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Conclusion

The substantial growth of defined contri-
bution plans since the passage of ERISA in
1974 underscores an important point about

them individual participants are respon-
sible for their own asset allocation decisions

as they direct plan contributions to individu-
al annuity accounts. Clear plan conzmunica-
tions and financial educational materials
are critical to the success of such participant-
directed accounts. Participants also require
good financial -planning skills for building
the personal savings they need to supplement

pension and Social Security benefits for an
adequate retirement income.

However, there are many barriers to im-
plementing individual savings strategies
both for effective asset allocation in employer

pension plans and for personal savings. We
asked the economists B. Douglas Bernheim
and Laurence]. Kotlikoff and the social psy-
chologists William D. Crano and Gary W
Selnow to analyze the factors that undermine
efforts to assure future financial security.
Their research suggests further ways that em-
ployees, employers, and service providers can

work together to improve individual retire-
ment saving.

Growth of Defined Contribution Plans

In today's pension world, the focus of
attention on defined contribution plans,
where individual participants play an
active role, can be traced back to the
passage of the Employee Retirement
Income Security Act of 1974 (ERISA).
While ERISA set up reporting, disclo-
sure, and vesting requirements for all
types of private pension plans, it was
aimed primarily at defined benefit plans.
Many of those plans had become serious-
ly underfunded. Lengthy vesting provi-
sions left many terminating employees
without coverage, and terminations of
poorly funded plans not infrequently de-
prived even vested workers of promised
benefits.

ERISA led to extensive federal regula-
tion. Employers with defined benefit
plans soon learned that ERISA compli-
ance is complicated and involves exten-
sive record keeping, valuations, and
certifications, as well as insurance premi-
ums under the requirements of the
Pension Benefit Guaranty Corporation
(PBGC).

As a result, the number of defined
contribution plans began to increase after
ERISA was passed. The proportion of
workers actively participating in private
defined contribution plans for primary
(not supplemental) coverage increased
from 13 percent in 1975 to 32 percent
in 1987; over the same period, the pro-
portion whose primary coverage was in
defined benefit plans fell from 87 per-
cent in 1975 to 68 percent.'

For supplemental coverage, defined
contribution plans also grew rapidly. In
1975, 20 percent of workers with prima-
ry coverage under a defined benefit plan
had supplemental coverage under a de-
fined contribution plan; by 1987 that
figure had reached 39 percent.' The
Revenue Act of 1978 stimulated for-
profit employers to utilize the defined
contribution approach by setting up pri-
mary or supplementary salary-reduction
plans under Sec. 401(k) of the Internal
Revenue Code.

Another sign of an increased role for
defined contribution plans was the in-
troduction in 1986 of a defined contri-

Defining the Plans Defined Benefit and Defined Contribution

Defined benefit plans promise each participant a specific benefit, usually deter-
mined by a formula, e.g., final average salary times years of service times a percent-
age factor, such as 1 1/2 or 2 percent. The employer must accumulate the funds
needed to pay the benefit; the employer's costs will vary depending on investment
returns, turnover, and mortality factors.

In defined contribution plans, employers promise to transfer specified, regular con-
tributions, usually stated as a percentage of a participant's salary, into each partici-
pant's pension account. The benefit is determined by the value of the fund when
the worker retires. In these plans, the benefits at and after retirement will vary, de-
pending on the funds accumulated and-rates of investment return and annuitant
mortality experience.
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bution component for the Federal
Employees' Retirement System, the
Thrift Savings Plan. Under that plan,
participants may allocate contributions to
one or more of three major funds: a U.S.
government securities fund; a common
stock index fund; and a bond index
fund.'

Defined Contribution A Vital Role
for Individual Participants

Individual participants are called on
to play an active role in defined contribu-
tion plans. Typically, they choose among
a variety of annuity or custodial invest-
ment accounts, determine the allocation
of contributions to the accounts, and can
transfer assets among accounts during the
accumulation period. At retirement,
they select a lifetime annuity or other in-
come options.

Defined contribution annuity plans
did not originate as the flexible vehicles
they are now. Until the early 1950s, con-
tributions under traditional "money pur-
chase" annuity plans were invested in a
single fixed-income annuity contract.
But in 1952, a significant change took
place in the capacity of defined contribu-
tion plans to diversify their investment
base and, consequently, to change the
asset allocation role of plan participants.

The innovation was developed by
William C. Greenough, then a vice presi-
dent of TIAA, and described in his
monograph A New Approach to Retirement
Income. It led to TIAA's introduction of
the College Retirement Equities Fund
(CREF), offering a totally new type of an-
nuity a variable (or unit) annuity,
based on a common stock fund as a
companion to the traditional TIAA
fixed-income annuity.

The variable annuity was probably
one of the most important pension devel-
opments of the twentieth century. By
adding annuity accumulations and pay-
outs based on diversified equity and
other market-valued investments, the
new approach added dramatically to the
range of individual investment choice.
Certainly it strengthened the capacity of
defined contribution pensions to respond
to changing economic and investment

conditions in support of retirement liv-
ing. At the same time it increased the
responsibility of individual participants
for the allocation of assets to different
annuity accounts. It also increased the

responsibility of service providers and
employers for maintaining technical ex-
pertise themselves and communicating
decision-making information to plan
participants.

Exampieiid TIAA-CREF Information Resources

Resources for Administrators
1994-95 TIAA-CREF Communications Guide lists all TIAA-CREF publications
for administrators and individuals
Retirement illustration software counsels participants on the potential benefits
from any TIAA-CREF retirement income option
TDA calculation software computes participants' maximum salary reduction
contribution amounts for tax-deferred annuities
Nondiscrimination testing software helps plan administrators meet nondis-
crimination guidelines
TIAA-CREF Video Communications lists video tapes available from TIAA-CREF

TIAA-CREF's interactive administration guide for PCs using DOS or Windows,
contains instructions on all aspects of administering a pension plan, including
enrollment, premium remittance, and compliance

The Library Series (a family of booklets for administrators and participants)

Just Starting Outintroduction to fundamentals of personal finance
Guiding Your Retirement Savings guide to TIAA-CREF retirement annuities
Charting TIAA and the CREF Accounts information on TIAA and CREF rates
of return, updated quarterly
Understanding How CREF Units Work explanation of the valuation of CREF
accumulation and annuity units
Looking Ahead to Retirement planning guide for people about ten years from
retirement
Comparing TIAA-CREF Income Options description of TIAA-CREF income-
payment options
Estimating Your Retirement Income analysis of TIAA-CREF income illustrations
Taxes and Your Retirement Annuities information on how income taxes affect
retirement annuities before and during retirement
Making Sense of Social Security explanation of Social Security's retirement,
disability, and survivor benefits
Planning for Health Coverage in Retirement description of Medicare, Medigap,
and long-term care insurance programs

Other Information for Administrators and Participants
Financial Education Series seminars and workbooks for participants on
planning for retirement income, investments, and setting income goals
Selecting a Retirement Company and Investment Funds information for staff mem-
bers making a first decision about a retirement carrier
Building Your Portfolio with TIAA-CREF guide to allocation choices, with
model portfolios to achieve different objectives
A Practical Guide to Minimum Distribution information on how to satisfy appli-
cable federal tax rules
Financial Terms Made Simple guide to the language of finance

Copies of the publications and software listed above can be obtained by calling
1 800 842-2733, ext. 3667.

TIAA-CREF information can also be found on the Internet.
The URL is: gopherillgopher.tiaa-mforg
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Value of Information in
Defined Contribution Plans

In defined contribution plans, full in-
formation about plan provisions, invest-
ment accounts, and benefit options is
vital to both employer and employee.
Employers and service providers neces-
sarily play an active role in providing
strong ongoing communications de-
scriptive booklets, information seminars,
benefit fairs, and counseling opportuni-
ties. These functions complement basic
plan strengths, help maximize the value
of an institution's considerable invest-
ment in employee retirement security,
and respond to legal and other require-
ments to provide necessary decision-
making information. (As an illustration
of the types of communications, a selec-
tive list of the broad range of informa-
tion currently provided by TIAA-CREF
for administrators and plan participants
is given in the box on page 2.)

Section 404(c) rules Sec. 404(c) of
ERISA outlines certain voluntary rules
for plans with participant-directed ac-
counts. To qualify for protection under
the Sec. 404(c) rules, a plan must meet
four requirements:

(1) A plan must give participants the op-
portunity to choose from a broad
range of investment alternatives, in-
cluding at least three core diversified
investment options;

(2) Participants must be allowed to
transfer among investment alterna-
tives with appropriate frequency;

(3) The core investment alternatives
must internally diversify account
investments;

(4) Participants must be provided with
sufficient information to make in-
formed investment decisions.

If the rules are followed in structuring
the plan and providing information, a
participant who exercises control over his
or her accounts is not deemed to be a
fiduciary; and no person who is other-
wise a fiduciary (e.g., an employer)
is liable under ER1SA's fiduciary respon-
sibility rules for any losses that might
result from a participant's decisions re-

specting the account. Fiduciaries are not
relieved of their duty to consider the
prudence of the investment alternatives
made available to participants under the
plan or to maintain oversight over the
investment options.

Financial Planning in
Baby-Boomer Households

Financial decisions about participant-
directed accounts are inevitably related
to the other components of wealth acqui-
sition in a household, such as personal
savings, consideration of the role of
Social Security, life insurance protection

and, of course, current spending
needs.

To help put the factors affecting re-
tirement savings in context, and to clari-
fy how employee information programs
might be improved, we asked econ-
omists B. Douglas Bernheim of Stanford
University and Laurence J. Kotlikoff of
Boston University to examine and com-
ment on the state of overall personal
financial planning for baby-boomer
households, ages 29-47. In reviewing a
wide range of recent financial research,
they considered adequacy of savings and
insurance, awareness of financial vul-
nerabilities, degrees of actual as well as
perceived financial literacy, and the
relationship of financial literacy to finan-
cial decisions, as well as the effect on sav-
ing of the type of financial information
the households receive.

Bernheim and Kotlikoff described a
number of key findings':

Widespread undersaving by American

baby-boomer households. The typical
baby-boomer household appears to be
saving significantly less than half the
amount needed to sustain its living
standard in retirement. And personal
savings as a percent of disposable per-
sonal income has dropped from 9.3
percent in 1974, to 6.1 percent in
1984, to 3.9 percent in the second
quarter of 1994.5 In light of probable
economic developments over the next
few decades, there is a significant risk
that baby boomers, unless they take

special measures, will actually fare
worse in retirement than their parents.

Inadequate life insurance. Financial
planning for family protection appears
inadequate for dealing with contin-
gencies, such as the death of a spouse.
Somewhere between 30 and 40 per-
cent of middle-aged American house-
holds are underinsured for life
insurance. Because of this, they risk
declines of one-third or more in living
standards.

Low rates of financial literacy. Lack of fi-
nancial acumen among these house-
holds leads to common financial
mistakes, such as failure to take ad-
vantage of tax-deferral opportunities,
insufficient asset diversification, exces-
sive conservatism in investment port-
folio choices, use of costly methods
of borrowing, and failure to analyze
financial propositions adequately.
Relative age, it is found, is unrelated
to financial literacy.

Unrealistic optimism. A widespread
failure to understand financial vulnera-
bilities appears to be leading many
baby-boomer households to undersave.
Many are very unrealistic. Even
among those who are the least well-
prepared financially (relative to earn-
ings), more than half regard their
personal finances as secure or very se-
cure, and only about one-third believe
that their standard of living will de-
cline in retirement.

Limited information sources. About 60
percent of every examined population
subgroup relies primarily on parents,
relatives, friends, and personal judge-
ment for financial information and ad-
vice. The fraction relying primarily on
financial professionals and print media
does not exceed 40 percent for any
population subgroup. Most individu-
als lack an authoritative, reliable
source of financial information and
advice.

Behavior not motivated solely by quantita-
tive targets. Traditional financial plan-
ning is based on a targeted savings
approach. Under this approach, a

Research Dialogues Page 3



household is expected to specify or tar-
get its desired level of retirement in-
come as well as future special spending
needs. Households are advised to meet
these targeted liabilities by saving each
year the constant amount needed to
fund in advance each future liability.

Bernheim and Kotlikoff note that the
traditional approach to household savings
has several flaws:

(1) Lacks a conceptual basis for setting
principal targets, namely the rates of
income replacement both for postre-
tirement years and for after the death
of a spouse;

(2) Fails to adjust properly for household
characteristics and circumstances;

(3) Is not well suited for interpreting
quantitative targets in terms of con-
crete consequences;

(4) Fails to integrate saving and insurance
decisions in a satisfactory manner;

(5) Fails to integrate multiple savings ob-
jectives properly.

Overcoming Barriers
to Savings Actions

Undersaving has become so chronic in
the U.S. that improving the savings rate
sometimes seems hopeless. Yet it is ap-
parent that most educated people under-
stand the logic and merit of saving and, if
asked, could offer compelling reasons for
doing so. The problem is getting indi-
viduals to act based on their attitudes.

Can more be done to link savings be-
havior to savings belief? We asked
William D. Crano of the University of
Arizona and Gary W. Selnow of San
Francisco State University, experts in so-
cial psychology and communications re-
search, to outline some of the barriers to
the link between attitude and action.'
Positive attitudes may not be followed by
effective actions. Crano and Selnow sug-
gest that the force of logic alone may not
be compelling enough.

Why, they ask, would people armed
with sensible information act against
their long-term best interests? The prob-
lem crops up often in situations where fu-

Components of Vested-Interest Values

Stake What are the personal consequences, the outcome, of the actions for me?

Salience Is the issue prominent? Is it a source of concern, worry, or interest to me?

Certainty --What is the likelihood an action will produce the outcome I desire?

Immediacy How soon will my action result in the desired outcome?

Self-Efficacy Can I do it? Do I know how to perform the action? Do I have the requi-
site resources?

ture consequences of current actions take
a long time to appear. Although we may
assume that almost all employees have a
positive attitude toward a comfortable
and prosperous life in retirement, there
are many reasons their attitude may re-
main weak. Crano and Selnow maintain
that inaction can be understood by look-
ing at components of behavior according
to "vested interest" theory.

The theory has five major elements:
stake, salience, certainty, immediacy, and
self-efficacy.

Stake Simply stated, vested interest
reflects the individual's sense of personal
stake in the outcome of an attitude-impli-
cated act. A positive attitude may be
present, but the attitude may be of low
personal relevance. Crano and Selnow
have found that stake and four other fac-
tors clearly affecting stake represent keys
to the consistency, or lack of it, between
belief and behavior (see box above). The
effective communicator thus needs to be
concerned not so much with changing an
attitude, but rather with infusing it with
personal urgency, or "vesting" it. By en-
hancing the factors that affect the sense of
vested interest, one can strengthen the
link of consistency between beliefs and
actions.

The important factors influencing the
sense of stake or vested interest are (1) the
salience of the issue in the person's mind;
(2) the certainty that specific outcomes
will ensue from an attitude-consistent
action; (3) the immediacy of these out-
comes; and (4) the "self efficacy" of the
individual, or self-confidence that he or
she can act effectively to realize the goal.

BEST COPY AVAILABLE

Salience Retirement can seem remote
and therefore not a salient issue, not one
of prominent concern or personal rele-
vance, particularly for young profession-
als at the beginning of their academic
careers. But recognizing the importance
of a comfortable retirement is necessary if
the felt vested interest is to inspire action.
If salience is weak, or is not aroused by
educational communications, then the
sense of vested interest will not be opera-
tive. A successful campaign aimed at
young and mid-career professionals there-
fore must be designed to increase the
salience of their positive attitudes toward
a comfortable and worry-free retirement.

Certainty Certainty is another factor
that can either strengthen or weaken
attitude-consistent actions. Some people
may not accept the close link between
investment and savings programs and
later-life comfort. Others may feel that
current investments will not be sufficient
to affect future comfort, or that invest-
ment outcomes are unclear and therefore
not actionable.

Some financial communications may
unintentionally diminish the sense of cer-
tainty of outcome. For example, invest-
ment data are usually accompanied by
statements that disavow guarantees:
P e r f o r m a n c e information . . reflects past in-

vestment results. Yields may may, and the
total returns for each [account] may rise or fall.

As a result, your accumulation units may be
worth more or less than their original price."
These and other (required) cautionary
communications may defuse actionable
interest, lessening the likelihood that in-
dividuals will act on their positive atti-
tude to achieve retirement goals.

Page 4 Research Dialogues

6



Immediacy Perceptions of immediacy
can have a potent impact on the like-
lihood that an individual will act in
accord with a positive attitude. The ul-
timate pay-off is far distant for a young
professional making his or her first in-
vestment in TIAA-CREF, or consider-
ing a supplemental retirement annuity,
or targeting savings for future retire-
ment. The lag between action and
sought-after outcome can pose serious
barriers to appropriate action.

it. Communications that bolster per-
ceptions of a person's own ability to act
to save for retirement have a better
chance to be persuasive, particularly in a
savings campaign targeted at a younger
audience. A potential investor, for ex-
ample, may need assurances that it's easy
to start a first-time annuity or supple-
mental retirement annuity, or to transfer
accumulations among different accounts
in a retirement plan. And a young per-
son at the outset of a career may feel un-

Figure 1
An Early Start Illustrating the Value of Compounding

An early start makes a difference. We compare annuity accumulations at age 65 based on fifteen years of tax-
deferred annuity premiums starting at age 30 and ending at age 45, versus twenty-five years of premiums start-
ing at age 40 and ending at age 65. Which produces the most at age 65?

The illustration is based on salary-reduction contributions of $100 from each biweekly paycheck ($2,600
per year) to a tax-deferred annuity. The example assumes that 1/12 of the annual contribution was applied
each month and that it earned a 7 percent interest rate. (A 7 percent return is not guaranteed actual
TIAA interest rates or CREF returns could be lower or higher, and CREF doesn't guarantee principal.) The
chart shows accumulation values at age 65.

Accumulation at age 65 Accumulation at age 65

Premiums paid from age 30 to 45
15 years of payments

Total accumulation at 65:
$262,315

410105,618

S65,000

101 Interest/Investment return

II Sum of premiums

Premiums paid from age 40 to 65
25 years of payments

Total accumulation at 65:
$170,618

The information in this example is provided only as an illustration of the effects of interest compounding and is not
intended to represent actual performance of TIAA or the CREF accounts. The fixed race shown in this example may
differ from that of TIAA, and the CREF accounts will fluctuate with changes in the market.

Illustrations of future financial out-
comes based on current initiatives may
appear to have impact potential, but
they may not be sufficient to lead to ac-
tion (see Figure 1). Crano and Selnow
suggest that communications can
heighten perceptions of immediacy by
giving detailed information about cur-
rent contributions, current accumula-
tions, and likely future benefit values.
These help to underscore the immediate
values in current investing for future
benefit.

Self-Efficacy The concept of self-
efficacy can have important implications
for retirement-savings behavior and
communications intended to influence

able to spare limited funds to invest at
all for future retirement income. Infor-
mation that emphasizes the power of
compounding to make even small in-
vestments grow over time can strength-
en a sense of confidence that even with a
small disposable income, one can in fact
save for retirement security.

Applying Vested-Interest Theory
to Changing Behavior

As outlined, vested-interest theory
postulates that weakening of any of the
component parts of vested interest may
seriously weaken the link between atti-
tudes and expected actions, no matter
how highly valued the outcomes of such

actions are said to be. Consequently, a
communications program that fortifies
these critical factors stands to increase
the sense of vested interest. Logically,
this should result in greater consistency
between attitudes and subsequent ac-
tions.

Crano and Selnow suggest that a suc-
cessful strategy for financial communi-
cations depends on first determining
answers to the following queries:

What are participants' attitudes to-
ward a comfortable life in retirement?
We assume a positive response, but is
the assumption correct? Do attitudes
vary as a consequence of age, income,
experience, or other characteristics?
How can attitudes be changed if they
are not as anticipated?

Assuming that attitudes are positive,
to what extent are they vested? This
question may be particularly relevant
for younger employees who, for a
number of reasons, may hold positive

but nonvested attitudes toward
a secure and prosperous retirement
and the means of securing it.

Is investment for retirement a salient
issue? Very likely, its salience grows
as a person ages, but that does not
give comfort to those who would en-
roll younger people in efforts to maxi-
mize their future security. How can
salience be enhanced, or at least
heightened, to motivate action?

In addressing the issue of establishing
immediacy, when retirement is a long
way off, what mechanisms can be used
to enhance the immediacy value of in-
vesting for the future? How can in-
formation be provided that shows the
investor an immediate tangible out-
come of present sacrifices? A typical
illustration demonstrates the superior-
ity of using a before-tax (salary-reduc-
tion) approach to gain supplemental
retirement savings (see Figure 2).
Other illustrations can show advan-
tages of regular investing and dollar
cost-averaging. Can types of informa-
tion such as these be improved for
greater impact?

Research Dialogues Additional copies of Research Dialogues can be obtained
by calling 1 800 842-2733. extension 3038. 7
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Figure 2
Comparing Before-Tax and After-Tax Savings

Contributions of $2,600 per year are made to each plan, with payments made in equal monthly installments. A
7 percent rate of return is assumed. The chart is not illustrative of future TIAA interest rates or of CREF returns.

After 30 years

After 20 years

After 10 years
$33,651

$37,271

$88,675

$110,588

$178,645

$254,814

After-tax savings

Before-tax savings

Before-tax savings illustrate the effect of saving through salary reduction under a Sec. 403(b) plan funded
with tax-deferred annuities. Earnings are not taxed and are fully reinvested. (Before-tax savings are taxed as
income when received.)

For after-tax savings, only the after-tax investment earnings are reinvested. A 28 percent federal tax bracket
is assumed (state and local taxes are not counted).

The information in this example is not intended to represent actual performance ofTIAA or the CREF accounts.

The fixed rate shown in this example may differ from that of TIAA, and the CREF accounts will fluctuate with

changes in the market.

Perceptions of ease or difficulty are im-
portant: How do service providers and
employers answer the objection, "I
can't afford to invest any more than the
bare minimum"? Also, what are in-
vestors' perceptions of the difficulties
involved in initiating a supplemental
retirement annuity, for example, or a
personal savings program? Under-
standing employees' perceptions will
help with the development of effective
programs.

The sense of personal relevance varies
for different segments of the total eli-
gible population. Should messages be
tailored to specific subgroups? One
might assume that all groups share the
same concerns, questions, and atti-
tudes, and will be equally responsive
to the same message. If this assump-
tion does not hold, then different mes-
sages and approaches (media, sources,
subjects, etc.) should be adopted for
different subgroups.

Generally, Crano and Selnow suggest
that before courses of action are under-
taken to inform, educate, and stimulate
interest in active financial planning for
retirement, service providers and em-
ployers must first understand the barri-
ers to their effectiveness and the factors
that can overcome them. Well-designed

communications programs will recog-
nize the barriers, which in turn will in-
form their content, tone, and strategy.

Unfortunately, as Bernheim and
Kotlikoff conclude, there has been little
success in improving national individual
savings rates. And as Crano and Selnow
observe, there are strong motivational
and situational deterrents to initiating
retirement savings actions. For service
providers, plan administrators, and plan
participants, the outstanding challenge
is to recognize that the savings effort
under both regular and supplementary
retirement plans must become an in-
tegral part of total personal financial
planning.

Conclusion

Following the passage of ERISA in
1974 and the increased regulatory bur-
den placed on defined benefit pension
plans, the less complex, fully funded de-
fined contribution approach emerged as
a more attractive and increasingly popu-
lar alternative, both for primary and for
supplementary pension coverage.

Traditionally the standard approach
to pensions in the educational communi-
ty, defined contribution plans are now
growing rapidly in other sectors as well.
These plans give individuals an active
role in the investment of plan contribu-

tions, since the responsibility for invest-
ment decisions rests with individual
participants. Personal financial responsi-
bility also extends to arrangements for
supplemental annuity support and addi-
tional personal savings, since employer-
sponsored pensions are not designed to
provide 100 percent of expected retire-
ment income needs.

Good decisions depend on informa-
tion. And for participants to make the
most of the array of retirement invest-
ment opportunities they have, reliable
and relevant information is essential. So
is appropriate individual action.

However, current consumption needs
and future savings needs often conflict.
Individuals may erect barriers to savings
actions that make it difficult to achieve
adequate retirement security. Service
providers, employers, and individuals
can work together to understand better
what the barriers are and to devise ways
to overcome them. Vested-interest theo-
ry can be particularly useful in helping
communicators convince people to trans-
late their high regard for future retire-
ment security into actions to achieve it.

(This report was prepared for Research
Dialogues by Francis P King, Senior
Research Officer, TIAA- CREF.)
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