 1950, 9.8 million private-
sector workers (about 25 percent) were covered.?

Over the course of the 20th century, numerous federal laws were enacted
that amended parts of the Internal Revenue Code (IRC)® regarding the
requirements for employer-sponsored retirement plans to qualify for
favorable tax treatment.’® For example, to be tax-qualified, employer-
sponsored plans must meet certain requirements with respect to benefit
limits, minimum required distributions, and nondiscrimination rules (that
is, to provide contributions or benefits in a nondiscriminatory manner
between highly-compensated employees and other workers).

In addition, landmark legislation was enacted in 1974 that has played a
major role in establishing the structure for private sector employers’

5 The Revenue Act of 1913 established an early framework for the current individual
income tax, and although there was no explicit provision about pensions, in 1914, IRS
issued a decision clarifying that employers may deduct, as ordinary and necessary
expenses, amounts paid for pensions to retired employees, their families, or other
dependents. Further, in 1919, IRS issued a tax ruling stating that contributions by a
corporation to pension funds organized as separate and distinct entities from the
corporation would also be deductible as an incident of business.

61n 1942, the president was authorized to freeze wages in an attempt to contain wartime
inflation.

7 See Inland Steel Co. v. NLRB, 170 F.2d 247, 248-55 (7th Cir. 1948).
8 Employee Benefit Research Institute (EBRI), History of Pension Plans (1998).
% The IRC comprises federal tax laws and is codified in Title 26 of the United States Code.

10 Being tax-qualified allows employers to deduct their contributions when they are made,
within limits.
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Section 1: Landscape of U.S. Retirement
System Has Shifted

involvement in the current U.S. retirement system: the Employee
Retirement Income Security Act of 1974 (ERISA). (See text box.) ERISA
is a complex law administered by multiple federal agencies including the
Department of Labor (DOL), the Internal Revenue Service (IRS) within
the Department of the Treasury (Treasury), and the Pension Benefit
Guaranty Corporation (PBGC), a government corporation established to
protect the pension benefits of American workers. Since the law was
enacted, both the IRC and ERISA have been amended, partly in
response to the significant shift in the types of retirement plans offered by
private sector employers and the transfer of considerable risk and
responsibility from employers to individuals.

Employee Retirement Income Security Act of 1974 (ERISA)

ERISA was enacted, in part, to address public concern about the prominent failure of

a large private pension plan. The act, as amended, does not require any employer to

establish a retirement plan, but those who do must meet certain requirements and

minimum standards.

For example, ERISA establishes certain requirements for all employer-sponsored

plans, including

«  provision of information to participants on a regular basis about the plan’s
features and funding,

« responsibilities for plan fiduciaries (those who manage and control plan assets,
among others),

« establishment of a grievance and appeals process (participants have the right to
sue for benefits and breaches of fiduciary duty), and

« minimum funding standards, if the plan is a defined benefit plan.

ERISA also establishes certain minimum standards for employer-sponsored plans
concerning:

« when an employee must be allowed to participate in a plan,
« how long participants have to work before having a non-forfeitable (i.e., vested)
interest in their plan benefit,

« how long participants can be away from work before it might affect their plan
benefit, and

« whether a participant’s spouse has a right to plan benefits in in the event of the
participant’s death.

In addition, tax-qualified plans or their sponsors may have to pay insurance premiums
to the Pension Benefit Guaranty Corporation (PBGC).

Source: Based on Department of Labor documents and provisions of ERISA, as amended. | GAO-18-111SP

Finally, as part of this three-pillar system, individuals are expected to
augment their retirement income from Social Security and employer-
sponsored plans with their own savings, which would include any home
equity and other non-retirement savings and investments.' However,

" For discussion of the various sources of potential income in retirement, see section 2.
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Section 1: Landscape of U.S. Retirement
System Has Shifted

economic and societal trends—such as slow wage growth, high levels of
household debt, and increased longevity—are making it more difficult for
many individuals to save for and manage their retirement.

Shift in Types of

Retirement Plans
Offered by Private
Sector Employers

Defined benefit (DB) plan: an employer-
sponsored retirement plan that traditionally
promises to provide a benefit for the life of the
participant, based on a formula specified in
the plan that typically takes into account
factors such as an employee’s salary, years of
service, and age at retirement.

Defined contribution (DC) plan: an
employer-sponsored account based
retirement plan, such as a 401(k) plan, that
allows individuals to accumulate tax-
advantaged retirement savings in an
individual account based on employee and/or
employer contributions, and the investment
returns (gains and losses) earned on the
account.

Source: GAO (see glossary). | GAO-18-111SP

Employers play an important role in the current U.S. retirement system by
sponsoring retirement plans and, in many cases, providing employer
contributions to those plans.'? However, over the past 40 years, there has
been a significant shift in the types of retirement plans offered by private
sector employers, who have increasingly moved from offering traditional
defined benefit (DB) plans to offering defined contribution (DC) plans as
their primary retirement plans, which are, essentially, employer-
sponsored individual retirement savings accounts.

As shown in figure 1.1, DC plans (which today are primarily 401(k) plans)
have become the dominant employer-sponsored plan type in the private
sector. In the past, many employers offered DC plans as a supplemental
way for employees to save for retirement in addition to their primary DB
plan. But over time, DC plans have become the primary retirement plans
for many workers. In 1975, there were about 103,300 DB plans,
compared with about 207,700 DC plans. By 2015, the number of DB
plans had decreased to about 45,600, while the number of DC plans had
increased to more than 648,300. These data illustrate the shift in types of

2 While not all employers contribute to the plans they sponsor, surveys conducted by
various organizations indicate that most do. See, for example, Deloitte, Annual Defined
Contribution Benchmarking Survey, 2015 Edition (New York, NY: Deloitte Development
LLC, 2015); and Plan Sponsor Council of America, 58th Annual Survey of Profit Sharing
and 401k Plans (Chicago, IL: PSCA, 2015).

13 puplic sector employees—i.e., employees of federal, state, and local governments—
generally still have access to DB plans. According to data collected by BLS as part of the
2015 National Compensation Survey (NCS), 93 percent of full-time state and local
government workers had access to a DB plan, while only 18 percent of private sector
workers had access to a DB plan in 2015. All federal workers also generally have access
to a DB plan. As of fiscal year 2014, the primary plan for about 8 percent of federal
workers (those hired before 1984) was a DB plan, and the primary plan for the remaining
92 percent (those hired in 1984 and after) included both a smaller DB, with lower benefits,
and a DC component.
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Section 1: Landscape of U.S. Retirement
System Has Shifted

plans offered, but neither the number of plans, nor data on the number of
participants across all plans, accurately reflect the extent of coverage.™

. ___________________________________________________________________________________________________________________|
Figure 1.1: Trends in Private Sector Retirement Plans and IRAs since 1975

Number of plans
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Source: GAO analysis of data from the U.S. Department of Labor and the Investment Company Institute. | GAO-18-111SP

"4 The number of plans is an imperfect indicator of the relative breadth of coverage of DC
plans versus DB plans, because some plans cover a very small number of participants,
whereas other plans cover hundreds of thousands of participants. However, totaling the
number of participants across all plans would also produce an inaccurate indicator of
coverage because often the same individuals would be counted multiple times. For
example, if an employer offers both a DB and DC plan, workers may participate in both
plans. In addition, a worker may have changed employers and have DC accounts with
both the old and new employers’ plans. (For further discussion of the issues related to
access and participation, see section 2.)
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There has also been a significant increase in the amount of assets held in
individual retirement accounts (IRA), which are funded mostly by assets
rolled over from DB and DC plans when individuals change jobs or
retire.’® In the private sector, total assets in DC plans and IRAs, which
place responsibility on individuals for making investment decisions, far
exceed those in DB plans, which place responsibility on plan officials for
making investment decisions. In 2015, DC plans and IRAs held about
$12.6 trillion in assets while DB plans only held about $2.9 trillion.

Retirement experts have posited a variety of reasons for employers’
switch to DC plans. One oft-cited reason is that the structure of DC plans
gives employers better control over how much they spend on wages and
benefits packages. With DC plans, employers may or may not choose to
make contributions to participants’ individual accounts rather than
promising a certain future monthly benefit in retirement (see table 1.1). As
a result, when economic conditions fluctuate, the cost of sponsoring DC
plans is not affected in the same way as DB plans. For example, during
the 2007-2009 recession, even as the market downturn caused DC plan
participants’ account balances to plummet, DC plan sponsors had the
flexibility to suspend or reduce their contributions. In contrast, when DB
plan sponsors experienced large declines in their plan assets due to
market losses, and increases in liabilities due to low interest rates, many
were required to increase their contributions in response to these
changing conditions.®

5 According to Investment Company Institute, about $424 billion of the funds going into
traditional IRAs in 2014 were rollovers from employer-sponsored DC or DB plans. See ICl,
“The Role of IRAs in US Households’ Saving for Retirement, 2016,” /CI Research
Perspective, vol. 23, no. 1 (January 2017). Rollovers accounted for approximately 92
percent of asset growth in IRAs in 2014.

'6 Because DB plan sponsors bear most of the financial risks for their plans, DB plan
sponsorship exposes employers to more risks than DC plan sponsorship, including risks
such as poor investment returns, decreases in interest rates, increases in longevity, and
globalization of the economy. For a more detailed discussion of the factors and decisions
affecting the shift from DB to DC plans, see, for example, Teresa Ghilarducci, When I'm
Sixty-Four: The Plot Against Pensions and the Plan to Save Them (Princeton, NJ:
Princeton University Press, 2008), Chapter 3, “When Bad Things Happen to Good
Pensions—Promises Get Broken.”
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|
Table 1.1: Key Characteristics of Private Sector Defined Contribution and Defined Benefit Plans

Defined contribution (DC) plans

Defined benefit (DB) plans

Employer
contributions
and/or matching
contributions 2

There is no requirement that the employer contribute [to

individuals’ DC accounts], except for certain types of
plans.b The employer may choose to match a portion of
the employee’s contributions or to contribute without
employee contributions. In some plans, employer
contributions may be in the form of employer stock.

Employer funded. Federal rules set amounts that
employers must contribute to plans in an effort to
ensure that plans have enough money to pay
benefits when due. There are penalties for failing to
meet these requirements.

Employee
contributions

Many plans require the employee to contribute in order
for an account to be established.

Generally, employees do not contribute to these
plans.°

Managing the

The employee often is responsible for managing the
investment of his or her account, choosing from

Plan officials manage the investment and the
employer is responsible for ensuring that the amount

nvestment investment options offered by the plan. In some plans, it has put in the plan plus investment earnings will be
plan officials are responsible for investing all the plan’s enough to pay the promised benefit.
assets.
Amount of The benefit depends on contributions made by the A promised benefit is based on a formula in the plan,
benefits paid upon ~ €mployee and/or the employer, performance of the often using a combination of the employee’s age,
retirement account’s investments, and fees charged to the account. years worked for the employer, and/or salary.

Type of retirement
benefit payments

The retiree may transfer the account balance into an

individual retirement account (IRA) from which the retiree

withdraws money, or may receive it as a lump-sum
payment. Some plans also offer monthly payments
through an annuity.

Traditionally, these plans pay the retiree monthly
annuity payments that continue for life. Plans may
offer other payment options [such as lump sums].

Guarantee of

No federal guarantee of benefits.

The federal government, through the Pension

benefits Benefit Guaranty Corporation (PBGC), guarantees
some amount of benefits.
Leaving the The employee may transfer the account balance to an If an employee leaves after vesting in a benefit but

company before

IRA or, in some cases, another employer plan, where it

before the plan’s retirement age, the benefit

can continue to grow based on investment earnings. The
employee also may take the balance out of the plan, but
will owe taxes and (Possibly penalties, thus reducing
retirement income.® Plans may cash out small accounts.®

generally stays with the plan until the employee files
a claim for it at retirement. Some defined benefit
plans offer early retirement options. [Plans may also
cash out small accounts.]

retirement age

Source: Department of Labor pamphlet (August 2013). | GAO-18-111SP

® ERISA provides plan sponsors some flexibility in designing their plans’ eligibility and vesting policies.
In DC plans, sponsors may require an employee to work a certain length of time to become eligible,
and participants may need to work up to 6 years to fully vest in the funds added to their accounts
derived from employer contributions. In DB plans, eligibility and participation are typically automatic
upon employment but participants may need to work up to 7 years to fully vest in the accrued benefits
derived from employer contributions.

® Exceptions include SIMPLE and safe harbor 401(k) plans, money purchase plans, Savings Incentive
Match Plan for Employees Individual Retirement Accounts (SIMPLE IRA), and Simplified Employee
Pension Plans (SEP). The employer may also have to contribute in certain automatic enroliment
401(k) plans.

°In private sector DB plans, contributions are typically made by employers only. But in public sector
DB plans, contributions are typically made by both employers and employees. (Also, because public
sector plans are not governed by most of the substantive requirements under ERISA, there can be
more variability with regard to many of the provisions described in this table.)

9There are exceptions to the tax penalties for early withdrawal of funds from a qualified retirement
plan, such as for certain medical expenses or total disability.
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Pension Protection Act of 2006 (PPA)

The PPA made several important revisions to
ERISA, including:

Source: GAO and Congressional Research Service. | GAO-

strengthened minimum plan funding
standards for defined benefit plans,

enhanced protections for spouses,

strengthened plan asset diversification
requirements,

included provisions to improve the
portability of pension plans,

facilitated the adoption of automatic
enroliment and target date funds for
defined contribution plans, and

increased the breadth and complexity of
pension plan sponsors' reporting and
disclosure requirements.

18-111SP

° Either upon retirement, or when leaving employment before retirement, employees may also have
the option of leaving their account balances in the employer’s DC plan.

Another reason retirement experts cite for the switch to DC plans was the
introduction of 401(k) accounts in the Internal Revenue Code in 1978,
which they credit with fostering the adoption of account-based plans by
sanctioning the use of salary deferrals as a source of contributions. In
contrast, over time, new requirements have been placed on DB plans
that, according to some retirement experts, added to their costs and
made reporting and funding the plans more burdensome. For example,
some experts have cited the additional reporting requirements enacted
under the Pension Protection Act of 2006 (PPA) and increases in PBGC
premiums as contributing to the costs and burden on DB plan sponsors."’

Some retirement experts have also suggested that employees’
preferences and demands have changed over time, making DC plans
more feasible and, in some respects, more appealing. For example, some
analysts have noted that the portability of an account-based plan can be
better suited to meet the needs of a more mobile workforce.'® Meanwhile,
some experts have noted that the declining presence of unions and
collective bargaining has reduced the ability of workers to negotiate
access to pensions, especially DB plans. In 1983, just over 20 percent of
the workforce belonged to a union; by 2016, the percentage had dropped
by almost half, to 10.7 percent.™

7 PBGC officials noted, however, that most premium increases have occurred since
2012, following passage of the Moving Ahead for Progress in the 21st Century Act (MAP-
21), so the long-term decline in DB plans arguably has little to do with premiums
(increases or otherwise).

18 At the same time, as discussed in section 2, portability can also be a source of
leakage—that is, funds being taken out of retirement savings and used for non-related
expenses. For more on this topic, see GAO, 401(k) Plans: Policy Changes Could Reduce
the Long-term Effects of Leakage on Workers’ Retirement Savings, GAO-09-715
(Washington, D.C.: Aug. 28, 2009).

19 BLS statistics-based data from CPS on union affiliation of wage and salary workers,
age 16 or older.
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Economic and
Societal Trends That
May Impede
Individuals’ Ability to
Save for Retirement

Section 1: Landscape of U.S. Retirement
System Has Shifted

Since 1974, different generations have faced different responsibilities and
decisions when planning for and managing their retirement, in part
because of the shift to a DC-centered retirement system, but also
because of economic and societal changes that may impede individuals’
ability to save for retirement. Each successive generation has needed to
become more personally responsible for retirement planning to ensure
sufficient income in retirement. Experts vary in their views on the extent to
which those retiring now have saved enough to last through retirement,
but most agree that future retirees will need to save more to maintain their
desired standards of living in light of the range of risks they face, including
employment risk, investment risk, economic risk, health risk, and
longevity risk.?° Yet, economic and societal trends may make it difficult for
current working-age individuals to contribute to DC plans and retirement
savings accounts and plan effectively for all these risks. The more time a
generation is subject to these economic and societal trends, the more
these trends continue to place pressure on income security and widen
disparities, the harder it may be for younger generations to achieve a
secure retirement in the future.

Economic Trends

Deferring current consumption and saving for retirement is difficult, but
several economic trends such as slow wage growth, high levels of
household debt, and rising health care costs could make it even more
difficult, in different ways. First, average real wages remain near the
levels they were in the 1970s for most individuals, adding to the difficulty
of increasing their level of saving.?' As shown in figure 1.2, while mean
household income has increased for the top 20 percent of households
(and for the top 5 percent, in particular), it has stayed relatively constant
for the bottom 80 percent of households. If wages continue to stagnate for

20 For further discussion of savings adequacy, the amount of income needed to be
replaced in retirement, the increasing cost of retirement, and the range of risks individuals
face in managing their retirement savings, see section 2 as well as GAO, Retirement
Security: Most Households Approaching Retirement Have Low Savings, GAO-15-419
(Washington, D.C.: May 12, 2015); and Retirement Security: Low Defined Contribution
Savings May Pose Challenges, GAO-16-408 (Washington, D.C.: May 5, 2016).

21 Level real wages are a concern because a variety of factors—including reduced support
from DB plans, higher health care costs, longer life spans, and lower interest rates—make
financing retirement more expensive than in the past, so that higher real wages might be
needed to finance a secure retirement. See Alicia H. Munnell, Falling Short: The Coming
Retirement Crisis and What to Do About It (Chestnut Hill, MA: Center for Retirement
Research at Boston College, April 2015).
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most workers, future generations of retirees will continue to find it
challenging to provide for a secure retirement.??

|
Figure 1.2: Mean Household Incomes, by Quintiles and Top 5 Percent, 1970-2015

Average annual income (in 2015 dollars)
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Source: GAO analysis of U.S. Census Bureau data. | GAO-18-111SP

Note: The changes over time are cross-sectional comparisons, not longitudinal ones—that is, the
households in a particular quintile in one year may not be the same households in that quintile in
another year.

The top 5 percent is also included in the highest quintile.

In addition, according to the 2016 Survey of Consumer Finances, the
median real value of debt held by households has risen significantly since
1989 and may affect households’ financial security in retirement (see fig.
1.3).2 While this statistic fell between 2010 and 2016 for three of the four

age groups we examined, the median real value of debt was still much

22 |n addition, our prior work suggests that, in the aftermath of the 2007-2009 recession,
more workers may have alternative employment arrangements (i.e., work in temporary,
contract, or other forms of non-standard employment arrangements) in which they may
not receive employer-provided retirement and health benefits. We also found that many of
these workers (referred to as contingent workers) receive lower wages and benefits than
workers in standard employment arrangements. See GAO, Contingent Workforce: Size,
Characteristics, Earnings, and Benefits, GAO-15-168R (Washington, D.C.: Apr. 20, 2015).

23 We use 1989 as a starting point because the data summarized in the Survey of
Consumer Finances (SCF) chartbooks begin with this year. See Board of Governors of
the Federal Reserve System, 2016 SCF Chartbook (Washington, D.C.: Sept. 27, 2017).
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higher than it was in 1989. For example, from 1989 to 2016, the median
real value of debt grew 67 percent (in constant 2016 dollars) for
households headed by someone age 35 through 44, and by 104 percent
for households headed by someone age 45 through 54. Also, according
to analysts at the Federal Reserve, the make-up of debt has changed
over time, with declining home ownership and rising education debt,
which increased substantially between 2013 and 2016.2* The increase in
debt loads could impede these households’ ability to save for retirement
during an important stage of their prime working years.

Figure 1.3: Median Value of Household Debt by Age of Head of Household, 1989-2016

Adjusted 2016 dollars
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Household head age 45 to 54
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25,000
0
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Source: GAO analysis of the Federal Reserve Board of Governor's 2016 Survey Consumer Finances Data. | GAO-18-111SP

Note: Debt includes housing debt (such as mortgages or home equity lines of credit), credit card
balances, installment loans, and other lines of credit.

Individuals must also contend with rising health care costs as they strive
to save for retirement.?® Paying for rising health care costs during one’s
working years can make it more difficult to allocate income to save for

24 Jesse Bricker et al. “Changes in U.S. Family Finances from 2013 to 2016: Evidence
from the Survey of Consumer Finances,” Federal Reserve Bulletin, vol. 103, no. 3
(September 2017).

25 For further discussion of the challenges related to accumulating sufficient retirement
savings, see section 2.
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retirement.?® In addition, rising health care costs can increase the overall
amount individuals may need to save to ensure they have an adequate
income once they retire. Research indicates that many retirees spend
large shares of their income on health-related expenses, including out-of-
pocket costs and premiums, and that out-of-pocket spending generally
rises as people age.?’

For example, according to data from the Centers for Medicare & Medicaid
Services (CMS) from 2002 to 2012, out-of-pocket health care spending
per capita has grown at a faster rate than overall inflation—an average
2.9 percent versus 2.4 percent per year.? Going forward, CMS
projections estimate that the annual growth rate for out-of-pocket health
care spending per capita will accelerate to about 4.8 percent by 2020 and
remain at or above 4.0 percent through 2025 (see fig. 1.4).2° While these
costs are projected to rise for the population as a whole, individuals age
65 or older face the highest health-related expenses. On a per person
basis, CMS data show that out-of-pocket health care spending was nearly
3.5 times higher for individuals age 65 or older compared to those age 19
to 64 in 2012. The rising cost of health care later in life could be
particularly daunting for younger generations given increases in average
life expectancy and health care needs in a person’s final years, making
retirement planning even more important.

%6 Further, some research has shown that health care costs have continued to increase
while median inflation-adjusted wages have stagnated. See Harriet Komisar, The Effects
of Rising Health Care Costs on Middle-Class Economic Security (Washington, D.C.:
AARP Public Policy Institute, 2013).

27 Health care premiums have risen more quickly than inflation over time. However, out-of-
pocket health spending among retirees varies according to a number of factors, including
whether the retiree is covered by Medicare, has purchased Medicare supplemental
coverage (such as Part D prescription coverage), or is dually eligible for Medicaid. In our
previous work, we analyzed consumption for households in various age groups. We found
that older retiree households (those headed by individuals age 80 or older) spent 15
percent of their total spending on health care, which was more than double the share
spent by mid-career households (those headed by individuals age 45 through 49). See
GAO-16-242.

2 The average annual rate of change in inflation is based on Consumer Price Index data

from DOL’s BLS. BLS research using Consumer Expenditure Survey data also found that
health care spending has grown as a share of household expenditures from 2005 to 2014.
See Ann C. Foster, “Household Healthcare Spending in 2014,” Beyond the Numbers, vol.

5, no. 13 (BLS: August 2016).

29 CMS, Office of the Actuary in the Centers for Medicare & Medicaid Services, National
Health Expenditure Projections 2016-2025.
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Figure 1.4: Projected Growth in Out-of-Pocket Health Care Spending
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Source: GAO analysis of data from the Centers for Medicare and Medicaid Services and the Bureau of Labor Statistics. | GAO-18-111SP

Note: Out-of-pocket spending includes direct spending by consumers for all health care goods and
services, including coinsurance, deductibles, and any amounts not covered by insurance; however,
premiums paid by individuals for private health insurance are not included. Amounts are in nominal
dollars, not adjusted for inflation.

Societal Trends As greater responsibility is shifting to individuals for assuring their own

retirement security, some societal trends—such as increases in life

Longevity risk: the risk that individuals may ~ €Xpectancy and changes in household composition—have the potential to

outlive their retirement savings. increase economic vulnerability for retirees. For example, life expectancy

Source: GAQ (see glossary). | GAO-18-111SP for those age 65 or older has increased significantly over the past century
and is projected to continue to increase (see fig. 1.5). A man born in
1915, once reaching age 65, could expect to live to age 79.7, on average,
but a man born in 2015, once reaching age 65, can expect to live to age
86.1 on average—an increase of about 6.4 years.* Similarly, a woman
born in 1915, once reaching age 65, could expect to live to age 83.7,0n

30 Based on Social Security Administration, Office of the Chief Actuary, “Life Tables for the
United States Social Security Area 1900 to 2100,” Actuarial Study number 120, SSA pub.
No. 11-11536 (August 2005). However, lower-income groups’ life expectancy has not
increased as much as higher-income groups’ life expectancy. For further discussion of
issues surrounding disparities in life expectancy and the implications for retirement
planning, see GAO, Retirement Security: Shorter Life Expectancy Reduces Projected
Lifetime Benefits for Lower Earners, GAO-16-354 (Washington, D.C.: Mar. 25, 2016).
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average, but a woman born in 2015, once reaching age 65, can expect to
live to age 88.7—an increase of about 5.0 years. Thus, people retiring at
age 65 are now exposed to retirement risks for longer periods than
previous generations. As a result, rising life expectancy after age 65 may
exacerbate the challenge of achieving economic security throughout
retirement (referred to as longevity risk), requiring that individuals engage
in more planning and saving to support longer retirements.

Figure 1.5: Increasing Life Expectancy in the United States, 1900-2100

Remaining life expectancy at age 65 (in years)
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L .
Source: GAO analysis of data from U.S. Social Security Administration life tables. | GAO-18-111SP Estimated

Note: Cohort life expectancy at age 65 by year of birth based on the death rates for those age 65 and
all older ages that were, or are projected to be, experienced for those born in that specific year.

Additionally, fewer people are getting married, and those who do get
married often do so later in life and stay married for shorter periods of
time. Specifically, from 1980 to 2016, the proportion of the population age
15 or older that is not married (i.e., never married, divorced, or widowed)
has increased from 39 to 48 percent (see fig 1.6). These trends have
disproportionately occurred within the nation’s most vulnerable
populations: low-income, less-educated individuals, and some minorities.
Among low-income individuals, the proportion of the population that is not
married has been decreasing, but is still much larger than for the
population overall. For example, in 2016, 62 percent of low-income
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individuals were not married, compared with 48 percent of the overall
population. 3"

Figure 1.6: Marital Status in the United States over Time, 1980-2016
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Source: GAO analysis of data from the U.S. Census Bureau. | GAO-18-111SP

Other Trends Affecting Women in
Retirement

At the same time, women'’s participation in the
workforce has been rising, which generally
improves retirement income security. See
GAO-14-33.

Also, family size has been decreasing. In
1975, families with children under age 18 had,
on average, 2.09 children. By 2016, the
average number of children had fallen to 1.89.
(U.S. Census Bureau, Current Population
Survey, 2016.)

Source: GAO and Census. | GAO-18-111SP

Note: Low-income includes individuals with earnings less than $15,000 annually, in nominal dollar
values. Totals may not add to 100 percent due to rounding.

These societal trends have consequences for economic security in
retirement. Unmarried individuals are unable to take advantage of the
economic benefits of marriage and may therefore be at greater risk of
poverty in old age. For example, single households may be more
vulnerable to economic and health shocks because they cannot pool
resources with a spouse against risks of job loss, illness or disability. In
addition, never married individuals are also unable to take advantage of
some federal benefits and other protections that are conferred through
marriage, such as Social Security and DB plan survivor benefits.

31 For further details on these trends, see GAO, Retirement Security: Trends in Marriage
and Work Patterns May Increase Economic Vulnerability for Some Retirees, GAO-14-33
(Washington, D.C.: Jan. 15, 2014).
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“When seeking to accumulate
financial resources for
retirement, the challenges
that individuals face vary

by whether they have access
to an employer-sponsored
plan, and if so, the type

of retirement plan

they have access to.”

“Having access to an
employer-sponsored
retirement plan makes it
easier to save, and more
likely that an individual
will have another source
of income in retirement
beyond Social Security.”

“As individuals enter
retirement, they face the
challenge of ensuring that
their accumulated resources
last throughout retirement,
whatever their mix of
resources might be.”



Section 2: Individuals Face Three Key
Challenges in Planning and Managing Their
Retirement

When trying to plan or manage their retirement to provide for a financially
secure future, individuals face three key challenges. First, they may not
have access to a retirement plan through their employer. Second, even if
they have access to an employer-sponsored plan, they may have
difficulty accumulating retirement savings or benefits due to constraints
on their income, or the plan’s structure and policies. Third, individuals
may have difficulty making accrued savings and benefits last with the
increases in longevity that further raise the risk of outliving their savings.’

Regardless of whether they have access to an employer-sponsored plan
and the structure of that plan, individuals are likely to face a series of
complex financial decisions over how to manage a myriad of potential
sources of retirement income (see fig. 2.1)—decisions that they may be
ill-equipped to make, and that could have significant consequences for
their financial security throughout retirement.

Figure 2.1: Aggregate Income, by Source, for Households Age 65 or Older, 2015

Social Security
Social Security retirement program: Provides lifetime
benefits to retirees (and their spouses and survivors)
based on time worked and earnings in jobs during which
Social Security taxes were paid (referred to as “covered
employment”).

Social Security disability program: Provides cash
payments to people who meet the federal requirements.

Other Social Security: Includes transitionally- insured
benefits and special age-72 benefits.

Other

Earnings
Wage and salary income.
Self-employment income.

Asset income

= Home equity: Income from selling
a home or obtaining a reverse mortgage.
Non-retirement savings and investments:
Includes income from interest, dividends,
estates or trusts, and royalties.

Cash public assistance: Benefits from Supplemental Security

Income (SSI) and other cash public assistance payments

Non-cash assistance: Includes Supplemental Nutrition
Assistance Program (SNAP) benefits, energy assistance,
and housing assistance payments.

Source: GAO analysis of 2015 Social Security Administrative data (rel

Pension and retirement savings plans
® Employer-sponsored defined benefit plans:
Typically provides benefits in the form of an annuity.
® Employer-sponsored defined contribution plans:
401(k) and others provide an account balance based
on contributions and investment returns.
® |ndividual retirement accounts (IRA): Provides account
leased in 2017). | GAO-18-111SP balance based on contributions and investment returns.

Note: Also includes information on sources of income from GAO-15-419.

" The challenges discussed in this section are applicable primarily to private sector
workers, as the challenges faced by public sector workers are somewhat different.
Virtually all public sector workers have access to employer-sponsored retirement plans, in
most cases, DB plans. However, public sector plans are not governed by most of the
substantive requirements under ERISA, including PBGC insurance.
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Challenge 1:
Accessing Employer-
Sponsored
Retirement Plans

Section 2: Individuals Face Three Key
Challenges in Planning and Managing Their
Retirement

About two-thirds of private-sector workers in the United States had
access to an employer-sponsored retirement plan in 2016,2 and about a
third did not.? Although individuals without access to an employer-
sponsored plan can save for retirement on their own, having access to an
employer-sponsored retirement plan makes it easier to save, and more
likely that an individual will have another source of income in retirement
beyond Social Security. In addition, certain U.S. workers are more likely
to lack access than others. For example, those working for smaller firms
and in certain industries are less likely to have access. Similarly, low-
income workers are less likely to have access to an employer-sponsored
plan, even when working for an employer that offers a plan, due to
eligibility requirements. The federal government has taken various steps
to encourage greater access, primarily by offering tax incentives, but with
limited success.

Smaller Firms and Firms
in Certain Industries Are
Less Likely to Offer Plans

Employed by Smaller Firms

In a 2015 report, we analyzed data from the Census Bureau’s (Census)
Survey of Income and Program Participation (SIPP) and found that those
who are employed by smaller firms were less likely to have access to an
employer-sponsored retirement plan.* Also, our analysis of BLS data
found that workers in certain industries were less likely to have access to
an employer-sponsored retirement plan.

We have previously found that those who worked for firms with 50 or
fewer workers were more than 9 times less likely to have access to an
employer-sponsored retirement plan compared to workers at the largest
firms, after controlling for other factors (see fig. 2.2).5 Smaller firms were

2 Bureau of Labor Statistics, National Compensation Survey, Retirement benefits: Access,
participation, and take-up rates, private industry (Washington, D.C.: July 2016). In this
report, we use the phrase “access to an employer-sponsored retirement plan” to mean
that a worker’s employer is offering a plan and that the worker is eligible to participate in
the plan.

3 n our 2015 report on retirement plan coverage, we found similar results using Survey of
Income and Program Participation (SIPP) data matched with W2 tax data. We calculated
that 61 percent of private sector workers had access to an employer-sponsored retirement
plan, while 39 percent did not. In addition, in our 2015 report, we estimated that another
15 percent chose not to participate, even though they had access, so that overall, about
half of private sector workers lacked coverage from a workplace plan. See GAO,
Retirement Security: Federal Action Could Help State Efforts to Expand Private Sector
Coverage, GAO-15-556 (Washington, D.C.: Sept. 10, 2015).

4 GAO-15-556.
5 GAO-15-556.
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not sponsoring plans for a variety of reasons, such as the administrative
burden of sponsoring a plan and lack of financial resources.® For
example, we found that small employers could be less willing or less able
to sponsor a retirement plan because of the one-time costs to start a plan
and the ongoing costs of maintaining the plan.” Additionally, small
employers we interviewed stated that general economic uncertainty made
them reluctant to commit to such long-term expenses and explained that
they needed to reach a certain level of profitability before they would
consider sponsoring a plan.8

Figure 2.2: Workers’ Access to Employer-Sponsored Retirement Plans by Firm Size, 2012

50 or fewer workers 67% 33.0
51 to 100 workers 40% 7.0

BV 13.1
4.8

101 to 500 workers 27%

501 to 1,000 workers m .
More than
1,000 workers 15 [ 77 .

0 10 20 30 40 50

Number of workers (in millions)

I:I No plan offered
- Plan offered

Source: GAO analysis of weighted Survey of Income and Program Participation (SIPP) data for private sector workers, 2012. | GAO-18-111SP

Note: Based on data from GAO-15-556, Table 10. The 95 percent confidence intervals for estimates
in this graph are within +/- 12.0 percent of the estimates themselves.

Work in Certain Industries BLS data also show that workers’ access to employer-sponsored
retirement plans varies based on the industry in which they work (see fig.

6 According to our analysis of SIPP data in prior work, 33 million workers were employed
by businesses with 50 or fewer workers in 2012, which was approximately 32 percent of
the private sector labor force. See GAO-15-556.

" See GAO, Private Pensions: Better Agency Coordination Could Help Small Employers
Address Challenges to Plan Sponsorship, GAO-12-326 (Washington, D.C.: Mar. 5, 2012).

81n 2012, we reported that according to several experts, a firm’s age could also affect the
likelihood of plan sponsorship, with newer employers less likely to sponsor a plan. Small
firms often had limited financial resources and faced a high probability of failure during
their first several years before they were stable enough to sponsor a plan, and may
hesitate before adding additional fixed costs. See GAO-12-326.
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2.3).° For example, in 2016, 89 percent of workers in information services
had access to an employer-sponsored plan, compared with 32 percent of
workers in the leisure and hospitality industry—the lowest percentage of
workers in any industry. ' In the next lowest industry, other services, 47
percent of workers had access to a plan.' Also, while union membership
has been declining overall, it remains somewhat stronger among workers
in the industry with the most access to an employer-sponsored plan
(information services) compared to workers in the industry with the least
access (leisure and hospitality). Union membership is 8.6 percent in
information services versus 3.2 percent in leisure and hospitality.?

% National Compensation Survey, 2016. Although there are different surveys that provide
data on access by type of employment, we chose the National Compensation Survey
(NCS) for this part of our analysis because the data are publicly available and allowed us
to examine access by industry, a topic not explored in our past work prior to this report.
Other surveys with data on access by type of employment include the CPS and the SIPP.
Estimates of participation rates vary across studies because the study sample varies (e.g.,
whether the study includes full and part-time workers, or is based on household, firm-level,
or industry-level data). Nevertheless, research has shown a persistent gap in access
among private sector workers across a number of different categories. For more
information on the differences in estimates across these three surveys, see GAO-15-556.

191n the NCS, BLS’ definition of retirement benefits includes DB pension plans and DC
retirement plans. BLS defines leisure and hospitality as consisting of the arts,
entertainment and recreation sector, which includes a wide range of establishments that
operate facilities or provide services to meet varied cultural, entertainment, and
recreational interests of their patrons, and the accommodation and food service sector,
which is comprised of establishments providing customers with lodging and/or preparing
meals, snacks, and beverages for immediate consumption.

" The average weekly earnings of workers in the leisure and hospitality industry were
about half those of workers in the next closest category, other services: $393 compared
with $745. BLS defines the other services sector as establishments primarily engaged in
activities such as equipment and machinery repair, promoting or administering religious
activities, grant making, advocacy, and providing dry cleaning and laundry services,
personal care services, death care services, pet care, photo finishing, temporary parking
services, and dating services. The other services sector does not include public
administration.

12 According to BLS, in 2016 10.7 percent of wage and salary workers (a total of 14.6
million workers) were members of unions. In 1983, the first year for which comparable
union data are available, 20.1 percent of wage and salary workers (a total of 17.7 million
workers) were members of unions. BLS defines union membership rate as the percent of
wage and salary workers who were members of unions. Bureau of Labor Statistics, Union
affiliation of employed wage and salary workers by occupation and industry (Washington,
D.C.: January 2016).
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Figure 2.3: Workers’ Access to Employer-Sponsored Retirement Plans by Industry, 2016
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Source: GAO analysis of data from the Bureau of Labor Statistics, National Compensation Survey and Current Employment Statistics, March 2016. | GAO-18-111SP
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Note: Data on private sector worker’s access from the National Compensation Survey; data on
number of workers by industry from the Current Employment Statistics. The 95 percent confidence
intervals for estimates in this figure are within +/- 16.2 percent of the estimates themselves.

Lower-Income Workers Compared to workers in the highest income quartile, our 2015 report
Have Less Access to Ifouncljkthlat workelisfin the Iowlest incrc])me 1<:qfuar;[jile were nearly Ifourt’;ime?j
_ ess likely to work for an employer that offered a retirement plan, base
on our analysis o ata, controlling for other factors (see fig.
Employer-Sponsored lysis of 2012 SIPP data, controlling for other factors (see fig
PlanS 2_4)_13

13 GAO-15-556.
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Figure 2.4: Workers’ Access to Employer-Sponsored Retirement Plans by Income Level, 2012
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Source: GAO analysis of weighted Survey of Income and Program Participation (SIPP) data for private sector workers, 2012. | GAO-18-111SP

Note: Based on data from GAO-15-556, Table 10. The 95 percent confidence intervals for estimates
in this figure are within +/- 7.0 percent of the estimates themselves.

Even when employers offer a plan, as we noted in a 2016 report, some
individuals may lack access due to various eligibility requirements.' For
example, employers can establish minimum service eligibility policies
which require employees to work for an employer for a certain period of
time, generally up to one year, before they can enroll and participate in a
401(k) plan. According to a 2014 report from the Center for Retirement
Research at Boston College, one reason lower-income workers lack
access to employer-sponsored retirement plans is that they struggle to
meet plan eligibility requirements related to sufficient tenure and hours
worked.'® In addition, low-income workers tend to have weaker labor

4 See GAO, 401(k) Plans: Effects of Eligibility and Vesting Policies on Workers’
Retirement Savings, GAO-17-69 (Washington, D.C.: Oct. 21, 2016). Individuals whose
employers offer DB plans are less likely to face barriers due to age and service-related
eligibility requirements, when compared to individuals in DC plans, as enrollment in DB
plans is generally automatic.

15 BLS data also suggest that the extent of part-time employment in certain industries
affects access to retirement benefits. Specifically, BLS determined that access rates for
retirement benefits are 21 percentage points greater for industries in which employees
tend to work more hours per week (such as health care, information, and construction)
than industries in which employees work fewer hours (such as accommodation and food
services, arts, entertainment, recreation, and retail). See Bureau of Labor Statistics, “The
Relationship between Access to Benefits and Weekly Work Hours,” Monthly Labor Review
(June 2015).
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force attachment and higher unemployment rates.'® Our prior work
supports these observations. For example:

« Insufficient tenure and hours worked: In a recent report, we found
that employer-established eligibility policies, such as tenure and hours
worked requirements, can affect whether employees qualify to
participate in a plan.'” Because of these policies, part-time workers
were about 2.6 times less likely than full-time workers to be eligible for
a retirement savings program offered by their employer, after
controlling for other factors.®

« lIrregular (or contingent) work: In a 2015 report, we found that,
compared to standard workers, workers who have temporary,
contract, or other forms of non-standard employment receive lower
wages and benefits. Further, we found that the odds of participating in
a work-provided retirement plan were an estimated 67.6 percent lower
for such workers (referred to as contingent workers) than for standard
workers.'® While estimates on the size of the contingent workforce
vary, our prior work suggests it has grown since the 2007-2009
recession.

16 April Yanuyan Wu, Mattthew S. Rutledge, and Jacob Pengalse, Why Don’t Lower-
Income Individuals Have Pensions? (Chestnut Hill, MA: Center for Retirement Research
at Boston College, April 2014).

7 See GAO-17-69. In this report, we used the term eligibility policies to refer to 401(k)
plan policies that require employees to reach a minimum age (minimum-age policies) or
work for a minimum length of time (minimum-service policies) before they can participate
and save their earnings in a plan.

8 GAO-17-69 and GAO-15-556. ERISA provides the legal framework for eligibility policies
used by private sector employers sponsoring retirement plans. For example, ERISA
allows sponsors to require their employees to work up to 1,000 hours per year and to be
at least age 21 to be eligible to join their retirement plan. In GAO-17-69, we surveyed 80
401(k) plan sponsors and plan professionals and found that 33 had policies that did not
allow workers younger than age 21 to participate in the plan. Assuming a minimum age
policy of 21, GAO projections estimated that a medium-level earner who does not save in
a plan or receive a 3 percent employer matching contribution from age 18 to 20 could
have $36,422 (in 2016 dollars) less savings by their retirement at age 67.

9 See GAO-15-168R.
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Federal Efforts to Expand
Access

Nondiscrimination rules: rules that generally
require contributions or benefits provided
under a pension or retirement savings plan
not to discriminate in favor of highly-
compensated employees in order for the plan
to qualify for preferential tax treatment.

Source: GAO (see glossary). | GAO-18-111SP

Despite various federal efforts since 1975, there has been little
improvement in increasing access to employer-sponsored retirement
plans.?® The primary way that the federal government has tried to
encourage greater plan formation is through increased tax incentives.?' In
structuring these tax incentives, Congress sought to help ensure that
lower-paid employees have equitable access to plan benefits, in part
through nondiscrimination rules. However, our prior work has found that
plan formation has not resulted in any significant expansion of access,
even with these incentives and rules in place.? For example, despite
several legislative efforts that increased the tax qualified contribution
limits to 401(k) plans during this period, the number of plans actually
declined between 2000 and 2011.23

20 For previously issued GAO recommendations for executive action and matters for
congressional consideration in this area see, appendix IV.

21 1n 2001, the Economic Growth and Tax Relief Reconciliation Act (EGTRRA) created a
tax credit for small employers to offset pension plan startup costs. The credit for small
employer pension plan startup costs applies to certain startup costs in connection with the
establishment of a new qualified DB plan, DC plan (including 401(k) plans), SIMPLE IRA
plan, or SEP IRA plan. To be eligible, an employer must have no more than 100
employees who received at least $5,000 of compensation in the preceding year. The
credit equals 50 percent of qualified startup costs, which include administration costs and
employee education, up to a maximum of $500 per year (for the first three years of the
plan). The Pension Protection Act of 2006 made these EGTRRA provisions permanent.
For more information, see GAO-12-326.

22 gee GAO, Private Pensions: Some Key Features Lead to an Uneven Distribution of
Benefits, GAO-11-333 (Washington, D.C.: Mar. 30, 2011). Another study also noted that
nondiscrimination rules may not lead to greater access. See Peter Brady, “Pension
Nondiscrimination Rules and the Incentive to Cross Subsidize Employees,” Investment
Company Institute, PEF vol. 6, no. 2 (July, 2007). For more information about the history
of nondiscrimination rules, dating back to 1937, see appendix I.

23 Increasing the contribution limits could spur plan formation to the extent that a firm’s
owners and highly-compensated employees find it attractive to save more for retirement
on a tax-deferred basis. Other factors, for example the 2007-2009 recession, likely
contributed to the lack of plan formation during this period. However, plan formation did
not increase even in the immediate years following legislation in 2001 that increased the
contribution limits and made other changes to spur plan formation. See GAO, Private
Pensions: Pension Tax Incentives Update, GAO-14-334R (Washington, D.C.: Mar. 20,
2014).
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Safe harbor 401(k) plan: a safe harbor
401(k) is similar to a traditional 401(k) plan,
but the employer is required to make
contributions for each employee. The safe
harbor 401 (k) eases administrative burdens
on employers by eliminating some of the rules
ordinarily applied to traditional 401(k) plans.
Source: GAO (see glossary). | GAO-18-111SP

In addition, in response to concerns from employer organizations and
small employers that fear of litigation was a key reason for choosing not
to sponsor plans, federal agencies have also established safe harbor
regulations to encourage sponsorship by helping protect employers from
such risk. For example, in 2007, DOL created a regulatory safe harbor to
limit plan sponsor liability for investing contributions on behalf of
employees into default investments when employees do not otherwise
make an election. In addition, DOL identified three examples of default
investment options that, if selected by sponsors, would qualify the plan for
safe harbor protection.?* Nevertheless, there has been little improvement
in the number of employers offering new retirement plans in recent
decades.

The federal government also tried to increase access by developing a
new savings vehicle, called myRA, for those without access to employer-
sponsored plans. A type of Roth IRA account, myRA was created by
Treasury in 2014 to help people take the first step toward saving for
retirement. In myRA accounts, contributions are invested in a no fee, risk
free bond. However, on July 28, 2017, Treasury announced that it is
phasing out myRA accounts because the program has not been cost-
effective.

In light of the relatively limited effect federal efforts have had in
significantly increasing access, some states have taken the initiative to
create alternative retirement savings programs for private sector workers
without access to employer-sponsored plans within their states. In a 2015
report, we found that at the time of our review, 29 states had enacted, or
were considering, state level retirement savings plan options for private
sector workers.?® For example, in 2012, Massachusetts enacted a law
that authorized the state to sponsor a state-run 401(k) plan that can be
adopted by not-for-profit employers with fewer than 20 employees. Also,
Washington was planning to create a state-facilitated small business

24 These default investment options, known as qualified default investment alternatives
(QDIA), include: (1) target date funds; (2) balanced funds; and (3) managed account
services. If 401(k) plan fiduciaries default participants who do not provide investment
directions with respect to their plan contributions into one of these three options, and they
satisfy all other requirements of the QDIA regulation, they can limit their liability under the
law. See GAO, 401(K) Plans: Improvements Can Be Made to Better Protect Participants
in Managed Accounts, GAO-14-310 (Washington, D.C.: June 25, 2014); and 401K Plans:
Clearer Regulations Could Help Plan Sponsors Choose Investments for Participants,
GAO-15-578 (Washington, D.C.: Aug. 25, 2015).

25 GAO-15-556.
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Challenge 2:
Accumulating
Sufficient Retirement
Savings

Financial literacy: the ability to make
informed judgments and take effective actions
to improve one’s present and long-term
financial well-being.

Source: GAO (see glossary). | GAO-18-111SP

retirement marketplace that would list a variety of approved retirement
plans through which employers with fewer than 100 employees could
choose to offer their workers a retirement savings plan, to be
implemented in 2017. However, the future of these state efforts is
unclear. In the past, some employer groups and financial services firms
have raised concerns about how such arrangements could affect
employers that already offer retirement plans. In February 2017,
Congress passed two joint resolutions disapproving DOL’s final rule
providing a safe harbor to states and political subdivisions related to
savings arrangements they establish for non-governmental employees.?®

Some individuals face greater challenges accumulating retirement
savings than others, depending on their type of retirement plan, if any.
While retirement savings may often be adequate for those with higher
incomes, those with lower incomes face many challenges trying to save.
The federal government has taken various steps to encourage individuals
to save more for retirement through new rules and guidance for
employers sponsoring retirement plans, and initiatives to improve
financial literacy.

Savings Challenges Differ
by Type of Plan

The challenges faced by individuals when seeking to accumulate financial
resources for retirement vary by whether they have access to an
employer-sponsored retirement plan and if so, the type of plan.
Challenges are greatest for workers with no employer-sponsored plan,
and are also significant for those with DC plans. Workers with DB plans
can also face certain challenges, but to a lesser extent. In 2016, 34
percent of private sector workers had no employer-sponsored plan, 44
percent had DC plans, and 15 percent had DB plans.?’

26 The joint resolutions have since been enacted. See Pub. L. No. 115-24 and Pub. L. No.
115-35.

27 National Compensation Survey, 2016. The NCS does not distinguish between workers

who have DB plans exclusively and DC plans exclusively. As such, workers with DC plans
may also have DB plans and vice-versa.
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Individuals with No Employer-
Sponsored Plans

Tax-advantaged: able to defer the payment
of taxes on income earned now until some
point in the future, such as when the funds are
withdrawn from a qualified retirement savings
account.

Source: GAO (see glossary). | GAO-18-111SP

Individuals who do not have access to an employer-sponsored plan often
face the greatest challenges trying to save for retirement. As discussed in
challenge 1, individuals without access to an employer-sponsored plan
may contribute to various types of IRAs which provide tax-advantaged
savings, similar to the advantages available to those with an employer-
sponsored plan (see text box).?® However, for individuals to take
advantage of these options, they generally are required to take more
action on their own, starting with learning about various IRA options,
making a selection, signing up, and then actually saving.

Individual Retirement Accounts (IRA)

There are two basic types of IRAs:

« Traditional IRA: A traditional IRA allows individuals to make contributions to their
accounts with taxes deferred on investment earnings until distribution, when
distributions are generally taxed as ordinary income. For traditional IRAs,
deductions for contributions are subject to limits based on income, filing status, and
pension coverage for an individual and his or her spouse. Distributions made prior
to age 594, other than under specific exceptions, are generally subject to an
additional 10 percent tax.

« Roth IRA: A Roth IRA allows eligible individuals to make after-tax contributions to
their accounts. Distributions (based on both contributions and investment earnings)
are generally tax free once individuals are age 59 or older, if at least 5 years
have elapsed since the individual initially opened an account.?

Individuals can contribute to IRAs on their own, or through one of two types of
employer-sponsored IRA plans, depending on the size and capacity of the employer:

« Savings Incentive Match Plan for Employees (SIMPLE) IRAs: SIMPLE IRAs
are a means by which employers with 100 or fewer employees can more easily
provide a retirement savings plan to their employees rather than through a 401(k)
or defined benefit (DB) plan. Under such a program, eligible employees can direct
a portion of their salary, within limits, to a SIMPLE IRA and employers must either
(1) match the employees’ contribution up to 3 percent of the employee’s salary, or
(2) make contributions of 2 percent of each employee’s salary for all employees
making at least $5,000 for the year, regardless of whether the employee makes
contributions on his or her own.”

« Payroll Deduction IRAs: Through a payroll deduction IRA program, individuals
may establish either traditional or Roth IRAs and make contributions by authorizing
payroll deductions, which are forwarded by the employer to their IRAs.

Sources: GAO-15-556 and GAO, Automatic IRAs: Lower-Earning Households Could Realize Increases in Retirement Income,
GAO-13-699 (Washington, D.C.: Aug. 23, 2013). | GAO-18-111SP

2 Another type of Roth IRA is myRA, which Treasury launched in 2014 for those individuals who did
not have access to an employer-sponsored retirement plan. In 2017, Treasury announced it was
discontinuing the program.

28 |n addition to savings accumulated through IRAs, individuals may also accumulate
assets through personal savings, and investments such as owning a home and building
home equity, for example.
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Individuals with DC Plans

® Prior to 1997, employers could establish Salary Reduction Simplified Employee Pension Plans
(SARSEP), an employer-sponsored IRA plan. The introduction of SIMPLE IRA plans were intended to
replace SARSEPS. Employers can no longer establish new SARSEPs; however, employers who
established SARSEPs prior to January 1, 1997, can continue to maintain them and new employees of
the sponsoring employer remain eligible to participate.

Not only do those without employer-sponsored plans have to take more
initiative to open an IRA, they face other drawbacks, as well. For example
unlike those with an employer-sponsored plan, individuals saving on their
own generally are not provided any employer contributions to augment
their savings. In addition, the annual contribution limit for IRAs is lower
than for employer plans, IRAs are not subject to the ERISA protections
that are provided for employer-sponsored plans, and the fees to maintain
IRAs are generally higher than those charged participants in employer-
sponsored plans.?® Moreover, individuals saving on their own also face
many of the same challenges that those with employer-sponsored DC
plans face, such as having to make decisions about how to manage their
accounts, as discussed below.

Individuals who work for employers that offer DC plans are provided
ready access to a vehicle for saving, but they still face many key
decisions and risks in accumulating retirement savings. The process
involves several steps and each one may be complex. Participants must
decide whether to participate, how much to contribute, and how to
manage their investments to strike the right balance between risk and
returns. Participants also must make decisions that can have an impact
on their retirement accounts when other needs arise or life circumstances
change, such as when leaving a job mid-career. DC plan sponsors are
required to provide a variety of reports and disclosures to help their plan
participants make these decisions and to act in the best interest of plan
participants, but as we have previously reported, the materials they
provide are often difficult for participants to understand.*

29 For statutory annual contribution limits for 1974 through 2014, see GAO, Individual
Retirement Accounts: IRS Could Bolster Enforcement on Multimillion Dollar Accounts, but
More Direction from Congress Is Needed, GAO-15-16 (Washington, D.C.: Oct. 20, 2014).

30 See GAO, Private Pensions: Clarity of Required Reports and Disclosures Could Be
Improved, GAO-14-92 (Washington, D.C.: Nov. 21, 2013). We identified more than 60
different disclosures that retirement plan sponsors may be required to provide to
participants, depending on the plan’s type, size, and circumstances.
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Employer match: when an employee
contributes to an employer-sponsored
retirement savings account, an employer may
make a matching contribution, which is
typically a percentage of the employee’s
contributions, up to a certain limit.

Source: GAO (see glossary). | GAO-18-111SP

Deciding Whether and How Much to Contribute

When individuals are deciding whether to participate in their employers’
plans, and if so, how much to contribute, they may be confused or
overwhelmed by the information provided and put off making a decision.
Sponsors are required to provide eligible employees certain information
about the plan, such as the requirements for receiving employer matching
funds, and the limitations on amounts that can be contributed on a tax-
deferred basis. However, participation in the plan is often optional and, for
the most part, sponsors do not provide advice about how much to
contribute. Our prior work has found that many DC plan sponsors are
reluctant to provide much advice because they are concerned that it could
inadvertently lead to a violation of their fiduciary responsibilities to act in
the best interest of the participant, leaving them vulnerable to litigation.3'
(See text box.)

Retirement Plan Fiduciaries

Under the Employee Retirement Income Security Act of 1974, a fiduciary is a sponsor,
trustee, investment advisor, service provider, or other person who:

e exercises any discretionary authority or control over plan management;
e exercises any authority or control over the management or disposition of plan assets;

¢ renders investment advice respecting plan money or property for a fee or other
compensation; or

e has discretionary authority or responsibility for plan administration.
Fiduciaries are expected to act prudently, and in the best interest of participants.

Source: 29 U.S.C. §§ 1002(21)(A) and 1104(a). | GAO-18-111SP

31 GAO-15-578. In April 2016, DOL issued a final rule defining who is a fiduciary as a
result of giving investment advice to plan officials, plan participants, and beneficiaries and
IRA owners. The final rule describes the kinds of communications that would constitute
investment advice and describes the types of relationships in which such communications
give rise to fiduciary investment advice responsibilities. Implementation of the rule was set
to begin in April 2017. However, in February 2017, President Trump issued a memo
asking DOL to postpone its implementation for several months to determine whether the
rule may adversely affect the ability of Americans to gain access to retirement information
and financial advice. In May 2017, DOL announced a temporary enforcement policy
related to the final rule, with a phased implementation period from June 2017 until January
2018, while it reviews the issues raised by the President’s February 2017 memo.
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Auto-enrollment: plan feature whereby
eligible workers are enrolled into a plan
automatically, or by default, unless they
explicitly choose to opt out.

Auto-escalation: plan feature that increases
employee contributions automatically on a
predetermined schedule, such as annually, up
to a pre-set maximum.

Source: GAO (see glossary). | GAO-18-111SP

One way to encourage enrollment in DC plans is by putting mechanisms
in place to automatically enroll new employees in the plan—commonly
referred to as auto-enrollment. Moreover, auto-enroliment typically
includes a default contribution rate for participants who do not specify an
alternative contribution level (including an election to not contribute).
Sponsors can also adopt an auto-escalation policy, which triggers an
employee’s contribution rate to be increased automatically—typically 1
percent a year—till a pre-set maximum is reached, unless the employee
opts out.

In our previous work, we found that auto-enroliment policies can result in
considerably increased participation rates, reaching as high as 95 percent
in certain plans.3? For example, one study we reviewed followed groups of
employees hired before and after a company adopted auto-enrollment for
new employees only, and compared the participation rates of the two
groups. The participation rate for those hired before auto-enroliment was
37 percent at 3 to 15 months of tenure, compared with an 86 percent
participation rate for the group hired after auto-enroliment with a similar
amount of tenure.* (For more on how the use of behavioral economics
can encourage participation and contributions in DC plans, see text box).

%2 The findings in this prior report were not based on a random sample and thus were not
generalizable to all 401(k) plan sponsors. Also, we noted that while auto-enrollment can
increase participation in 401(k) plans, it does not expand the portion of the workforce
saving for retirement that does not have access to such plans. See GAO, Retirement
Savings: Automatic Enrollment Shows Promise for Some Workers, but Proposals to
Broaden Retirement Savings for Other Workers Could Face Challenges, GAO-10-31
(Washington, D.C.: Oct. 23, 2009).

33 Brigitte C. Madrian and Dennis F. Shea, “The Power of Suggestion: Inertia in 401(k)
Participation and Savings Behavior,” The Quarterly Journal of Economics, vol. 116, no. 4
(November 2001).
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Target replacement rate: the percentage of
pre-retirement income needed to maintain a
certain standard of living in retirement.
Source: GAO (see glossary). | GAO-18-111SP

Decision-Making and Behavioral Economics

Behavioral economics studies the effect of emotional, social and cognitive factors on
economic decision-making and the financial consequences of these decisions. It
combines economics and psychology to offer an alternative to the traditional economic
theory that individuals always act rationally and in their own self-interest. According to
behavioral economics, for example, people face a big challenge overcoming inertia
when making an affirmative decision to participate in a retirement plan, partly because it
requires forgoing consumption now for a distant future goal. As a result, framing the
choice differently by making participation the default option, as with auto-enroliment,
helps to increase participation rates in retirement plans.

Behavioral economics has also shown that individuals tend to be overwhelmed by too
many choices or information overload. To deal with complex problems, people use
simplification heuristics (i.e. mental shortcuts), such as allocating savings equally
across all fund options offered in their retirement plan.

Insights from behavioral economics have helped plan sponsors design strategies to
help individuals reach their financial goals. Such strategies include auto-enroliment,
auto-escalation, and target date funds (an investment option that automatically shifts to
lower-risk, income-producing investments as a ‘target’ retirement date approaches).
These strategies recognize the realities of human psychology, including procrastination
and inertia, as well as difficulty in processing complex information, and steer individuals
in directions designed to increase their financial well-being.

Sources: Amos Tversky and Daniel Kahneman, “The Framing of Decisions and the Psychology of Choice,” Science, New Series, vol.
211, no. 4481 (Jan. 30, 1981); Bridgitte C Madrian and Dennis F. Shea, “The Power of Suggestion: Inertia in 401(k) Participation and
Savings Behavior,” The Quarterly Journal of Economics, vol. 116, no. 4. (November 2001); and Richard H. Thaler and Cass R.
Sunstein, “Libertarian Paternalism,” The American Economic Review, vol. 93, no. 2 (May 2003). | GAO-18-111SP

Note: For further discussion of this topic, see GAO-15-556.

At the same time, retirement experts and researchers disagree about how
much individuals need to save to maintain their desired standard of living
through the remainder of their lives after retirement. In previous work, we
found that calculating an appropriate percentage of pre-retirement income
needed to maintain a certain standard of living in retirement, referred to
as a target replacement rate, can be complex, and there is considerable
debate about what the right target rates should be (see text box).3* Some
researchers and financial industry professionals recommend using a
standard rule of thumb for everyone, while others recommend
customizing the rates for different people based on individual preferences
and circumstances. In addition, once a target replacement rate is
determined, it must be converted into a savings plan, such as how much
to set aside from each paycheck over a number of years, which is also a
complicated exercise.

34 GAO-16-242.
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Debate on Replacement Rates

Researchers are not in agreement about the range of factors that should be used in the
calculations of replacement rates, or the percentage of pre-retirement income that
needs to be maintained for adequate income in retirement. A literature review we
conducted in 2016 found that use of different factors resulted in target replacement
rates that ranged from 43 percent of pre-retirement income to 476 percent. For
example, in their calculations of pre-retirement earnings, some researchers used final
average earnings, which is based on average annual earnings for a fixed period of time
leading up to retirement, while others used average annual earnings over the course of
an individual’s career. Researchers also used a wide range of assumptions about
spending patterns, with variations based on income level, personal circumstances, and
age, and of different baskets of expenses, which included some or all of the following:
housing, health care, entertainment, and consumer goods. Researchers also varied in
the degree to which they included certain household characteristics in their calculations
about the amount of income needed in retirement. We found that those analyses which
accounted for factors such as longevity, catastrophic health care costs, and investment
risk posited a need for higher replacement rates, while those which did not account for
such factors posited a need for lower replacement rates.

Source: GAO. | GAO-18-111SP
Note: For further discussion of this topic, see GAO-15-419 and GAO-16-242.

While researchers do not agree on what percentage of income individuals
should strive to replace at retirement, many agree that a sizeable portion
of the population is not saving enough.® In addition, our analysis
indicates that the cost of funding retirement is increasing. For example,
we found that in 1977, a married couple retiring at age 65 with
accumulated savings of 8.9 times their income at retirement could expect
to replace 50 percent of that income throughout their retirement in real
terms. In contrast, in 2017, a married couple retiring at age 65 may need

35 See, for example, Alicia H. Munnell, Wenliang Hu, and Geoffrey T Sanzenbacher, Do
Households Have a Good Sense of Their Retirement Preparedness? (Chestnut Hill, MA:
Center for Retirement Research at Boston College, February 2017); Jack VanDerhei,
“Retirement Savings Shortfalls: Evidence from EBRI’s Retirement Security Projection
Model,” EBRI Issue Brief No. 410 (Employee Benefit Research Institute, February 2015);
and Fidelity Investments, America’s Retirement Score: In Fair Shape-But Fixable (2016).
Other studies have questioned the extent of the savings shortfall, but are nevertheless
uncertain about the retirement security of future retirees. For example, see Adam Bee and
Joshua Mitchell, “Do Older Americans Have More Income Than We Think?” SESHD
Working Paper #2017-39 (July 2017). While the study found that retired households did
not experience substantial declines in income upon retirement, the authors noted that the
results could not easily be extrapolated to future generations of retirees, in part because of
demographic and labor market changes, as well as retirement policy changes, such as the
rise of DC plans.
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to accumulate 12.1 times their income at retirement in order to have the
same expectation.3°

Deciding How to Invest

Making decisions on how to manage and invest the funds in a DC
account can also be a complicated and daunting task for many
participants. The disclosures plan sponsors must provide are not required
to assist participants in making optimal investment decisions, but rather
are primarily intended to provide participants and beneficiaries
information about their rights and obligations under the plan. Moreover,
participants may find that disclosures contain complex content that is
difficult to understand, even though notices are generally required to be
written in a manner calculated to be understood by the average
participant. Based on a study of reporting and disclosures and associated
costs, as well as the testimony of various financial services
representatives, researchers and agency officials, the ERISA Advisory
Council (EAC) concluded in 2009 that disclosures often go unread
because participants feel overwhelmed by too much information.3” For
example, one DOL official testifying before the EAC noted that the
quantity of disclosures creates communication challenges as participants
struggle with what they must or should read.

Providing participants with access to advisors is one way to help them
manage their accounts. But sponsors may be reluctant to provide such
support because of the cost or concerns about potential legal liability. In a
2016 report, our analysis of industry research found that only a minority of
plan sponsors were making advisors available to plan participants.2® In
interviews conducted for the 2016 report, one industry stakeholder told us

36 Our analysis also shows that a single male individual retiring at age 65 in 1977 would
have needed to accumulate savings of about 7.0 times his income at retirement,
compared to 10.1 times in 2017. A single female at age 65 in 1977 would have needed to
accumulate savings of about 8.9 times her income at retirement, compared to 12.1 times
in 2017. Estimated savings are based on historical demographic and economic data, and
assumptions about future outcomes.

37 ERISA established an Advisory Council on Employee Welfare and Pension Benefit
Plans, known as the ERISA Advisory Council (EAC). The duties of the EAC are to advise
the Secretary of Labor and submit recommendations regarding the Secretary’s functions
under ERISA.

38 See GAO, 401(K) Plans: DOL Could Take Steps to Improve Retirement Income
Options for Plan Participants, GAO-16-433 (Washington, D.C.: Aug. 9, 2016).
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plan sponsors were reluctant to provide access to investment advice, in
part because of concerns about the costs. In addition, attorneys
representing 401(k) plans told us they counsel their clients against
providing participants access to advice because of potential legal liability
regarding whether they are acting in the best interest of their
participants.® In our past work, 401(k) plan attorneys we interviewed said
that, in part to avoid this potential liability, many plan sponsors relied on
third party service providers for consulting and financial advice for
retirement plan participants.*°

Alternatively, sponsors can help participants better manage their DC
investments by providing an automatic mechanism for allocating funds.
For example, for those plans that have incorporated an auto-enrollment
feature, if participants do not direct how to invest their funds, sponsors
can invest their funds automatically. To promote automatic enroliment,
DOL has provided a safe harbor for sponsors who use certain types of
default investment arrangements including: (1) target date or life cycle
funds; (2) balanced funds; and (3) managed accounts.*’ Among the most
popular of these options are target date funds.*? Target date funds can
help participants manage their investments over time by allocating
investments among various asset classes, and then shifting this allocation
automatically to lower-risk asset classes over time as a “target” retirement
date approaches.

39 GAO-16-433.

40 |n addition to providing consulting and financial advice, third party retirement plan
service providers can also provide investment management services, recordkeeping, and
customer service for participants. See GAO, Private Pensions: Changes Needed to
Provide 401(k) Plan Participants and the Department of Labor Better Information on Fees,
GAO-07-21 (Washington, D.C.: Nov. 16, 2006).

41 DOL has designated three default investment options (known as QDIAs) that may be
used when 401(k) plan participants do not provide direction on plan contributions to their
accounts: (1) an investment product or model portfolio that is designed to become more
conservative as the participant’s age increases, such as a target date fund; (2) an
investment product or model portfolio that is designed with a mix of equity and fixed
income exposures appropriate for the participants of the plan as a whole, such as a
balanced fund; and (3) an investment management service that uses investment
alternatives available in the plan and is designed to become more conservative as the
participant’s age increases such as a managed account. See 29 C.F.R. § 2550.404c-5;
see also GAO-14-310 and GAO-15-578.

42 Over the past decade, target date funds have received net inflows of $509 billion. In
2016, target date funds had net inflows of $65 billion and ended the year with assets of
$887 billion. See: ICl, 2017 Investment Company Fact Book, 57" edition (2017).
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While certain plan features, such as auto-enrollment, are designed to
increase participation and savings in DC plans, our prior work has found
that other aspects of how plans operate may work against this goal and
can erode accumulated savings.*® For example, those who participate in
DC plans may pay fees which, although generally lower than IRA fees,
can slow the growth of their balances over time. Such fees vary by plan
sponsor and by plan size, but are generally referred to as investment
management, administrative, and recordkeeping fees (see text box).*4
While plan sponsors often paid these fees in the past, we have found that
participants are bearing these costs in a growing number of plans.*® In
addition, despite DOL'’s efforts to improve participant disclosures about
these fees, participants may not always be aware of the different fees
they pay.“® In our prior work, we found that participants typically do not
receive the simple, useful, and targeted information they need about such
fees to make informed decisions about their investment options.*’

43 See GAO, Private Pensions: Alternative Approaches Could Address Retirement Risks
Faced by Workers but Pose Trade-offs, GAO-09-642 (Washington, D.C.: July 24, 2009).

44 ERISA requires plan fiduciaries to, among other things, ensure the services provided to
the plan are necessary and that the cost of those services are reasonable. See GAO,
401(k) Plans: Increased Educational Outreach and Broader Oversight May Help Reduce
Plan Fees, GAO-12-325 (Washington, D.C.: Apr.12, 2012).

4% See GAO, Defined Contribution Plans: Approaches in Other Countries Offer Beneficial
Strategies in Several Areas, GAO-12-328 (Washington, D.C.: Mar. 22, 2012); and
GAO-14-310.

46 1n 2010, Labor published final regulations to improve U.S. participant fee disclosures.
These regulations require that plan sponsors provide participants core information about
investments available under the plan, including performance and fee information, prior to
investing and at least on an annual basis thereafter, in a chart or similar format designed
to facilitate investment comparisons. Fiduciary Requirements for Disclosure in Participant-
Directed Individual Account Plans, 75 Fed. Reg. 64,910 (Oct. 20, 2010) (codified at 29
C.F.R. § 2550.404a-5). A revised and delayed effective date for this regulation was
published on July 19, 2011. Requirements for Fee Disclosure to Plan Fiduciaries and
Participants—Applicability Dates, 76 Fed. Reg. 42,539 (July 19, 2011).

4T \We found that according to industry professionals, participants had often been unaware
that they pay any fees associated with their 401(k) plan. In fact, we found that studies
showed that 401(k) participants often lacked the most basic knowledge that there were
fees associated with their plans. See GAO-12-328.
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Managed account: services under which
providers manage participants’ 401(k) savings
over time by making investment and portfolio
decisions for them.

Source: GAO (see glossary). | GAO-18-111SP

Investment and Administrative Fees

Participants with 401(k) accounts generally pay investment management fees and
administrative fees to providers or record keepers to maintain their accounts.
Investment management fees, which can vary by investment option, are generally
charged as a percentage of assets and indirectly charged against participants’
accounts because they are deducted from investment returns. Administrative fees, on
the other hand, may be assessed as an overall percentage of total plan assets
regardless of participants’ investment choices. In addition, there may be a flat rate for
some fixed services, such as printing plan documents. The sponsor has the option of
passing along some or all of the administrative fees to participants.

Source: GAO. | GAO-18-111SP
Note: For further discussion of this topic, see GAO-14-310.

Some DC plan participants have managed accounts, a service in which a
provider actively manages the 401(k) plan participant’s account for a
fee.*® Participants may elect to enroll in a managed account service, if
available, or they may be defaulted into it if auto-enrolled into their plan.
Managed account providers typically decide how to invest 401(k)
contributions and then manage these investments over time to help
participants reach their retirement savings goals. In our prior work,
providers and sponsors described how managed accounts can have
advantages for participants.*® For example, they noted that managed
accounts can provide increased diversification of portfolios to better
manage risk and increase returns, encourage participants to save more
for retirement compared to those who are not enrolled in the service, and
provide access to retirement readiness statements that allow participants
to assess if they are on track to meet their retirement goals. However,
although managed accounts can offer advantages to 401(k) participants,
there can also be disadvantages, depending on the overall performance
of the account—and performance is not guaranteed. For example, in
certain circumstances, the advantages can be offset by paying additional
fees for the services provided. In addition, we found that other retirement

48 The Plan Sponsor Council of America found in its 49th and 56th Annual Profit Sharing
and 401 (k) Surveys that about 25 percent of sponsors offered managed accounts in 2005,
but by 2012 this number had grown to about 36 percent. In a prior report, we estimated
that the total amount of defined contribution plan assets in managed accounts exceeded
$100 billion at the end of 2012. See GAO-14-310.

49 GAO-14-310.
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Rollover: plan savings that are moved to a
new qualified employer plan or an individual
retirement account when a plan participant is
separating from an employer.

Source: GAO (see glossary). | GAO-18-111SP

Portability of defined contribution (DC)
account balances: in a DC plan, portability is
a plan feature that allows participants to take
their account contributions and any account
earnings when changing jobs, and move the
funds to a new employer’s DC plan or to an
individual retirement account (generally with
no tax penalty), or take as a cash lump sum
(which would be taxed as income with a
corresponding early withdrawal penalty, if
before age 597%).

Source: GAO (see glossary). | GAO-18-111SP

vehicles, such as target date funds, can provide similar rates of return
without requiring the payment of additional managed account fees.%°

Understanding the Implications of Changing Employers

Finally, DC plan participants can also face challenges keeping their
savings in their retirement accounts when other needs arise or their life
circumstances change, such as when leaving an employer mid-career.
When an individual changes employers and a DC account is cashed out
and not rolled over, it means that the funds are distributed from the
retirement plan. Once the funds are no longer in a DC plan, individuals
may use their savings for non-retirement-related purposes, also referred
to as leakage (see text box).

Leakage of Retirement Plan Savings

Leakage, or the use of retirement savings for nonretirement purposes, adversely affects
account accumulation for those with defined contribution (DC) accounts or individual
retirement accounts (IRA), particularly for those with small account balances. Cashing
out a portion or all of a DC account balance reduces retirement savings immediately.
The participant also forgoes any long-term investment growth for the amount
withdrawn. Participants who withdraw money from a DC plan before age 59 generally
pay standard income taxes on the distributions, plus an additional 10 percent tax in
most circumstances. However, the additional 10 percent tax does not apply to early
withdrawals for certain immediate or heavy financial needs. Such hardship allowances
include withdrawals to cover certain medical and higher education expenses.

Source: GAO. | GAO-18-111SP

Note: For further discussion of this topic, see GAO, Private Pensions: Low Defined Contribution Plan
Savings May Pose Challenges to Retirement Security, Especially for Many Low-Income Workers,
GAO-08-8 (Washington, D.C.: Nov. 29, 2007); GAO-09-715; and GAO-16-408.

When leaving an employer mid-career, those with DC plans may benefit
from the plan’s portability, but their retirement savings can still be
adversely affected by leakage and in other ways, as well. In particular,
when changing employers, a participant’s savings may be negatively
affected by the plan’s rollover and vesting policies. Further, participants
may find it difficult to track various retirement savings accounts over time.

50 Managed account fees can vary substantially by provider. As a result, some participants
pay no fees, others pay a flat fee each year, and still others pay a comparatively large
percentage of their account balance for generally similar services from managed account
providers. For further details, see GAO-14-310.

Page 42 GAO-18-111SP State of Retirement in America



http://www.gao.gov/products/GAO-08-8
http://www.gao.gov/products/GAO-09-715
http://www.gao.gov/products/GAO-16-408
http://www.gao.gov/products/GAO-14-310

Section 2: Individuals Face Three Key
Challenges in Planning and Managing Their
Retirement

We have found that the information participants receive about their plan’s
rollover and vesting policies is often too generic, leaving participants
without a clear understanding of the implications of changing employers,
and the key factors they need to know to make decisions about their
retirement savings.®! For example, we found that some plan sponsors
have processes or policies that make it easier for a participant leaving an
employer to cash out or roll over an account balance into an IRA rather
than into a new employer’s 401(k) plan, even though such choices may
not be the best options for participants.®? Participants may not even be
aware of all the options for their retirement savings when they change
employers (see fig. 2.5). Also, IRA accounts can have complex fee
structures that may be difficult for participants to find and understand,
making comparisons of different options a challenge.

Figure 2.5: Separating 401(k) Plan Participants Generally Have Up to Four Options for Their Plan Savings

Before separation <« P> After separation Leave funds in previous

o fila

A worker invests part of his income in
a employer-sponsored 401 (k) plan and
he may receive education or guidance
on investing from the employer

(plan sponsor) who is responsible

for monitoring the investment options

Source: GAO analysis. | GAO-18-111SP
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