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How Will State-Run Auto-IRAs %

Affect Workers?

TimMoTHY F. HARRIS, KENNETH TROSKE, AND AARON YELOWITZ

mid concerns that individuals
inadequately save for retirement,
many states have considered legis-
lation to create Auto-TR As {indi-
vidual retirement accounts) that automatically
enroll individuals who work for employers
without retirement plans into a2 Roth IR A.
Since 2012, 40 states considered the feasi-
bility of auto-IR As, five states have enacted
such legislation in the form of employer
mandates, and one state has implemented a
plan, In 2017 alone, 23 states and cities con-
sidered Auto-IR As (Massena 2017). These
plans would use a combination of default
enrollment and investment choices, along
with aatomatic escalation of contributions
to increase total retirement savings (Madrian
and Shea 2001; Thaler and Benartzi 2004;
Chetty et al. 2014). While the arguments
for such a program have. been well-discussed
(e.g., Benartzi and Thaler 2013), there is scant
empirical evidence on the potential negative
effects of such an Auto-IR A program.
Oregon became the first state to
implement an Auto-IRA with “Oregon-
Saves.” The bill was enacted in mid-2015
with a 24-month rollout including a pilot
test (Massena 2017). The default contribu-
tion rate for workers is 5% ultimately rising
to 10%. Workers may opt-out, yet prior
work in behavioral economics suggests few

will take this active step.” Similar initiatives
passed in California, linois, Maryland, and
Connecticut.

OregonSaves, in particular, has been
a topic of considerable debate. The discus-
sion has included legal challenges by industry
groups related to reporting (Hubbard 2018),
potentially positive effects on Social Secu-
rity timing (O’Brien 2018; Pew 2018), levels
of opt-out rates (INAPA 2018), and poten-
tial expansion to independent contractors
(Maxim and Muro 2018). ‘

Although default enroliment effectively
increases retirement savings in tax-preferred
plans, there can be unintended consequences.
Primarily, workers with high-interest debt
will be “nudged” into contributing to an
IR A rather than reducing debt. If interest
on credit card debt exceeds the expected
return of an IR A, then this policy effec-
tively ensures a lower rate of return for such
passive participants. Furthermore, programs
like OregonSaves default initial contribu-
tions into low-risk options such as money
market securities with low rates of returns.

'The OregonSaves pilot program had an
opt-out rate of 23%. See https://www.wsj.com/
articles/states-test-workplace-retirement-plans-for-
residents-lacking-them-1502881230. A similar plan
implemented iz the United Kingdom has an opt-out
rate of roughly 10%. See https://www.nestpensions
.org.uk/schemeweb/NestWeb/includes/public/docs/
nest-insight-2015.pdf.
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Consequently, the interest rate on student or auto loans
will likely exceed the expected rate of return of the ini-
tial default for pfogram's like OregonSaves. In 2017, the
typical interest rate on credit card plans was 13% and on
new car loans and student loans was approximately 4%.>
In general, Auto-IR As will reduce net worth for passive
savers with high-interest debt. Another unintended con-
sequence could be crowd-out of other savings, although

the evidence is mixed (Poterba, Venti, and Wise 1996;

Engen, Gale, and Scholz 1996; Beshears et al. 2017).

We characterize debt and asset holdings for U.S.
workers who could be affected by Auto-IR As such as
OregonSaves. Although currently only five states have
passed legislation establishing Auto-IR As, there are an
additional seven states with legislation introduced and
several others with committees tasked at analyzing the
possibility.” Given the expanding implementation of
Auto-TR As, our analysis focuses on the consequences
of a national Auto-IR.A policy modeled after Oregon-
Saves. We use data from the 2014 Survey of Income
and Program Participation (SIPP). These data contain
essential questions regarding the offering of employer-
sponsored retirement accounts and information on indi-
vidual debt. We find that 24.2 million workers could
be automatically enrolled by legislation modeled after
OregonSaves if applied on a national level. Assuming
an opt-out rate similar to the pilot program of Oregon-
Saves, roughly 18.2 million individuals would contribute
under a nationwide Auto-IR A plan. Nonetheless, plans
could be designed to encourage or discourage individ-
uals to opt-out of the plan. While virtually all of these
employees are eligible to independently contribute to an
IR A, the key difference, of course, is that Auto-TR As
involve a “nudge” (Thaler and Sunstein 2008) so that a
relatively high percentage of those eligible would likely
participate {(whereas IR A participation among these
employees is, today, small).

Of'those potentially affected, 33% have credit card
debt, often with significant levels and roughly 15% have
difficulty meetmg basic needs.

*See https://www.federalreserve. gov/releases/g19/curcent/
default.htm and https://studentaid.ed. gov/sa/sices/default/files/aid-
glance-2017-18.pdf for more information.

3 Arizona, Colorado, Indiana, Kentucky, Louisiana, Maine,
and Michigan have all introduced legistation that would establish
state-run Auto-TR As. See https://www.aarp.org/ppi/state-retire-
ment-plans/savings-plans/ for more details.
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~ POLICY BACKGROUND

In 2016, the Department of Labor finalized a
regulation that exempted state-run IR A plans from
the federal Employee Retirement Income Security
Act (ERISA) reducing state liability.* Fven though this
exemption was later removed, five states used it to create
state-run Auto-IR As. ' ‘

(Gale and John (2017) argue that the essential features
of state-run TR A plans include mandating employers to
participate and auto-enrollment of émployees.” Oregon
initiated the first Auto-IRA program with a pilot
started in July 2017 and widespread rollout beginning
November 2017 that incorporated both of these features.
We focus on Oregon’s plan features in our analysis as it
was the first to be implemented and fairly representative
of the other plans. Employers must use the state-run
Auto-TR A if they do not offer retirement plans to their
employees. Even if an employer has a plan that is not
offered to all employees, they are still exempt from the
mandate implying that many part-time employees will
not be‘affected by an Auto-TR A. The employee’s initial
default contribution rate is 5%, which increases by a
percentage point annually until it réaches 10%.

By default, the first $1,000 contributed to -

OregonSaves is contributed to a Capital Preservation
Fund, which is designed to be very low risk. Since incep-
tion, the average annual return for the Capital Preser-
vation Fund has been 0.4%.° After workers contribute
$1,000, any additional contribution is defaulted into an
age-based/target-date fund with higher risk-adjusted
expected rates of return. As a consequence, employees
with annual earnings under $20,000 will have at least
their first-year contributions defaulted entirely in an
investment with an extremely low return. Reports
from the OregonSaves pilot program show an average
employee contribution (prorated) of $528 on an annual

* Government-run Auto-IR As have been inplemented in the
United Kingdom and New Zealand See Biggs (2017) for a summary
of the main findings.

A previous government retirement plan sponsored by
the Treasury Department in 2015 for workers without access to
employer-sponsored retirement plans, myR A, did not incorporate
mandatory employer participation or auto-enrollment. Conse~
quently, the program had very low participation”levels (Lobosco,
2016) and was discontinued in 2017.

®See https://saver.oregonsaves.com/oregoneetpl/fund/
viewPricePerformance.cs for a fund performance summary of
OregonSaves.
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basis (NAPA 2018). The first wave of OregonSaves tar-

geted employeesat firms with 100 or more employees.

As of February 2018, the average annual employee con-
tribution. (prorated) was $369 (Oregon 2018).

’ Iinois Secure Choice Savings Program and

California Secure Choice (CalSavers) with similar features

are slated to begin in 2018 and 2019 respectively. Ili-

nois Secure Choice plan will default workers into target-

date retitement funds whereas CalSavers will default

contributions into U.S. Treasuries or similarly low-risk .

investments for the first three years.” Other Auto-TR A
programs passed into legislation include Maryland Small
Business Retirement Savings Program and Trust and a
program to be created under the Connecticut Retirement
Security Auth?rity. Together, these five states represent
21% of all private sector workers in the U.S.

WORKER CHARACTERISTICS

To understand the characteristics of individuals
affected by Auto-IR As, we use survey data from the
SIPP. The SIPP is a nationally-representative longitu-
. dinal survey that contains questions regarding assets,
liabilities and retirement accounts. A key motivation
for using the SIPP is the availability of information
regarding the offering of employer-sponsored retirement
accounts. This is essential as programs like OregonSaves
only apply to emplovees whose employer did not offer
an employer-sponsored retirement plan to any of their
employees. Without the survey information on plans
offerings, we would substantially overstate the reach of
Auto-TR As, )

Exhibit 1 shows that 24.2 million workers aged 25
to 64 {27.6%) would be affected by a nationwide imple-
mentation of an Auto-TR A with OregonSaves charac-
teriscics.” The program would exempt the 6.4 million
employees (7.4% of private sector workers) who wete not
offered plans (e.g., part-time workers), but worked for
a firm that did offer a plan to some employees.” These

"See hitp://illinoistreasurer.gov/ TWOCMS/media/doc/
Secure ChoiceFlyer. 20171006.pdf and http://www.treasurer.ca.gov/
scib/employees.asp respectively for more information on plans for
linois and Califorpia,

This is lower than the 42% derived from the Current Popu-
lation Survey (Pew 2016), but nearly identical to the 26% derived
from the National Compensation Survey for adults aged 25-64
{Munnel! and Bleckman 2014},

*We classify workers as being offered a plan if the employer
offered a plan to atleast some employees and the respondent’s reason
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ExHIisiT 1

Offerings/Participation in Employer-Sponsored
Retirement Accounts

‘Weighted Obs.
] (millions) Percent
Offered Retirement Account
Participates 44.4 51.6
Does Not Participate 11.1 : 12.9
Not Offered Retirement Account
Other Employees Offered 64 7.4
No Employees Offered 242 28.1

Note: The sample includes 8,722 private sector workers representing 86.1
million individuals when weighted,

Source: Sutvey of Income and Program Participation, 2014,

percentages closely match the percentages for the five
states that passed legislation for a state-run Auto-IRA.

" Exhibit 2 reports summary statistics for those
that would and would not be affecied by an Auto-IR A
policy. The affected group is less white, less likely to
be married, has less education, and has lower income/
net worth.

In addition, they are significantly less likely to have
employer-sponsored health insurance consistent with
less generous fringe benefits. Average annual earnings
are §35,000 for affected workers, and 38.5% earn less
than $20,000 per year. Given that the first 5% of con-
tributions, up to $1,000, is defaulted into an extremely
low-return investment for OrregonSaves, the return for
many wortkers will be extremely low.

Almost every employee (96.8%) would have quali-
fied to contribute to a Roth IR A and receive the tax ben-
efies.”® In 2013, 19.2% of affected workers already owned
an IR A and 7.5% contributed. Those that contributed
to TR As had significantly higher incomes ($62,415) than
those that did not ($32,688). State-run programs typi-
cally default employees into Roth accounts rather than
traditional IR As. Roth accounts do not decrease cutrent
tax revenue levels, as all contributions are made post-tax.

for not participating did not include one of the following: job type
not aliowed, does not work encugh, has not been employed long
enough, started job too close to retirement date, or is too young.
“Individuals are eligible if they have taxable earnings and
earn less than $118,000 if filing as a sinigle individual or $186,000.if
married filing jointly. The statistic.assumes that the employees file
as single individuals. See https://www.irs.gov/retirement-plans/
amonnt-of-roth-ira-contributions-thai-you-can-make-for-2017,
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EXHIBIT 2

Workers at Firms with/without Employer-Sponsored
Retirement Plans

Employer Offers Retirement Plan No Offer Offer to Some

Demographics
Age 41.80 43,18%%*
Male S 0.56 0.54
White Non-Hispanic 0.51 0.69%%:*
Black Non-Hispanic 0.11 0.11*
Other Race/Ethnicity 0.38 0.20%**
Family .
Married 0.54 (. 4k
Has Child : 0.68 0.68
Education
Less than HS 0.20 . 0.05%**
High School Diploma 0.47 0.39%%
College Degree 033 0.56%+*
Finances
Annual Income ($1k) 34.93 FO.67***
Net Worth (31%) 68.52 18355k
Has [RA. - ‘ 0.19 0385
Owns Home (.54 0.68%+*
Employer-Sponsored Health Insurance 0.44 0,78
Observations 2,411 6,311
Weighted Observations (millions) ) 24.2 61.9

Note: Individual sample weights were used. Indicators for statistical
difference befween unweighted means are given by *%% p<0.01, and
* p<0,1.

Source: Survey of Income and Program Participation, 2014.

This benefits current government budgets at the expense
of lower tax revenue in the future. In comparison, tradi-
tional TR AS collect taxes when the retirement funds are
withdrawn during retirement. Of those that contributed
independently to an TR A, 25.3% used a Roth actount.
'This low proportion could reflect a preference to imme-
diately defer paying taxes using a traditional IR A, if the
low contribution rate and use of Roth accounts were

primarily due to lack of financial literacy (Mitchell and ~

Tusardi 2015), then auto-enrollment into Roth rather
than traditional IR As could potentially increase lifetime
wealth for these individuals.

, IMPACTS OF AUTO-IRAS

To analyze the potential impacts of Auto-IR As,
we use an opt-out rate of 25%, assuming that the actual
opt-out rate will be similar to the opt-out rate for the
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pilot program. Furthermore, we assume that individuals
do not decrease savings in other accounts in response to
the Auto-TR A program (i.e., no crowd-out, see Poterba,
Venti, and Wise 1996). Under these assumptions, IR A
savings would increase $24.3 billion from a pationwide
Auto-TR A in the first year, As the contribution rate
increases due to automatic escalation, this number will
increase. This estimate depends greatly on the opt-out
rate and the incomes of those that opt-out.

One important factor to consider is individual
outstanding debt. From Exhibit 3, 62% have debt with
an average balance of $61,395 (driven in large part by
mottgages). A significant portion of the sample, 33%,
has credit card debt with an average balance of $5,476
{median = $2,500), conditional on having a positive bal-
ance. Furthermore, there is significant educatlon and
vehicle debt.

If interest rates on debts exceed the rate of return
for a Roth IR A and participants choose not to opt-out,
then the Auto-IR A lowers net worth for passive savers
with debt. Certainly, credit card interest rates exceed the
expected rate of return of investments in Auto-IR As. In
many circumstances, debts from mortgages, student, or
automobile loans will also have interest rates that exceed
the expected rate of return from the Auto-IRA.

To illustrate, assume that an individual has an
annual income of $36,000 and has outstanding credit
card debt of $1,800. Further assume that the interest
rate on the credit card debt was 13% and the return on
a state-run IRA was 0.4% for the first $1,000 defaulted
into the Capital Preservation Fund and then 5% for any
additional amount defaulted into a target-date fund.
If the employee does not opt-out of the Auto-IRA,
then she will contribute 5% ($1,800) and earn a return
of $44 and have to pay $234 in interest for the credit
card debt resulting in a net return of negative $190. If
the employee opts out of the Auto-IRA and uses the
funds to pay off the credit card debt then the employee
does not eatn a return on the IR A, but does not have
to pay the high-interest payment for the credit card
debt (net return of $0). If we assume that the individual
already contributed $1,000 to the Capital Preservation
Fund such that their entire contribution is made to a
target-date fund, then rather than having a return of

"For the five states that passed legislation, the proportion of
the sample with debt is slightly lower with 55.3% having debt and
30.7% with credit card debt.
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ExuisrT 3
Affected Workers: Debt and Ability to Meet Basic Needs

Annual Income Quartile

1st 2nd - 3rd 4th Full Sample
Proportion with Debt '
Any debt 0.53 0.53 0.65 0.78 0.62
Credit card debt . 027 0.27 - 034 0.44 <033
Student debt 0.14 0.11 0.15 0.20 0.15
Vehicle debt 0,13 0.17 .24 0.33 0.22
Mortgage 0.22 0.17 " 026 0.46 0.28
Other debts 0,16 0.14 0.13 0.14 0.14
Mean Debt ($) if > 0
Credii card debt 4,504 4,079 4,757 7,524 5,476
Student debt 17,758 16,472 23,141 - 28,087 22,372
Other debt 22,566 8,041 9,835 19,664 ] 15,365
Vehicle debt 10,066 8,854 11,043 14,394 11,812
Mortgage 86,480 78,843 74,687 129,354 100,564
Total debt 52,490 35,964 44,240 98283 © 61,395
Basic Needs ‘ )
Unable to pay rent/mortgage 0.13 0.14 0.11 0.07 0.11
‘Unable to pay utilities 0.17 0.15 011 0.07 0.13
Eat less or skip meals 0.13 0.14 0.08 0.04 0.19
Coyld not afford balanced meals ' 0,21 0,23 0.12 0.07 0.16
Observetions 580 646 613 572 2411
Weighted Observations {miliions) 6.0 6.0 59 6.1 242

Notes: The sample inciudes workers whose employer did not offer a retirement plan to their employees, Individual sample weights were used.
Source: Survey of Income and Program Participation, 2014.

negative $190, the individual will have a return of nega-
tive $144 after taking into account the return from the
credit card debt. This example highlights that inasmuch
as the interest rate on debt exceeds the expected rate of
return. of the IR A, then the worker’s optimal strategy
is to pay down debt rather than contribute to the retire-
ment account.

Although this concern for individuals with high-
interest debt is present for employer-sponsored retire-
ment plans with suto-enrollment, the prevalence of
matching contributions counteracts the effects described
as any matched contribution effectively results in a 100%
rate of return for the employee’s contribution. In con-
trast to employer-sponsored plans, state-run Auto-TR As
do not allow for matching contributions, resulting in
a lower overall rate of return on contributions than
employer-sponsored plans on average.

In addition to not reducing outstanding debt as
quickly due to retirement contributions, it is also possible
that the current debt level could rise. Beshears et al. (2017)

Fatr 2018

show in the context of automatic enrollment in Thrift
Savings Plans that borrowing for auto and first-time
mortgages increases. Nonetheless, the plan differed
greatly from state-run Auto-TRAs in that the Thrift
Savings Plans were for U.S. Army civilian employees
and the plan featured an employer match.

By design, Auto-IR As reduce current dispos-
able income. The bottom panel of Exhibit 3 illustrates
affected workers’ ability to meet basic expenses with
roughly 12% not able to pay rent/mortgage or utili-
ties. Furthermore, 10% were skipping meals or eating
less due to financial constraints. I these workers were
passive, Auto-IR As would only exacerbate these prob-
lems.”” While the exhibit shows that affected workers

'2Individuials may take out distributions up to amount ini-
tially contributed without facing any tax penalty. Nonetheless, 36%
of workers had both outstanding credit card debt and positive Roth
1R A balances, which is suggestive of a misunderstanding regarding
Roth IR A withdrawals,
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with higher incomes are more likely to have debt, lower
income individuals are more llkely to have difficulty
meeting basic needs.

CONCLUSION

Nationwide Auto-IR As could affect 24.2 million
workers aged 25—64. Many of these workers have
high-interest debt or are unable to meet basic needs.
Consequently, Auto-IRAs would negatively impact
these workers if they do not actively opt-out. Madrian
and Shea (2001) found that the lowest income employees
were the most likely to increase retirement savings due
to auto-enrollment. '

These findings are useful to inform policymakers
and shed light on changes that could improve retire-
ment savings. An important factor that contributes to
the negative effects of the program is an initial defaulit
investment with extremely low returns for OregonSaves
(first $1,000) and CalSavers (first three years). A default
investment of into target-date retirernent funds—like
in Ilinois Secure Choice Saving Program—Iessens the
negative impacts for passive savers with debt. As early
evidence from Oregon notes, average contribuitions to
OregonSaves are very small, meaning the large majority
of the investment is in the low-return capital preserva-
tion fund. As of February 2018, 94% of all assets invested
in QOregonSaves were in the Capital Preservation Fund,
with 5% in target-date funds and 1% in growth funds
(Oregon 2018). Auto-IR A policies that default con-
tributions into higher-returning investments (with a
corresponding increase in risk) could lessen the nega-
tive impact of auto-enrollment on passive savers with
high-interest debt. Nonetheless, regardless of the chosen
default, defaults set by a central planner still have the
potential to negatively affect workers.

Studies showing benefits of Auto-IR As such as
delayed claiming of Social Security benefits (Pew 2018)
assume the contributions go into a life-cycle fund with
rates of return of 2.9% for government bonds, 3.4%
for corporate bonds, and 6.4% for stocks (and admin-
istrative expenses of 0.75% of assets). Other work that
forecasts retirement wealth assumes a 5% annual return,
(Cole 2017). Given the actual magnitude of the con-
tributions in OregonSaves, as well as the investment
defaults, the assumptions on annual returns appear to
be too optimistic.
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The primary concern raised in this study is the
detrimental effects of Auto-IR A on individuals that
should opt-out but likely will not due to inertia. None-
theless, policymakers could take active steps to discourage
such individuals with high-interest debt from partici-
pating in the Auto-IR A. For example, correspondence
with employees could highlight the importance of paying
off high-interest debt prior to contributing to retirement
accounts. Flowever, if advertising campaigns and infor-
mation provision were adequate to change retirement
saving behavior, then why is automatic enrollment neces-
sary to encourage savings in the first place?

As time elapses, the opt-out rates and debt levels
of various groups can be assessed empirically. If individ-
vals with high-interest debt actively opted out then the
negative effects described would be mitigated whereas

“if these individuals were less likely to opt-out then the

negative effects would be exacerbated. The use of data
on payday loans, carried balances, and actual interest
rates—Dbefore and after the implementation of state-run
Auto-IR As—would allow for 2 more precise estimate
of the consequences of programs like OregonSaves,
Furthermore, the observed change in these measures
of financial well-being could be compared with the
response of individuals in states without Auto-IR A
plans to establish a causal relationship between the policy
change and financial well-being.
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