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Abgract

There is a growing concern that many people are not saving enough for retirement.  This paper
introduces a saving-enhancement plan cdled Save More Tomorrow (hereefter, the "SMaT"
plan). The essence of the plan is graghtforward: people commit in advance to dlocate a portion
of ther future sdary increases towards retirement savings. This paper dso provides evidence on
the fird implementation of the SMaT plan. Our key findings are the following. 1. Mog people
(78%) who were offered the SMaT plan dected to use it. 2. Virtudly everyone (98%) who
joined the plan remaned in it through two pay rases and the vas mgority (80%) remaned in it
through the third pay rase. 3. The average saving rates for SMaT plan participants increased
from 3.5% to 11.6% over the course of 28 nonths. We are hopeful that the results of this firs
implementation will encourage other employersto implement the SMarT plan.
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1. Introduction

There is a growing concern that many Americans are not saving enough for retirement.
The government has been trying to address this issue by offering tax-rdaed incentives and
education.  Such initigtives are worthy of careful condderation, since there is a least some
evidence that both tax incentives (Poteba e d, 1996) and education (Benhem e d, 1997)
affect savings. However, even in the presence of tax incentives and educationd efforts, current
saving rates are unlikely to provide sufficient income a retirement (Mitchell and Moore, 1998).

The low saving rates of employees is ds0 a concern to many employers, either because of
an dtruigic concern about their employee’'s welfare, or because the low participation of lower
pad workers redricts the benefits that can be given to higher pad workers. Some employers
have taken deps to increese the saving rates of their employees, for example via education,
andlor the offer to match employee contributions with addtiond contributions from the firm.
The evidence on the effectiveness of such matchesis mixed (Papke, 1995).

More recently some firms have tried "automatic enrollment plans™ In such plans when
employees fird become digible for the saving plan they are automaicdly enrolled unless they
expliatly opt out. So, unlike the typicd plan where the default is not to join, here the default is
to join. Spedficdly, employess who take no action are typicdly enrolled a a modest saving rate
(such as 3%) and a consarvative invesment drategy. These plans are remarkably successful in
increedng enrollments.  In one plan sudied by Madrian and Shea (1999) paticipetion rates for
newly digible workers increased from 49% to 86%. Other plans have obtaned participation
rates over 90%. However, there is a down dde to automatic enrollment.  The very inertia that
helps increase paticipation rates aso can lower the saving rates of those who do paticipate.  In

the firm Madrian and Shea dudied, the vast mgority of new enrollees eected the default saving
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rae (3%), and Madrian and Sheds andyss shows that many of these employees would have
elected a higher saving rate if left to ther own devises. How can the high enrollment rates from
automatic enrollment be combined with higher saving rates?

One solution is what we cdl the Save More Tomorrow plan (heregfter, SMaT). This
plan, like automatic enrollment, is grounded in findings aout the psychology of decson
meking. In paticular, four important psychologicd principles are employed.  Fird, many people
do want to save more, but lack the sdlf-control.  Second, restrictions on future choices are easer
to accept if they teke effect sometime in the future. We dl plan our exercise and dieting regimes
to sat next wesk or month. Third, people are very senstive to percaived losses in ther well-
being. Evidence shows that it is much esser to forego a gan than it is to acoept a loss.  Fourth,
people tend to code gains and losses in nomind rather than red dollars, so, for example, a pay
increase that is less than the rate of inflation may Hill be conddered a gain rather than a loss.
(see Kahneman, Knetsch and Thaer, 1986; Shdfir, Diamond and Tversky, 1997).

Usng a draegy based on these principles, employees are invited to join a plan that will
gradudly increese their saving rates over a period of a few years (It is dso possble to
automaticdly enroll workers into the SMaT plan, though that is not necessry, as we will see)
Soedificdly, a few months before the next scheduled pay increese, workers are invited to
paticipate in a plan where a portion of ther rase is contributed to the saving plan. The amount
could be a fixed percentage of their pay (say 23%) or a portion of their pay increase (say a third
or a hdf). By timing the increase to coincide with the pay increase, workers are assured that
ther paycheck will not fdl. In fact, snce the contribution to the saving plan is tax deductible,
only pat of the increesed saving is out-of-pocket, and the actud change in the paycheck is likey

to be unnoticesbler The increases will continue until the worker reaches the maximum tax



sheltered contribution, or until the worker opts out of the plan. Once employees ae in the plan,

we expect inertiato help kegp themiin.

2. TheFirg Implementation of the SMarT Plan

The fird implementation of the SMaT plan took place in 1999 & a midgze
manufacturing company.!  Prior to the adoption of the SMaT plan, the company suffered from
low paticipation rates as wel as low saving rates  Given the Labor Depatment's ant-
discrimination rules, this meant that higher paid employees were condrained regarding how
much they could contribute to the plan. The company hoped that the SMaT plan woud increase
swvings among the lower paid employees o that contribution limits on the higher paid
employees could be lifted.

The exact implementation of the SMaT plan in this company was sSomewhat
idiosyncratic, but we think the results are neverthdess highly encouraging. To increase saving
rates the company hired an invesment consultant and offered his services to dl employees. Of
the 315 plan paticipants, dl but 29 agreed to meet with the consultant and get his advice. The
conaultant used commercid software to compute a desred saving rae, but dso discussed with
each employee how much of an increase was feasble. If the employee seemed very reluctant to
increese his or her saving rae subdantidly, the consultant would condrain the program to
increese the saving contribution by no more than 5%.2 The conaultant judified his decison not
to mechanicdly go with the advice from the program as follows “In most cases with rank and

file workers, the computer program cdculates that workers contribute the maximum [dlowed by

1 The company prefersto remain anonymous.
2 Here and elsewhere, when we mention an increase in the saving rate by some percentage amount we are referring
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the IRS and the plan rules] and makes that recommendaion. As a practicd metter, when the
average worker receves this recommendation from the computer program or the "financid
planne™, she shuts down and does nothing. So in dl cases, after we reviewed ther current plan
but before 1 hit the "Gea Advicg' button, | would discuss willingness to save with each
paticipant. As you can imagine, the mgority of workers live pay check to pay check and can
bardy make ends meet, and they tdl you tha immediady. ... If a paticipant indicated a
willingness to immediady increese their deferrd levd by more than 5%, | hit the "Geat Advice'
button. Otherwise, | would congtrain the advice proposed to an increase of no more than 5%.”

Of the 286 employees who taked to the investment consultant, only 79 (28%) were
willing to accept the conaultant's advice, even with this adjugment to condran some of the
increases to 5% increase in thelr saving rates. For the rest of the participants, the planner offered
a vason of the SMaT plan. Specificdly, he proposed tha they increase ther saving rates by
3% a year dating with the next pay increese.  This was quite aggressve advice dnce pay
increeses were bardly more than this amount (averaging 3.25% for hourly employees and 3.47%
for sdaried employees). The pay incresses were stheduled to occur roughly three months from
the time the advice was beng given. With the 3% a year increases, employees would typicaly
reech the maximum tax deferred contribution after five pay increases, tha is in just over four
years.

Even with this aggressve drategy of increesng saving raes, the SMaT plan proved to
be extremey popular with the participants. Of the 207 participants who were unwilling to acoept
the saving rate proposed by the investment consultant, 162 (78%) agreed to join the SMaT plan.

More importantly, the mgority of these participants did not change thar mind once the savings

to an increase of percentage points, e.g., from a 2% saving rate to a 7% saving rate.
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increases took place. Only 4 (2%) participants dropped out of the plan prior to the second pay
rase, with 29 more (18%) dropping out between the second and third pay rases’. Hence, the
vasd mgority of the participants (80%) have remaned in the plan through three pay rases
Furthermore, even those who withdrew from the plan did not reduce ther contribution rates back
to the origind levels they merdy stopped the future increases from taking place. So, even these

workers are saving sgnificantly more than they were before joining the plan.

[Insert Table 1 About Here]

The impact of the SMaT plan on saving is shown in Table 2. All daa refer only to those
employees who have remaned with the company for the entire period of sudy. When the
invesment consultant was introduced, overdl saving in the plan was 4.4%. The employess who
did not want to tak to the invesment consultant were saving more then the average, 6.6%. The
group tha accepted the advice of the consultant Started at exactly the group average, 4.4%,
which was raised to 9.1%. At the end of our time period that had dipped dightly to 8.7%.
Those who were unwilling to accept the advice were, not surprisngly, starting from a lower base
of 35% (and s0 would find the advice harder to adopt). However, once they got ther first pay
rase ther saving rate jumped to 6.5% and after ther second and third pay raises it was up to
94% and 11.6%, repectivdy. In fact, those paticipating in the SMaT plan ended up with a
higher saving rate than those who accepted the consultant's recommendaion. We should note
that the second and third increases are dightly lower than full three percentage points, because a

totd of 33 of the 162 SMaT participants changed their mind and bailed out of the SMaT plan.

3 Interestingly, most of the employees who dropped out between the second and third pay increase worked for a
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These reaults are extremely encouraging.  After only 28 months the participants in the
SMaT plan more than tripled their saving rates to the highly respectable level of 11.6%. This is
a group of workers who were not saving much before, and were unwilling to accept the advice
from an investment consultant.  Although the sample sze is rdatively smdl, we find the results

strong enough to encourage other firmsto try the program.

[Insart Table 2 About Herel

3. Conclusion

The initid experience with the SMaT plan has been remarkably successful. Most of the
people who were offered the plan dected to use it. Furthermore, the mgority of the people who
joined the SMaT plan dick with the plan. Consequently, SMaT participants more then tripled
their saving rates. Of course, the reason why the SMaT plan works so well is that inetia is S0
powerful. Once people enrdll in the plan, few will ever get aound to opting out. The SMaT
plan takes precisdy the same behaviora tendency that induces people to pospone saving
indefinitdly, (i.e, procragingtion and inetid) and puts it to use  As the consultant has pointed
out to us there is an argument for offering the SMaT plan to dl paticipants even those who
would have been willing to make ther initid savings increase more than the firg sep of the
SMaT plan (here 3%). Since even these eager savers never got around to changing their savings
dlocations agan the following year, the SMaT plan paticipants were dready saving more after

just 16 months (see Table 2).

single supervisor who apparently disapproved of the SMarT plan.
-6-



One objedion we sometimes hear about both the SMaT plan and automatic enrollment is
that they amount to some kind of sneeky paendian. We think such critidism is misplaced.
Notice that no one is being forced to do anything here.  The whole point of choodng a default
rule rather than a mandatory rule is to give people choices As to the choice of the specific
default rule, there is no avoiding having some default rule.  Policy mekers dways have to choose
what happens to people who fal to meke a choice Making the default the one that the policy
makers bdieve is the one mogt people would choose upon reflection is jugt being hdpful4 So
we do not think that automatic enrollment is intrusve, and the SMaT plan as implemented in
this case dudy is even less intrusve snce it required the worker to activdy join the plan. Of
course, the SMaT plan works precisdly because the default rule is to day in the plan once
having joined. We suppose that someone could argue that workers enrdlled in the SMaT plan
will end up saving “too much”, but we will not lose much degp worrying aout the workers who
ae having trouble deciding how to spend their vast wedth in retirement. We suggest spoiling
the grandchildren and acquiring a tagte for fine wine.

We conclude that increesing the saving rate of employees is indeed easy. Based on our
firda experimentation with the SMaT plan, it gopeas that firms could use the plan to
dramdticdly increase the savings rate of their lower pad workers. This would be good for the
workers themsdves, good for the firm, and the widespread adoption of the plan has the potentid
to substantidly increase the US saving rate without any government intervention. We hope other

organizations try this plan, and we would persondly be hgppy to hdp aty organization

4 An example is when an employee is alowed by law to elect to make some payroll deduction (e.g., parking or
health insurance) on a pretax basis. If most employees choose to do this, and it is an option for everyone, then
courteous employers make this the default to help absent minded employees from forgetting to return the correct
form. Would anyone object to this as paternalistic?
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implement the SMaT program as long as they were willing to monitor the results o others can

learn from their experience.
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Appendix A
SMarT Brochureto be Provided to Employees

(Assuming sdlary increasestake place on July 1)

“You are currently contributing 3% a year to the company's saving plan. If you are like mogt of
your fdlow employees, you think you should be saving more but never ssem to get around to it.

You often think, well, next year I'll save more bu right now my budget is jus too tignt. We
have desgned a plan with you in mind. As you know, next July you will be recaving your
annud sday increese. We are offering you the option of deciding now to share some of your
rase with your future. The plan is cdled “Save More Tomorrow” or SMaT for short.  If you
join, a portion of your rase in Jly is automaticaly contributed to the 401(k) saving plan. In
your case, the 3% you are now contributing would be increesed to 5%. Your take home pay will
dill increese, but dightly less than it would have without the SMaT plan.  You will be saving
more and you will pay less in taxes Snce contributions to the saving plan are tax deductible.  The
same thing would hegppen agan the folowing July, when your savings rate would incresse to
7%, and agan each July until you were saving the maximum tax deferred amount dlowed by
law. We think that if you join the program now, you may never notice the difference in your
take home pay, but in a few years you would certainly notice the difference in the amount of
money you had saved for retirement. Of course if you change your mind, you could dways
withdraw from the progran and reduce the leve of contributions you are meking to the plan.

We hope you will decide to Save More Tomorrow. Be SMarT.”
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Tablel1

Participation Data

The number of plan participants prior to the adoption of the SMarT plan

The number of plan participants who elected to receive arecommendation from the consultant
The number of plan participants who implemented the consultant's recommended saving rate
The number of plan participants who were offered the SMarT plan as an alternative

The number of plan participants who accepted the SMarT plan

The number of plan participants who bailed out of the SMarT plan between 1% and 2™ pay raise
The number of plan participants who bailed out of the SMarT plan between 2" and 3¢ pay raise
Overall participation rate prior to the advice

Overall participation rate shortly after the advice

B 8§ 3 B B

N

64%

81%
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Table2

Aver age Saving Rates

Participants Participants Participants Participants All

who did not who accepted who jointed who declined

contact the the the SMarT the SMarT

financia consultant's plan plan
consultant recommended
saving rate

Number of participants 29 79 162 45 315
Pre-advice 6.6% 4.4% 3.5% 6.1% 4.4%
1™ Pay Raise 6.5% 9.1% 6.5% 6.3% 7.1%
2 Pay Raise 6.8% 8.9% 9.4% 6.2% 8.6%
3% pay Raise 6.6% 8.7% 11.6% 6.1% 9.8%

Participants were offered access to an invedment consultant. Many of those contacting the
consultant found the recommended saving rates too high, and they were offered the SMaT plan
as an dternative.



