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Choosing Retirement Plans

| am pleased to discuss George Loewengerrs article, ACosts and Benefits of Hedth- and
Retirement-Related Choicell and to relae it to how people make choicesin retirement plans. | will first
summarize the main points of Loewensteirnes paper and then indicate areas of agreement and
disagreement. For the bulk of my remarks, | will discuss the experience of Teachers Insurance and
Annuity Association-College Retirement Equities Fund (TIAA-CREF), as reflected in three areas where
people in the educationd sectors have choices in retirement plans: (1) among pension plan types -- that
is, between defined benefit and defined contribution plans, (2) among pension plan providers or
companies, and (3) among investment accounts.

Loewengtein proposes the key factors that policymakers, both in the private sector and
especidly in the public sector, should consider in deciding whether and how to offer citizens, taxpayers,
retirees, participants and employees choices among dternative options in health, retirement, insurance,
and other economic areas. He ligts briefly the benefits of choice; describesin detail the costs of choice
(interms of time, error, and regret); sets forth the criteriafor the legitimate expansion of choice;
evauates recent expansions of choice; and concludes that most of these expansions have, on net, been
negdtive. | agree with Loewengtein that whether and how to offer choice should entail abaancing of
benefits and codts, that framing dternatives and designing defaultsis critical to the success of a choice-
based hedlth or retirement program, and that offering choice is more natura in some areasthan in
others. But | think that he underemphasizes the benefits of choice, particularly over long time periods,

and aso underestimates people-s desire to have dternatives available, even when not utilized.



As Loewengtein indicated, one of the benefits of choice is alowing people to select options
tailored to their individual needs and tastes. These benefits may not occur immediatdly, but as people
learn about the avallability of options and their usefulness, benefits will accrue over time. For example,
in the last decade TIAA-CREF has introduced to participants a wide variety of investment and
retirement income optionsin their penson plans. Not dl the options were utilized widely at first, but
they are being used increasingly by significant segments of the population. And new options are often
demanded by the population, or & least some segments of the population, particularly when they see
these options dready available to their colleagues, family members, and friends. So far, in the many
surveys and focus groups of participants and plan administrators, TIAA-CREF officids have yet to hear
in any sgnificant way thet the increase in available choices is not worthwhile. Of course, educetion,
framing and a sensble menu of options help.

| now turn to TIAA-CREF:s experience with choice in retirement plansin the education sectors.

For the most part, higher education ingtitutions can be divided into three groups with respect to the
primary retirement plans offered employees. (1) amog al private ingtitutions have defined contribution
plans excdusvely, (2) adeclining number of public ingtitutions require enrollment in a defined benefit plan
sponsored by agtate or loca government, and (3) many public indtitutions that give employees
(sometimes only faculty) a choice of enralling in a public retirement plan or one of severd defined
contribution plans approved by the ingtitution. For this latter group, the choice of retirement plan typeis
very important, because the decison may affect the Sze of their retirement benefits. The most favorable
option will depend on the persores age a employment, the probability of remaining with the current
employer until retirement, expected retirement age, risk preferences, the effect of inflation before and
after retirement, and other factors that differentialy affect the value of defined benefit reative to defined
contribution pensons.

Robert L. Clark, Loretta Harper, and M. Mdinda Pitts, in a study sponsored by TIAA-CREF,
examined the choice of pension type and plan a North Carolina State University (NCState), where
newly hired faculty can choose between a defined benefit plan and one of three defined contribution
plans® NCState faculty are given thirty days after being hired to make the pension choice; employees



who take no action are automaticaly enrolled in the sate plan. The decision between the state plan and
one of the defined contribution plansis irrevocable; among the defined contribution plans, shifts and
partid sdlections can be made. Within one year after the introduction of a defined contribution plan in
1971, amgority of new hires enrolled in the defined contribution plan, and this enrollment share has
increased over time.

Clark, Harper, and Pitts examined the plan type choices participants made and related those
choices to participant socioeconomic characteristics, as well as preferences and opinions expressed in a
specid survey. They found that faculty hired at older ages, who anticipated remaining at NCState until
retirement, were dready enrolled in the state plan at a prior job, had lower current sdary, or were hired
just after the introduction of the defined contribution plan were more likely to choose the defined benefit
plan. These are entirely rationd and sensible choices cons stent with predictions based on economic
theory concerning the relaive vaue of penson plansto individuas. Most faculty did not view the choice
asadifficult financia decison, and they devoted rdatively limited time to making the decision, dthough
17 percent of the faculty indicated in the survey that, in retrospect, they were Anot a al confident@ in
their decison; most of the peoplein thislatter category had chosen the state-defined benefit plan.

| do not want to leave you with the impression that | believe that an infinity of choices among
plan types, providers and investment accounts is necessarily and automaticaly a good thing. Pension
plan sponsors have arole in placing some reasonable limits on choice. As an example of what not to
do, in the optiond retirement plan for higher education indtitutions in Texas, currently any plan provider
can offer an unlimited choice of investment options. Asaresult, in the penson plans a some community
colleges, there are saventy-five to one hundred providers that offer ten or more investment choices
esch; plan participants at Texas community colleges therefore face more than a thousand investment
options At thisscale, there are diminishing -- no, negative -- returns from choice. Indeed, in
recognition of this problem, the University of Texas system within the Texas optiond retirement plan has
recently reduced the number of approved providersto eight. More generaly, | believe the plan sponsor
should offer participants sensible investment options, with arange of risk and return opportunities.



| will now look a how TIAA-CREF participants have exercised thelr investment options. As
mentioned earlier, in the last decade TIAA-CREF has expanded the menu of basic asset classes and
investment accounts offered to its participants. A mgority of participants favor diversfication among
ast classes. 1n 1986, 45 percent of total contributions were alocated fifty-fifty to equity and
guaranteed investments, and 32 percent of contributions were alocated to a combination of equity and
guaranteed classes in other proportions. As of September 1998, 15 percent of premiums were being
dlocated on afifty-fifty basis among equity and guaranteed classes, and dmost 50 percent of
contributions were alocated to other combinations of the various asset classes. There was adistinct
increase in alocations to the equity asset group both through increases in 100 percent alocations to the
equity class and in asset combinations that included equity assets and other asset classes as well.

Looking at this experience, the 1995 theory of Shlomo Benartzi and Richard Thaler, as cited by
Loewenstein, even if wastrue at sometime, is no longer the case.? TIAA-CREF participants, as shown
by their asset dlocation choices, do not seem fearful of the riskiness of equity invesments. Evidence on
contribution flows in other defined contribution plans is consstent with the TIAA-CREF experience on
thisscore. | would aso note that although TIAA-CREF participants have embraced the new
investment accounts and asset classes, there is very little evidence from TIAA-CREF in support of the
1998 Benartzi and Thaer theory cited by Loewenstein.® Only ahandful of our participants divide their
contributions evenly across the investment accounts or asset classes.

In astudy which | conducted with my TIAA-CREF colleagues, John Ameriks and Frank King,
we aso looked at the asset alocation behavior of TIAA-CREF participants by age, gender, and size of
account.” We found that younger segments of the population contributed more to equity and fixed-
income asset classes compared to the guaranteed asset class than older participants. We aso found
that men contributed more to equity than women, athough the differences were not large and were
shrinking over time. Findly, we found that participants with the smalest account sizes -- generdly
newer, younger participants -- had the most adlocated to equity. These patterns of investment behavior

do not seem unreasonable.



In conclusion, dthough policymakers surely have to weigh the benefits and codts of providing
optionsin various hedlth, retirement, and insurance programs, when carefully designed, efficiently
administered, and built upon a solid public-defined benefit program, choice-based defined contribution
retirement programs improve the welfare of the affected populations.
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