SAM GRAVES, MIsSOuURI NYDIA M. VELAZQUEZ, New YORK

CHAIRMAN

RANKING MEMBER

Congress of the Wnited States

1.3. Nouse of Representatioes

Committee on DSmall Business
2360 ‘Rapburn 1ouse Office Building
Aashington, PE 20515-6515

Memorandum

To: Members, Committee on Small Business

From: Committee Staff

Date: September 30, 2013

Re:  Hearing: “The Challenge of Retirement Savings for Small Employers”

On Wednesday, October 2, 2013, the Committee on Small Business will meet at 1:00
p.m. in Room 2360 of the Rayburn House Office Building in Washington, DC, for the
purpose of receiving testimony on the state of retirement savings for small business
owners.

. Background

A June 2013 Bankrate.com survey found that three quarters of Americans are living
paycheck to paycheck, with little to no emergency savings. This is true for individuals,
households, and workers.>

Saving for retirement has always been a challenge for Americans. According to the
Employee Benefit Research Institute, 46% of all American workers have saved less than
$10,000 for retirement.® And more than half report that they have no workplace
retirement plan.*

A report by a task force of actuaries and retirement professionals projects that baby
boomers approaching retirement found that most have not taken the steps necessary —
saving, selecting investment vehicles, managing the investments, following a budget,
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choosing retirement dates — to provide reliable income to last the rest of their lives.’
The task force went so far as to call the results of their findings a “retirement crisis.”®

The low retirement savings rate can be partly attributed to the recovering economy,
which means small firms have less capital to put back into their business and take home.
In addition, the cost and complexity of administering retirement plans has dissuaded
many small firms from offering them.

Il. Retirement Savings and Small Businesses

Few Americans are saving sufficiently for retirement, yet it has never been more
important. Life expectancy is increasing, and other retirement income sources, such as
Social Security, are in doubt.’ According to one estimate, one-third of America’s
retiree’s get at least 90% of their retirement income from Social Security.? Most
Americans have never even calculated the amount of savings needed for retirement.

Despite the aging workforce, many small firms do not offer retirement plans. Small
business owners can find saving even more difficult.® A paper prepared for the Small
Business Administration in 2010 found that IRA ownership among small businesses is
only about 36%. Only about 18% of business owners participated in a 401(k) plan.®

In June, the Government Accountability Office reported that only 14% of small
employers sponsored a retirement plan in 2012.'* Those with 1 to 4 workers had the
lowest plan sponsorship rate — 5%. Those with 26 to 100 workers had a sponsorship
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rate of 31%.'2 GAO also found that small employers with plans frequently did not
understand the fees associated with them and participants in those plans often paid
higher recordkeeping and management fees than those in larger employers.™

Small business owners often say they don’t believe they could afford a retirement
plan for their employees (or themselves).!* Some don’t save for retirement because
they spend too much. Retirement may seem too far in the future, or saving over the
long term with today’s weak economy could seem too risky. The cost and complexity of
retirement plans can deter small firms from offering plans.

Some small business owners do not save for retirement because they believe they
will be able to sell their business and live off the proceeds.'® Financial advisors caution
that a business may not always be liquid, may not be valued by experts or purchasers as
highly as the owner or may not be marketable at all.’®

The recession may have been a wake-up call for small firms. Today, some small
firms may be better able to offer retirement plans. According to a recent Capital One
survey, nearly half of all small business owners believe the economy is gaining strength,
small business conditions are improving, and their business will be in a stronger financial
position in the next few months.!” However, these results contradict the August 2013
NFIB Optimism Index, which found favorable employment plans but increasingly
negative expectations for improved general business conditions.®

lll. Retirement Savings Vehicles

Small employers who offer retirement savings plans can choose from many different
options.”® Several of these savings options are described below.
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A. Pensions

1. Defined Benefit Plans

According to the Department of Labor, defined benefit plans promise a specified
benefit at retirement, such as $100 per month once you retire.?’ The amount of the
benefit is sometimes based on a set percentage of pay multiplied by the number of
years of employee service. While generally small firms offer defined contribution plans,
defined benefit plans may be suitable for small business owners who are over age 50
and need to accumulate a large amount of retirement savings in a short period of
time.? An actuarial firm typically drafts the plan document and calculates the benefit,
and these plans can be more costly to administer.??

2. Defined Contribution Plans

Defined contribution plans do not promise a specific benefit at retirement. In
these plans, the employees, employer, or both, contribute to the employee’s individual
plan accounts, often at a set rate (such as a percentage of salary) per year.”> An
increasing number of small employers offer these plans.?*

B. Other Retirement Savings Vehicles
1. SIMPLE Plan

A Savings Incentive Match for Employees (SIMPLE) Plan is a savings option for
employers of 100 or fewer employees involving a type of IRA. It allows employees to
contribute a percentage of their annual salary each pay period and also allows their
employer to contribute. Employers can either match that contribution dollar for dollar —
up to 3% of the employee’s wage -- or make a fixed contribution of 2% of pay for all
eligible employees. Employees are 100% vested in contributions, decide how and where

% EMPLOYEE BENEFITS SECURITY ADMINISTRATION, UNITED STATES DEPARTMENT OF LABOR, FREQUENTLY ASKED
QUESTIONS ABOUT PENSION PLANS AND ERISA, available at
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the money is invested, and keep their IRA accounts even when they move to a different
job. There is little administrative burden or paperwork.”

2. SEPs (Simplified Employee Pensions)

With a SEP, employers establish an individual retirement account, known as a
SEP-IRA, for themselves and their employees.26 Employers contribute a uniform
percentage of pay for each employee. Employer contributions are limited to a certain
percentage of an employee’s annual salary or an annual limit, indexed for inflation,
whichever is lower.?” SEPs have low startup and administration cost, and can be
established using a short form.?®

3. 401(k) and Profit-Sharing Plans

401(k) plans are commonly-used savings vehicles for many small businesses and,
according to the Department of Labor, are used by over 25 million workers and have
assets of over $3 trillion.?? In a 401(k) plan, employees designate a percentage of their
pay to be deducted and contributed to the plan on a tax-deferred basis. An employee is
subject to a maximum annual limit, adjusted for inflation, but the annual percentage
may be changed annually.*® Employers may also make contributions to a worker’s
401(k) account, usually a percentage of wages or a percentage of the employee’s
contribution, subject to an annual limit.

IV. Effects on Retirement Savings
A. The Economy

America’s economy continues its recovery. Over the past few years, the
financial performance of pensions and retirement savings plans has been uneven.
Increasingly, large and small companies are mindful of how these plans can affect their
earnings and balance sheet.

Some believe that retirement plans have over-relied on investments in the stock
market. In recent years, the market’s performance made individuals and business
owners concerned about the viability of their retirement investments. Mark Williams,
Professor of Finance at Boston University, has said that a downturn in the economy can
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force large firms into mergers or asset sales.?! In such a climate, many small firms have
difficulty offering or maintaining a benefit plan. There are also statutory concerns. The
Pension Protection Act of 2006 established evolving accounting standards to prevent
companies from getting too far in arrears in their pension obligations to retirees. Others
have urged companies and individuals to save more but to invest less.*

Because they are based on long-term growth, many company pension funds are
heavily invested in stocks. These funds were hard hit during the economic downturn.
More employers could shift from defined benefit pensions to defined contribution
plans, because this would reduce the employer’s risk over time, but this is not easy to
do. A 2008 study by the Employee Benefit Research Institute® on 401(k) account
balances found that employers were reducing or even ending employer contributions,
but by early 2013, the plans had shown improvement.*®

B. Legislative Proposals

Historically, one area where Congress has had bipartisan agreement is that of
encouraging Americans to save for retirements.>® During the late 1990s and early
2000s, Congress enacted some key laws affecting defined contribution plans and IRAs
that are still in operation today.>’

Since that time, various retirement savings proposals have been introduced,
such as mandatory employee payroll deductions for IRA enrollment. Most retirement
plans, including the proposed automatic IRAs, are subject to the Employee Retirement
Income Security Act (ERISA).*® ERISA is the federal statute which establishes the
minimum standards for pension plans offered by private sector employers, and provides
extensive rules for the federal income tax treatment of transactions associated with
employee benefit plans.

3 pension Funds Weakened by Stock Market Decline, TiIME {Oct. 31, 2008), available at
http://www.time.com/time/business/article/0,8599,1855076,00.html.
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V. Conclusion

Individuals have traditionally had difficulty saving for retirement. Small
companies, with their thin margins and low operating capital, have found it challenging
to offer a full array of employee benefits, including pension or retirement savings plans.
The uneven economic climate has made it more difficult for small firms to offer and
maintain retirement savings plans for their employees. At the same time, the need for
Americans to save is greater, as Social Security’s future is uncertain. This hearing will
examine the challenges small companies face in offering these plans, and suggest some
options for expanding them.



