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 In his paper “Tax Policy and Retirement Savings,” John Friedman examines the 

effectiveness of two different policy tools to encourage retirement savings: tax preferences for 

savings, and savings nudges such as a higher default retirement savings contribution rate. 

Friedman first makes the point that for either of these savings policies to make sense, there is an 

implied presumption that some (perhaps many) individuals will under save for retirement in their 

absence. He then outlines a conceptual framework that articulates the conditions necessary for 

either of these two policies to improve retirement savings outcomes. These conditions can be 

stated in terms of parameters that, with appropriate data and sources of identification, can be 

estimated. Table 1 summarizes these parameters and their relationship to the effectiveness of tax 

preferences and default savings contributions as policies to improve retirement savings 

outcomes.  

The effectiveness of these two policies depends on three parameters. The first is the 

fraction of individuals who actively respond to the policy. In the case of a tax preference, this is 
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the fraction of individuals who change the amount that they save in response to the tax rules.  In 

the case of a higher default retirement savings contribution, this is the fraction of individuals who 

adjust their savings in response to the new default, either by opting out of the default (if that is an 

option), or by reducing savings elsewhere in order to offset the increased savings that 

mechanically follows from a higher default contribution rate. The second parameter of interest is 

how responsive the active savers are to the policy in question: is their behavioral response large, 

or small? The final parameter of interest is how well targeted the policy is: does it primarily 

impact those who are most likely to under save (the intended targets of the policy), or does it 

primarily impact those who would save sufficiently in the absence of any policy to promote 

greater retirement savings.  Tax preferences are more effective at improving retirement savings 

outcomes if the fraction of active savers is high, if their responsiveness to the tax preference is 

high, and if the individuals who would otherwise under save are the ones who are most likely to 

respond to the policy. Higher default contribution rates, in contrast, are more effective at 

improving retirement savings outcomes if the fraction of active savers is low, if their 

responsiveness to changes in the default is low, and if the individuals who would otherwise 

under save are the ones who are least likely to respond to the policy. 

Friedman then surveys the empirical literature to draw conclusions about the actual 

magnitude of these parameters (the last column of Table 1). By and large, the evidence suggests 

that few individuals are active savers, and that the correlation between actively saving and under 

saving in the absence of policies to promote retirement savings is low. The implication that 

follows is that tax preferences are a weak instrument for improving retirement savings outcomes. 

Most individuals don’t respond to tax preferences, and those that do would largely save enough 
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to begin with. In short, tax preferences are a poorly targeted policy: they help the people who 

don’t need help, and they don’t help the people who do need help.  

The parameter values that make tax preferences such a weak instrument, however, are 

exactly the parameter values that make higher default retirement savings contributions a 

particularly effective tool. That most people are passive savers implies that a higher default 

retirement contribution will largely “stick,” and those who are most likely to persist at the default 

are those who are most likely to under save. The policy is well targeted, and results in the largest 

changes for those who most are in greatest need of a policy to encourage greater retirement 

savings. 

One institutional feature missing from the conceptual framework in Friedman’s paper is 

the role of employers as institutional facilitators of retirement savings through their sponsorship 

of workplace retirement savings plans. Indeed, it is the power of payroll deduction that makes 

default retirement savings contributions so effective—the money that people never see is the 

money they never miss. With employers playing such a central role in the retirement savings 

system in the U.S. (and in some other countries as well), the success of any retirement savings 

policy depends not only on how individuals respond to the policy, but also on how firms respond 

to the policy. Friedman’s paper bypasses the role of firms and focuses entirely on how 

individuals respond to the two policies of interest: tax preferences and higher default retirement 

contributions.  

If firms also respond to these policies, any comparative assessment of their merits needs 

to account for firm behavior as well. So, in addition to the individual behavioral parameters that 

are the central issue of interest in Friedman’s paper, we need to also consider a set of firm 

behavioral parameters as well: 
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(1) How does firm sponsorship of workplace savings plans change in response to the 

policy? In a Senate Finance Committee hearing held in September 2014, Senator 

Orrin Hatch (R-UT) asked Scott Betts, the Senior Vice President of National Benefit 

Services, LLC, a retirement plan provider and administrator, the following question: 

“Mr. Betts, you have real-life experience trying to convince small employers to adopt 

a retirement plan for their workers. Can you explain further: (1) what are their 

motivations when they make a decision to offer a plan, and (2) what sort of things 

convince them to say ‘no’ to setting up a new plan?” Mr. Betts responded with: 

“Working with employers for many years, it has been the incentives that the 

government has included in these plans that have incentivized employers to set them 

up. These incentives have motivated the employers to provide this retirement plan for 

their employees, so the effect of the incentive is very powerful.” In short: firms 

provide retirement plans to their workers because of governmental tax preferences. 

The evidence that we have on what motivates firms to sponsor retirement savings 

plans is limited, but, if firm sponsor savings plans because of the tax benefits to their 

employees from doing so, limiting those tax preferences would paradoxically reduce 

the effectiveness of policies to encourage higher default contribution rates in 

employer sponsored savings plans by reducing the number of firms that sponsor such 

plans. If true, it may be that tax preferences and higher default contributions rates are 

complementary policies: the tax preferences provide the incentive for firms to offer 

plans even though the primary beneficiaries of these plans may not be those who are 

most likely to under save, but once the plans are in place, policies to encourage a 
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higher default contribution rate extend the benefits of these plans to those employees 

who would otherwise under save. 

(2) How does the firm’s choice of the default contribution rate change in response to 

the policy? When firms set up an employer sponsored retirement savings plan, one 

plan design decision they face is the choice of a default contribution rate. The Pension 

Protection Act of 2006 included provisions to encourage firms to adopt automatic 

enrollment in their retirement savings plans at a non-zero contribution rate, and to 

encourage firms to automatically escalate employee contribution rates over time. 

Figure 1 shows a rapid increase in the fraction of firms adopting automatic enrollment 

following this reform, as well as sizeable increases in the savings plan participation 

rate of newly hired employees (those with 0-1 years of tenure) and in the fraction of 

plans with an overall participation rate higher than 80%. These data suggest a certain 

amount of responsiveness by firms to a specific government policy to encourage 

higher default contribution rates; this responsiveness on the part of firms is a 

necessary condition for such policies to have an ultimate impact on their employee 

beneficiaries.  

(3) How does the employer contribution change in response to the policy? Most 

employers who sponsor a retirement savings plan in the U.S. provide an employer 

contribution to the plan in addition to the elective contributions made by participants 

out of their compensation.  Typically this employer contribution takes the form of a 

match that is tied to the level of the employees’ own contributions; less often, 

employers make a contribution, either a flat dollar amount or a percent of pay, that is 

not contingent on any employee contribution to the plan. These employer 
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contributions are an important source of retirement savings for employees, and 

disproportionately so for lower income savers. If firms respond to policy changes by 

altering the amount or structure of their employer contribution, the extent to which 

they do so is an important parameter in evaluating the impact of any retirement 

savings policy change.  For example, some researchers have suggested that employers 

respond to a higher default retirement contribution rate by decreasing the generosity 

of their employer contribution to the plan (Soto and Butrica, 2009; Butrica and 

Karamcheva, 2015). If so, the benefits of higher default contribution rates for passive 

savers could be partially undone by the active response of firms that reduce their 

employer contribution. 

(4) How correlated is firm responsiveness to the policy with the level of employee under 

saving under saving in the absence of the policy? When firms change the structure 

of their savings plan, or whether or not they even offer a savings plan, do these 

changes largely impact the employees would save a sufficient amount in the absence 

of any policy, or do these changes largely impact the employees who would otherwise 

under save? Changes in firm behavior that disproportionately impact the employees 

who under save are particularly problematic from a policy standpoint.  

 The potential for firms to change their savings plan design, or whether they offer a plan, 

complicates the analysis of the relative merits of tax preferences vs. higher default contribution 

rates as policy tools to foster improved retirement savings outcomes. The individual behavioral 

parameters analyzed in Friedman’s paper all point in the same direction: higher default 

retirement contributions dominate tax preferences as a policy tool for changing the amount that 

individuals save. When we account for the potential behavioral responses by firms, the policy 
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conclusions are more nuanced. Employer sponsored savings plans provide their greatest net 

benefit to individuals who are likely to under save, but anything that undermines firms’ 

willingness to offer a retirement savings plans, or the generosity of their employer contributions 

to these plans, also has the greatest impact on the individuals who are likely to under save. It may 

well be that in the absence of mandates, tax preferences are necessary to induce firms to offer the 

types of plans that that facilitate using default contributions to improve savings outcomes for the 

individuals most in need of help.
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TABLE 1.  

Behavioral Parameters that Impact the Effectiveness of Policies to Promote Retirement Savings 

 
 
 
 
Behavioral  
parameter 

Conditions under which policy below will 
be most effective at increasing retirement 

savings for those who under save 
Empirical 

evidence on 
parameter 

value 
Tax preferences  

for  
retirement savings 

Higher default 
retirement savings 

contributions 

Fraction of individuals who 
actively respond to the policy 
(“active” vs. “passive” savers) 

More effective if 
high 

More effective if 
low Low 

Responsiveness of savings to 
the policy (for active savers) 

More effective if 
high 

More effective if 
low Low 

Correlation between 
responsiveness to the policy and 
under saving in the absence of 

the policy (targeting) 

More effective if 
high 

More effective if 
low Low 
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FIGURE 1. 
Automatic Enrollment and Savings Plan Outcomes in the U.S. Over Time 
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