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401 (k)

Enhancing 401(k) Value and Participation
Taking the Automatic Approach

Executive Summary

With their growing prevalence over

the last few decades, 401(k) and other
defined contribution (DC) retirement
plans have become a critical piece of the
retirement puzzle for most private-sector
employees today.

This is especially true in smaller companies
and those of fairly recent vintage because
401(k)s are likely to be the only retirement
program offered in these organizations.
But, even in large and old-line businesses in
which traditional defined benefit (DB) pen-
sion plans remain common, it’s important
for employees to take responsibility for their
retirement planning and save for retirement
in order to achieve targeted income replace-
ment levels.

Because of the tax advantages of 401(k)s
and the fact that many companies match
employees’ contributions in these plans up
to certain limits, 401(k) plans represent an
especially powerful way to save for retire-
ment. Corporate America’s ongoing shift in
emphasis from DB to DC retirement plans
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only heightens the need for employees to
take maximum advantage of the 401 (k) sav-
ing opportunity.

Having a 401(k) plan is a high value ben-
efit for employees for a variety of reasons.
The plans provide a tax-effective way to
save for retirement efficiently via payroll de-
ductions, provide a clear “account balance”
of savings, provide a benefit that is “por-
table” and can be transferred as employees
change jobs, and also in most cases enable
the employee to manage their investments
based on their needs.

Nevertheless, a sizable percentage of
those eligible to invest in 401(k)s—on the or-
der of three out of ten employees, according
to some studies—do not choose to partici-
pate in these programs. Research also shows
that many of those who do contribute to
401(k)s don’t save enough to meet their likely
retirement income needs. When employers
match employees’ contributions, employees
who fail to participate are, in effect, leaving
significant employer dollars on the table.

As a result, many working Americans risk
having insufficient savings for retirement in
an era when people are living longer than
ever before, and health care costs continue
to increase at rates far in excess of overall
levels of price inflation. As a result, these
trends are creating increased challenges for
government insurance programs including
health care and Social Security. The need
for enhancing retirement funding has never
been greater.

Employers have plenty of reasons to be
concerned about employee understanding
of and participation in 401 (k) plans. Re-
search into employee attitudes shows that
retirement benefits, including DC plans, can
be a powerful factor in attracting people to
an organization. With increased competi-
tion for skilled talent and the focus at com-
panies on innovation and customer service,
this is an issue that is top of mind. And,
when employees are given the chance to tell
their employers what rewards they value
most, they often emphasize the importance
of the DC plan employer match. But to lever-
age the value that employees see in 401 (k)
plans, employers must count on employees
to take action; that is, to participate in the
401(k) and manage their DC investment
portfolios with care.
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When employers match employees’ contributions,
employees who fail to participate are, in effect,
leaving significant employer dollars on the table.

Concerns about low levels of 401 (k)
participation and the need to make these
plans more valuable to support a range
of key workforce and rewards goals have
prompted some employers to begin add-
ing automatic features to their plans in
recent years. Automatic enrollment is one
example. With this feature, the default op-
tion is for employees to be enrolled in the
plan at a minimum contribution level when
they first become eligible. Participation is
automatic but not mandatory; employees
who do not wish to participate may opt out
of the program. Automatic enrollment—
along with other “auto” features such as

automatic rebalancing of investments,
“lifecycle” funds and automatic increases in
employee contribution levels—are designed
to overcome employees’ inertia or lack of
knowledge about saving and investing for
retirement. These are the common barri-
ers that prevent some workers from getting
into the 401 (k) saving habit. In a sense,
these features mimic the more “automatic”
attributes of traditional DB pension plans
to help employees make prudent financial
choices today to prepare for tomorrow’s
retirement. (See page 4 for an overview of
some key differences between 401(k) plans
and traditional DB pensions.)
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The DB-DC Evolution

and the Importance of ‘Automation’

he continuing shift from traditional defined

benefit pension plans (DB) to 401(k)s and
other defined contribution (DC) arrangements
has been well documented over the years. The
primary form of retirement benefits offered by
U.S. companies as recently as 20 or 30 years
ago, DB pension plans now cover only about
half as many U.S. workers in private industry
as 401(k)s, according to the Bureau of Labor
Statistics’ National Compensation Survey.!
National Compensation Survey data from
2006 shows 21% of private sector workers
had access to DB plans, while 54% had access
to DC plans. Recent instances of major U.S.
companies closing their DB plans to new hires
or terminating them altogether point to even
lower levels of pension plan participation in
coming years.

One of the primary differences between DB
and DC plans is that DB plans are, in a sense,
automatic. Employees in jobs covered by tradi-
tional pension plans participate in those plans
automatically after working long enough to
meet the plan’s eligibility requirements. Their

“pension money” is invested for them by the
plan sponsor and typically paid out in equal
installments when they retire according to an
automatic benefit formula set by the plan.

In the typical 401(k) plan, by contrast, noth-
ing is automatic and active employee involve-
ment is critical. In fact, the employee usually
has the option of whether to participate in the
plan at all. The employee must make proactive
choices about how much to save in the plan,
how those savings are invested, and when and
in what amounts payments are received. For
employees who find these choices confusing, if
not overwhelming, automating plan participa-
tion and putting ongoing investment decisions
on auto-pilot via features like automatic re-
balancing can mean the difference between a
secure retirement and no retirement savings at
all. The government continues to shape the fu-
ture direction of retirement programs with new
regulations implemented or being considered.
This leaves a key open question as to what will
be the best mix of employer action or new gov-
ernment rules to close the growing gaps.
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In the typical 401(k) plan, nothing
is automatic and active employee
involvement is critical.

According to research by Deloitte Consult-
ing, however, only about a quarter of large
private employers in the United States offered
automatic 401(k) enrollment as recently as
2006.2 Concerns about added 401 (k) costs and
potential liability for participants’ investment
losses were among the considerations that
have discouraged many employers from add-
ing automatic features to their 401(k)s until
recently. With the enactment of the Pension
Protection Act (PPA) of 2006, Congress offered
new encouragement to companies interested
in taking the automatic approach by clarify-
ing employers’ fiduciary liability and provid-
ing some “safe harbors” that plan sponsors
can follow in designing automatic enrollment
features to limit their potential liability.

To help employers better understand
recent trends in 401(k) design and the pros
and cons of automating 401 (k) participation,
AARP asked Towers Perrin to review the pub-
lished research on 401 (k) prevalence, par-
ticipation and design and to analyze Towers
Perrin’s own propriety data on employer and
employee views of 401(k)s and other reward
components. The research team also con-
ducted in-depth interviews with a number of
U.S. companies to get an up-to-date view of
employers’ thinking and current approaches
to enhancing 401 (k) participation. Among the
key research findings:

® Despite the continuing challenges
involved in maximizing 401 (k) partici-
pation, U.S. companies recognize the
growing importance of 401(k) plans and
are focusing increasing attention on
boosting their 401 (k) participation rates
to address a range of key business and
workforce objectives.

® U.S. employees, for their part, also show
growing awareness of the pivotal role
that 401(k) plans play in their total re-
ward package. Indeed, according to data
from Towers Perrin’s latest Global Work-
force Study involving more than 60,000
U.S. employees, competitive retirement
benefits, including a 401(k) plan, are
among the top 10 considerations for
today’s employees in choosing an em-
ployer—and are even more important
to workers age 50+ and to employees in
certain industries.

® Towers Perrin’s research on behalf of
individual employers suggests that em-
ployer contributions to 401(k)s typically
offer a larger, positive return on invest-
ment (ROI) that can sometimes exceed
the ROI for spending on other key reward
elements, such as pay and bonuses. This
high ROl is likely due to employees in-
creasing focus on retirement savings and
security.

To maximize the employer’s return on
401(k) investments, however, it’s critical for
employees to participate in the plan ata
meaningful level of individual savings and
to manage their savings carefully over time.
Adding automatic 401 (k) features offers a
solid payoff in this regard. In fact, one study
by the Employee Benefit Research Institute,
conducted in July 2005, projects that au-
tomating 401 (k) participation can bring a
significant increase in retirement savings at
all income levels and more than double the
income replacement rate for employees in
the lowest income brackets.?

Here’s a closer look at Towers Perrin’s
research findings.
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Exhibit 1

A review of the published literature and
Towers Perrin’s own data show that 401(k)s
today are far and away the most common
form of retirement benefit offered to private
sector workers in the United States—and
the only retirement benefit being offered to
many employees. According to a 2006 study
by the Investment Company Institute (ICI),
the number of U.S. employees participat-
ing in 401(k) plans (47 million) is more than
double the number in traditional DB pen-
sion plans (21 million), while total 401 (k) as-
sets ($2.4 trillion) now exceed the combined
assets held by DB plans ($1.9 trillion).*
Statistics from Towers Perrin’s Employee
Benefit Information Center (EBIC) database
(which comprises almost 800 Fortune 1000
and equivalent companies in a range of
industries) reveal that some form of a DC
plan, including 401 (k) or other types of sav-
ings plans are almost universal—97% of the
EBIC companies offer the plans. By contrast,
as of January 2007, just over half (55%) of the

Most Common Employer
Match Percentages

Setting the Stage: The Current 401 (k) Landscape

Towers Perrin EBIC companies continue to
offer DB plans that are open to new hires.

In midsize and small companies, 401 (k)
plans may not be universal, but smaller
organizations are more likely than larger
ones to offer a 401(k) as the only retirement
benefit program provided. According to the
ICI study, of approximately 350,000 employ-
ers surveyed, 90% of the small and midsize
companies (50 to 10,000 employees) nation-
wide offered a 401(k) as a stand-alone retire-
ment plan in 2002.

Towers Perrin’s EBIC data also shed light
on typical practices with regard to employer
contributions to 401(k) plans and waiting pe-
riods for eligibility among larger and midsize
organizations. More than 93% of the EBIC
companies make some form of contribution
to their employees’ 401(k) accounts, the vast
majority on some type of matching basis, in
which the company matches all or part of the
employee’s contributions up to certain limits.
As Exhibit 1 shows, matching various frac-
tions of employee contributions (half of the
employee contribution is typical) up to 6% of
pay is the most common approach.

Although pre-enrollment waiting periods
of three months, six months and one year
remain fairly common among the Towers
Perrin EBIC companies, the recent trend
among employers is to eliminate waiting
periods and allow employees to begin par-
ticipating in 401(k) plans immediately upon
hiring. Almost one in three (30%) of the EBIC
companies now allow immediate 401(k) par-
ticipation within one month or less.

In terms of the choices available to 401(k)
participants for investing their savings,
data from Towers Perrin’s EBIC shows that
the median number of investment options
offered by major employers has leveled off
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at 14. However, a study of 638 401(k) plans
conducted by TIAA-CREF suggests that the Exhibit 2 Number of 401(k) Investment Options
average 401(k) participant invests in only a Offered by Large Employers in 2007
limited number of funds, typically no more
than three or four.® Exhibit 2 shows the
breakdown of investment options offered
by the companies in Towers Perrin’s EBIC
database as of January 2007.

Despite the wide availability of 401 (k)
plans and wide array of investment choices
offered to employees, the published re- 19%
search continues to show that many em-
ployees fail to take advantage of this impor-
tant opportunity to save for retirement. For
example, according to Hewitt Associates’
data covering 1.8 million employees par-
ticipating in 401(k) plans offered by 65 large Source: Towers Perrin Employee Benefit Information Center data on

ac 794 large U.S. employers (i.e., Fortune 1000 companies and equiva-
U.S. employers, about 30% of those eligible

lents); percentages shown are based on the 791 companies that offer
401(k) plans; ©Towers Perrin 2007

56%

17%
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did not contribute to their plans in 2005.¢
And even many employees who do contrib-
ute don’t save the maximums allowed by
law or even the amounts required to receive
the maximum matching contributions from
their employers. The study also found that

Simple procrastination and
lack of financial literacy are
among the reasons often

given by employees who
don’t participate in their
employers’ 401(k) plans.

employees who do not contribute to their
401(k) plans can anticipate as little as 52%
replacement of their annual pre-retirement
income. In contrast, employees who do con-
tribute to their company’s 401(k) plan can
expect to replace 98% of their annual pre-re-
tirement income, through a combination of
401(k), pension and Social Security income.
Why the inertia? Simple procrastination
and lack of financial literacy are among the
reasons often given by employees who don’t
participate in their employers’ 401(k) plans.
“Can’t afford to save” is another common
rationale. A TIAA-CREF study summarizes
research that has been conducted by behav-
ioral finance experts who have linked low
participation and savings rates to behaviors
such as procrastination and inertia.” Indeed,
the TIAA-CREF study cited above confirms
that those employees who don’t contribute
tend to have lower levels of formal education

and lower incomes than active 401 (k) partic-
ipants. Perhaps most telling, a 2006 Towers
Perrin Benefit Strategy survey of more than
2,300 employees in midsize and large U.S.
companies found that low-income workers,
defined as earning less than $50,000 total
household income, are aware of the need to
save for retirement but are far less likely to
actually be saving than high-income earn-
ers. Almost half (48%) of the low-income
earners said they were considering saving
more in company retirement plans but, for
various reasons, just weren'’t doing so.
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401 (k) Value and ROI

Despite the fact that not all employees are
currently participating in 401(k) plans, it’s
also clear that the 401 (k) savings opportu-
nity represents an important part of the total
reward package for most U.S. employees.

As a consequence, 401(k)s play a key role for
employers in attracting and retaining em-

ployees in an increasingly tight labor market.

For example, in Towers Perrin’s latest Global

Exhibit 3

Top 10 Drivers of Attraction

RANK RANK IN INDUSTRY

IN TOTAL
DRIVER u.s. ENERGY/ | BANKING/
FINANCE

POPULATION | UTILITIES
PAY

BENEFITS

LEARNING AND DEVELOPMENT

WORK ENVIRONMENT

Among 26 possible choices,
competitive retirement
benefits ranked number

six for the U.S. population

sample as a whole.

Workforce Study, respondents were asked to
identify the factors they consider most im-
portant when choosing an employer. Among
26 possible choices, competitive retirement
benefits ranked number six for the U.S. popu-
lation sample as a whole. In most industries,
a competitive retirement package carries
particularly high significance, and generally
ranked in the top 10 most important factors
when joining an organization.

Exhibit 3 shows more specifically where
retirement benefits rank among other fac-
tors in the select industries: utilities and
banking.

Clearly, in today’s environment, provid-
ing enhanced 401 (k) features can give an
organization a leg up in recruiting scarce
talent. This is especially true with regard to
mid-career hires. Other AARP/Towers Perrin
research shows that competitive retirement
benefits rank second only to health care cov-
erage as a driver of attraction for U.S. employ-
ees age 50+.°

Towers Perrin’s research also points to
the powerful role that enhanced retirement
benefits can play in retaining needed talent.
Among the employees surveyed as part of
the firm’s Global Workforce Study, those who
viewed their organization’s retirement bene-
fits as above average were far less likely to be
looking for another job or to be open to job
offers from other employers than were those
employees who viewed their retirement ben-
efits as below average (see Exhibit 4).
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Moreover, as Exhibit 5 shows, saving via
401(k) plans is what comes to mind first for
most employees when thinking about pre-
paring for retirement.

Towers Perrin’s research with clients has
found that organizations can generate a
significant ROI from enhancements to their
401(k) programs. In some cases, improve-
ments in 401(k) matches or other features
have the ability to produce a higher ROI
than company investments in other, more
costly compensation programs. To estimate
the ROI of changes in reward investments,
Towers Perrin first surveys employees to de-
termine how much relative value they place
on different reward elements and the trade-
offs they are willing to make.

Enhancements to the 401(k) match rou-

maximum contribution of time and energy.

tinely appear as some of the most highly val-
ued reward improvements an organization
can make. Towers Perrin also identifies the
relationship between these kinds of changes
and specific employee attitudes and behav-
iors: likelihood of joining an organization,
remaining with a company and making the

Each of these behaviors, in turn, has a meas-
urable financial implication for the organi-
zation. For example, increases in employee
retention can produce dramatic cost savings.
The cost of replacing an employee such as

an executive or highly productive individual
contributor can range up to multiples of

Exhibit 4

Link Between U.S. Employee Views of Retirement Benefits and Employee Commitment

Those who view benefits
as below average

Those who view benefits as neither
above nor below average

Those who view benefits
as above average

. No plans to leave

. Not looking, but
would consider
another offer

4% 6%

Actively looking
for another job

I Made plans to
leave current job

. Plan to retire in
the next few years

Source: Towers Perrin’s 2005 Global Workforce Study. © Towers Perrin 2005.
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annual salary. Likewise, engagement (which
Towers Perrin defines as willingness to put Exhibit 5 How U.S. Employees Are Preparing
in discretionary time and effort beyond the for Retirement

minimum required for an employee to keep
his or her job) can produce sizable economic
returns for a company. Over a broad spec-
trum of analyses in various industries, we
have identified a ratio of approximately 5:1
between increases in engagement and im-
provement in financial performance, usually
measured as an increase in earnings. This

is due to a combination of higher revenue
growth at companies with an engaged work-
force relative to their relevant industries, as
well as lower cost of goods sold. While this

Enhancements to the
401(k) match routinely
appear as some of the
most highly valued
reward improvements an
organization can make.

result varies across companies and indus-
tries, the pattern between employee engage-
ment and increased financial performance is
consistent.

When Towers Perrin has compared the
cost of an organization’s investment in
enhanced 401(k) features against the value
produced from increased employee reten-
tion and engagement, the results are often
striking. In one organization, for example,
the analysis showed that enhancing the
company’s 401 (k) plan (specifically, pro-
viding a company match equal to 6% of
pay) was likely to produce a 95% return
on investment as a result of the expected
increase in employee engagement. By
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comparison, a 5% increase in merit pay
would be expected to produce only a 28%
return on investment, and a 10% larger
bonus would produce a predicted return of
only 5% of the projected cost.

These findings, which are generally con-
sistent with those of total rewards optimi-
zation studies at other companies, should
be of interest to companies thinking about
investments in 401 (k) benefits and automat-
ic 401(k) features. Given growing employee
concerns about retirement security today,
plus the ability of employees to see clearly

Studies support the notion
that auto 401(k) features
are viewed favorably by
employees and employers.

| Taking the Automatic Approach

the value in their 401(k) accounts, company
investments in these plans can usually be
expected to deliver a positive return for the
employer.

In addition to optimization research,
other studies support the notion that auto
401 (k) features are viewed favorably by
employees and employers. According to
Deloitte’s 2005/2006 Annual 401 (k) Bench-
marking Survey, 73% of plan sponsors that
were surveyed reported either a favorable re-
action or no issues from participants regard-
ing automatic enrollment.’ Research con-
ducted for the Retirement Security Project
by The Tarrance Group, also found that
68% of registered voters favor automatically
enrolling employees in a retirement plan
at work, 66% favor automatically investing
the funds in a prudent way, and 67% favor
automatically increasing contributions over
time. Overall 71% favor automatic 401(k)s."

12
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Exhibit 6

Employers moving to make 401(k) par-
ticipation more automatic typically take a
combination of the following approaches to
help overcome employee inertia and remove
some of the guesswork and uncertainty that
mark many employees’ efforts to save and
invest for retirement:

Automatic enrollment: With this feature, the
default option is to have new hires enrolled
in the company’s 401 (k) plan when they first
become eligible unless they affirmatively
opt out. The most common default contribu-
tion rate among companies offering auto-
matic enrollment in 2004 was 3%, accord-
ing to the Profit Sharing/401(k) Council of
America’s (PSCA’s) 48th annual survey of
more than 1,100 profit sharing and 401 (k)
plans.! That survey also found that the most
common default investments for automatic
contributions tend to be in such options as
balanced funds (29% of the plans surveyed),

Percentage of 401(k) Plans
Implementing Automatic Enrollment,
2002-2005

Hﬂﬂﬂ

What’s Driving the 401 (k) Automation Trend—The Employer Perspective

stable-value funds (27%) and money mar-
ket funds (24%). The sidebar box on page 15
describes the implications of fund choice on
the fiduciary responsibilities of employers
under recently enacted pension legislation.
As of 2004, almost one in three plans (30%)
with 5,000 or more participants offered au-
tomatic enrollment, according to the Profit
Sharing/401(k) Council’s survey. According
to PSCA, 19% of plans with less than 1,000
participants and 24% of plans with between
1,000 and 4,999 participants have automatic
enrollment. Exhibit 6 shows the growth in
automatic enrollment in recent years.

Automatic contribution increases: Some
companies that have implemented automat-
ic enrollment also automatically increase
the level of employees’ contributions over
time; for example, by 1% of pay each year
until a certain threshold (e.g., 6%) is hit. As
of 2004, about 30% of the plans that offered
automatic enrollment had also implemented
automatic escalation, according to the Profit
Sharing/401(k) Council survey. Automatical-
ly increasing employee contribution levels
may be needed to help employees build ad-
equate retirement savings over time. A 2006
study by Hewitt Associates found that most
automatically enrolled employees tended to
stay at the default contribution rate and had
less diversified portfolios than more active
401 (k) participants.'?

Automatic rebalancing: With this feature,
participants’ accounts are automatically
rebalanced periodically to restore the origi-
nal level of targeted investment in various
asset classes (e.g., large cap stocks, small
cap stocks, fixed income investments, cash
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“We are shifting investment philosophy to one that
focuses on an investment strategy, rather than a name
brand fund...this makes more sense to our employees.”

equivalents). This enhancement addresses for preservation of capital as the employee
the fact that most 401(k) participants tend approaches retirement age. As Exhibit 7

to be passive investors who don’t review shows, almost half of the plans surveyed by
their investments regularly. Over time, even the Profit Sharing/401(k) Council offered
an appropriately diversified portfolio can these kinds of funds in 2005.

become unbalanced because of the varying
performance characteristics of the underly-

- Percentage of 401(k) Plans Offering
ing investments. A 2006 Hewitt Associates Exhibit 7

Lifestyle and/or Lifecycle Funds,
survey found that about one in four (27%) of 1996-2005

220 large U.S. companies offered this feature
last year.®

48.5%

Making investments easy: To help em- 39.4%
ployees invest their 401(k) balances appro- a2 1% —
priately, a growing number of companies 27.6% %30.0%
offer so-called “lifestyle” and/or “lifecycle” :
accounts—premixed investment funds de- 20.4% 21.2%
signed to fit a range of risk tolerances or for 14.8%

. . oo TS 12.1%
employees in different stages of their lives. A
lifecycle fund, for example, would typically
offer a higher allocation to equities for a
young worker and shift the mix more toward 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
fixed-income and cash equivalents designed

Source: Profit Sharing/401(k) Council of America 2005 Annual Survey
of Profit Sharing and 401(k) Plans

14
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Among the considerations holding some
companies back from adopting features like
automatic enrollment have been concerns
about the employer’s fiduciary liability and
even the legality of automatic enrollment
under state wage garnishment laws. Enacted
last September, the Pension Protection Act
(PPA) of 2006 addresses these concerns by
providing new guidance regarding automat-
ic enrollment. (See box.) More recent IRS
guidance provides even more encourage-
ment for aggressive automatic enrollment
programs by clarifying that default contri-
bution rates may be any percentage permit-
ted under the plan (i.e., no maximum limit)
and that automatic contribution increases

“PPA rules are opening
up employers thinking
about 401(k) plans and
how to use them
differently than in the past.”

are specifically permitted. Regulations
implementing the PPA have been proposed
but not yet finalized.

As aresult of PPA, the number of compa-
nies offering these features is expected to
continue to grow rapidly in coming years.
This is reflected in the results of a survey of
126 financial executives working in midsize
and large U.S. companies that Towers Per-
rin conducted immediately after the PPA
was enacted last fall. Some 42% said their
companies are now more likely to introduce
automatic enrollment.

15
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Pension Protection
Act of 2006

Key Provisions for
401(k) Sponsors

Automatic enrollment

Effective upon enactment, the law supersedes all
state laws that place restrictions on automatic
enrollment (e.g., state garnishment laws).

Effective for plan years beginning after December
31, 2007, the law provides a new safe harbor that
automatic enrollment features must conform to in
order for the plan to be exempt from nondiscrimina-
tion testing requirements. Under this safe harbor,
automatic contributions must be at least:

® 3% of pay during the first year of plan
participation;

® 4% of pay during the second year;
® 5% of pay during the third year;
® 6% of pay in the fourth year and thereafter.

Also, non-highly compensated employees must
receive:

® a 3% non-elective contribution from the
company, or

® a 100% match on the first 1% of elective employ-
ee contributions plus a 50% match on the next
5% of elective employee contributions.

Employer safe harbor contributions must fully vest
within two years, and employees must receive a
notice explaining their right to opt out and how con-
tributions under the arrangement will be invested.
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Why the strong employer interest in in-
troducing 401 (k) enhancements that will
cost most plan sponsors money in added
contributions? To get a better sense of what'’s
driving employers’ thinking, Towers Perrin
interviewed senior HR leaders at a number
of leading organizations (see box on page 17
for a list) on a range of issues related to maxi-
mizing 401(k) value. Of the companies inter-
viewed, three-quarters already have automat-
ic 401(k) enrollment, and the rest are seriously
considering it.

The most common reasons for introduc-
ing automatic 401 (k) features were (in order
of importance for the interview group):

® Enhance the perceived value of the pro-
gram among employees.

® Help support a culture of shared respon-
sibility with employees for financial
security in retirement.

“I am a true believer of auto-enrollment and with
the PPA, this will help employers a lot knowing that
there is support and regulation around the plans.”

® Help ensure the level of financial secu- strong business rationale for reward invest-
rity necessary to enable employees to ments that can play a meaningful role in
retiree. attracting and retaining needed talent. It
seems clear from these recent interviews
® Strengthen the company’s value propo- that introducing automatic 401 (k) features
sition to employees and help brand the ranks near the top of the list today in terms
company as an employer of choice. of broad-based reward program enhance-
ments that many companies are embracing.
® Enhance employee retention. One employer interviewed noted that after

introducing enhancements to their 401 (k)

Given today’s tight labor market, especially
for key skilled employees, companies have a

plan including automatic enrollment, their
voluntary turnover went from 18% to 2%.
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“Even with auto-enrollment, we need to regularly
communicate with our employees to actively
participate in the plan including increasing
participation and diversifying investments.”

Organizations Interviewed

ACUITY

Citigroup

Dupont

Hoffmann La-Roche
New York University
Time Warner

Adecco

CIGNA

FM Global
International Paper
PlastiPak

Trinity Health

Among the sample of organizations inter-
viewed, for example:

® Half of those that have implemented
automatic enrollment also automatically
increase the level of those employee con-
tributions over time.

® The majority has already implemented
lifecycle investment options, and the
others are now planning to implement
lifecycle funds.

® A small, but growing, minority of those
interviewed are considering going be-
yond automatic enrollment of new hires
to automatically enroll existing employ-
ees who don’t contribute to their 401 (k)
plans.

Other moves under consideration among
this group include changing 401 (k) waiting
periods and eligibility criteria (e.g., offering
eligibility to part-timers) to increase employ-
ee participation and savings, among others.

All employers interviewed noted the use
of targeted communication to reach em-
ployees that are not participating or employ-
ees that are not participating to the maxi-
mum employer match. One employer said
that “targeting education and awareness
messages has been the best way to increase
employee participation and is an absolute
must for employers.”
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The Payoff of Making It Automatic

Both the available research and the experi-
ence of the organizations interviewed for
this report confirm that making 401(k) par-
ticipation more automatic can have a ben-
eficial impact on employees that provides a
positive return for employers on a range of
key business and workforce issues, includ-
ing recruiting and retention.

Among the organizations interviewed,
for example, virtually all of those that have
implemented automatic enrollment have
seen their 401(k) participation rates increase
measurably, while three-quarters have seen
increases in the overall level of employees’
401(k) contributions and most report im-
provements in their ability to recruit needed
talent. Other outcomes reported by some of

Assessing the impact on a broader group
of companies, officials of the Profit Sharing/
401 (k) Council of America report that auto-
matic enrollment boosts employee 401 (k)
participation levels from the low- to mid-70%
range in most companies to approximately
90%." This is consistent with what happened
within a year after J.C. Penney Co. introduced
automatic enrollment, according to a report
in The Business Journal of Milwaukee."

Of course, it’'s important to keep in mind
that no single 401(k) enhancement is likely
to be successful in every organization. More-
over, no matter what steps plan sponsors
take, there will always be a subset of the em-
ployee population who decline to take all the
action they could to prepare for retirement.

Also, making 401(k) participation more
automatic is not a panacea, since the auto-
matic contribution levels typically adopted

Key benefits reported by
the companies interviewed
include increased
participation, improvements
in ability to recruit,
and help with passing
nondiscrimination testing.

those interviewed include decreased turn-
over, reductions in 401 (k) loan levels, and in-
creases in average 401 (k) account balances.
Also, about half of the organizations inter-

viewed said automatic plan features have
improved their ability to pass the 401(k)

nondiscrimination tests, which have a series
of rules to ensure that a sufficient number of
employees at all income levels are benefiting

from 401(k) plans.

can fall short of the amounts needed to en-
sure an adequate level of retirement savings
for employees. Indeed, for 401(k) plans to
provide adequate levels of retirement finan-
cial security—especially when offered as an
employer’s only retirement program—it’s
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critical for employers at the same time to
take the steps needed to ensure greater em-
ployee participation and shared responsibil-
ity in planning for retirement needs. These
steps may include various resources such as
offering access to ongoing financial educa-
tion, or communication and modeling tools
to assist with retirement planning.

In addition to introducing automatic
features, most employers are also trying to
help employees achieve more successful
401(k) outcomes through targeting com-
munications to nonparticipating employees
and those contributing less than the maxi-
mum or the amount needed to receive the
full employer match. These types of targeted
communication messages illustrate retire-
ment savings potential that the employee
may miss out on if they don’t contribute to
the plan. These communication efforts have
been successful in increasing participation a
percent or two.

Exhibit 8

“401(k) plans are a happy
benefit...employees really
like their savings plans.”

Nevertheless, the growth of automatic
401 (k) features clearly represents a step in
the right direction, especially for low-in-
come and younger workers who are least
likely to begin saving for retirement. As
Exhibit 8 illustrates, a combination of auto-
matic contributions of 6% of pay invested
in a well-designed lifecycle fund can be
expected to produce higher income replace-
ment levels across the income spectrum—
and more than a twofold improvement for
the lowest income groups.

Clearly, for a growing number of com-
panies today, making 401(k) participation
automatic appears to be an idea whose time
has come.

Median Replacement Rates* from 401(k) Accumulations** for Workers Turning 65

Between 2030 and 2039, by Income Quartile

56%

9 45%
43% o, 40%
37%

33%

52%

63%

57%

529% S4%

. Lowest Income Quartile

B 'ncome Quartile 2

Income Quartile 3

. Highest Inclome Quartile

All Eligible Workers
(401(k) plan participants
and eligible non-participants)

Automatic Enrollment
(3% contribution rate,
money market fund)

Automatic Enroliment
(6% contribution rate,
lifecycle fund)

*The replacement rate is the portion of pre-retirement income (as a percentage of final five-year average salary) that a worker is projected to be able
to replace by drawing from his or her 401(k) balance beginning at age 65. **The 401(k) accumulation includes 401(k) and rollover IRA balances and as-
sumes continuous employment, continuous 401(k) plan coverage and investment returns based on average historical returns between 1926 and 2001.
Source: Employee Benefit Research Institute/Investment Company Institute 401(k) Accumulation Projection Model (see Holden and VanDerhei, 2005)
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About This Study

Compiled in early 2007 by a team of consul-
tants and associates in Towers Perrin’s HR
Services business, the findings presented in
this report were drawn primarily from the
following sources:

Towers Perrin’s proprietary data
Information on 401 (k) prevalence and provi-
sions in large organizations was drawn from
Towers Perrin’s Employee Benefit Informa-
tion Center database of plan provisions for
794 midsize and large U.S. companies (mid-
size employers being 500 to 15,000 employ-
ees). Information on employee engagement
and the drivers of attraction among U.S.
workers was derived from Towers Perrin’s
2005 Global Workforce Study, which was
based on a survey of approximately 60,000
employees working full time in midsize

and large U.S. companies in a wide range of
industries. Information on employee views
of retirement and their preferences among
retirement and other reward components
was drawn from a number of Towers Perrin
surveys, including the firm'’s 2004-2005 Re-
tirement Preference Index, involving a survey
of more than 2,000 U.S. employees. Informa-
tion on U.S. employers’ plans to implement
automatic enrollment and third-party in-
vestment advice in the wake of the Pension
Protection Act comes from a September 2006
Towers Perrin survey of financial executives
in 126 midsize and large U.S. companies (see
Towers Perrin’s white paper, The Pension
Protection Act of 2006: Expected Impact on Re-
tirement Plan Financing and How Employers
Are Likely to Respond, September 2006). For
additional information about Towers Perrin’s
proprietary research and published reports,
visit www.towersperrin.com.

Other previously published research
Information on broad 401(k) trends and
levels of participant savings and participa-
tion comes from an extensive review of the
available academic and technical studies
and published research by U.S. government
agencies and other organizations, including
the Profit Sharing/401(k) Council of Amer-
ica, Employee Benefit Research Institute,
Hewitt Associates, Deloitte Consulting and
others.

Employer interviews

To gain a deeper understanding of employ-
ers’ thinking and the latest trends and issues
in 401(k) plan design and management,

the research team interviewed representa-
tives of 12 major organizations in industries
including financial services, pharmaceuti-
cal, manufacturing, insurance, media and
health care. AARP and Towers Perrin would
like to express their appreciation to these
individuals who gave so generously of their
time and insights. At the interviewees’
request, the results of those interviews are
reported here only in the aggregate.

The Towers Perrin research team, Roselyn
Feinsod, Samira Kaderali and Edward Bush,
wish to express their thanks to the follow-
ing AARP staff members for their assistance
and support with this study: Colette Thayer,
Jean Setzfand, Michael Herndon, and Sheila
Kathi Brown.
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