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1. 3 A3 Ea— *F (XEH)

1. 8. 1 Recent situation of DB and DC

Corporate pensions in US are voluntary for the employer. So the most large
employers have a DC plan now. A certain number of them have a legacy DB plan, which
may be open to new people or may not be. We divide actually into two different groups,
the larger employer is here we are talking 100 employees or more, and the smaller
employer in 100 and less. 100 and more, most companies offer a pension, some form or
another, mostly the 401k. For most of them, there is some type of an employer
contribution and employer match for savings.

What is making a difference is the presence of behavioral finance and automatic
enrollment. The same thing that we see in the UK, the same thing Ireland is starting one
and various others there. With an automatic enrollment, for new employees, there are 2
levels of participation. One is we have seen in UK, when you phase in a new plan, you
have roughly 80 percent participation. These are people who have been employed and
are enrolled. On the other hand, once the plan is in place and you have no employees
who sign up for the plan on the day they go to work, it’s 91 percent on average, and in
the UK if you automatically re-enroll. If T say no I don’t want to participate this time,
three years later you come back to me and say we are going to re-enroll you, at that point,
the turn down rate (the opt-out rate) is about 1 and a half percent, 2 percent. So if you
include the automatic enrollment and the automatic re-enrollment, you can get
hypothetically 98 percent participation.

Now in the US, unlike the UK, unlike other areas, we have access to our
retirement savings early. UK penalty, a tax penalty for that. But that means that even
though we have enrollment, there still is a significant amount of money, perhaps 30 cents

out of every dollar that comes into the system and goes out for some other purpose early.
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For the most part, that is when individuals change jobs. One of the things we think it’s
going to be very important going forward is with a DC plan, | would say that when you
go for one employer to another, that your money automatically follows you, so I don’t
have to do anything, and we find that this is twice as important in the UK if we look at
the nest system there that you will see that, out of their members, only about 6 and a half
out of ten, are actually contributing. The others are not contributing and for the most part
it’s because they’ve gone to an employer that doesn’t use nest as a provider. So, either
there needs to be a centralized system, that moves me from nest to the new employer
system, or | have to be able to take my nest, then move it to the new employer and then
new employer would contribute to my nest account. That’s a very serious problem that
we face. If we look at the smaller employers, 100 and less, only a relatively small
percentage actually offer a retirement plan. Part of that is due to a cost of a plan, because
of a person basis, cost is much higher, part of that is because that there is significant
amounts of paper work. Regular work you have to do. So many general accountability
offices estimated that roughly 1 out of 7 small employers, offer a retirement plan. In
theory, anyone can go out and go to a bank or go to a brokerage house and open an IRA,
it is a retirement account. But the fact is that for people who are that’s the only option;
maybe one out of 10 or one out of 20 actually opens such account and then contribute at
a regular basis. So, it’s there but it doesn’t work.

If 1 were starting a new retirement system today, | would put in automatic
enrolment, because politically that’s much easier than say the Australian mandatory
system. Because | am not ordering people, I am giving them the options. And the other
thing is that | would structure it in such a way that there is a central clearing house to
make sure that money moves. Now there is one other factor that we’ve discovered in the
automatic system, which is it matters so likely what you start somebody saving at. The
initial savings rate in the US is usually about 3 percent. 3 percent is not nearly enough.

We’ve discovered this is a professor Maidrian and Livesen are very famous that’s 6
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percent, you’ll have virtually the same participation rate. That all (umtuitin) a couple of
hundreds of a percent. If you start somewhere at 6, and then gradually move it up 1
percent, say a year, that helps. And that way you get people who are saving enough. And
people support that very strongly. They support automatic enrollment and they support
automatic escalation. We discovered in trying to set up a saving system in the state of
Connecticut, that when we asked people in a pole, if we start you at say 3 or 6 percent,
we move you up one to once a year to a maximum 10 percent, what people focused on
was not the 6 percent or one percent, they looked at 10 percent. And we think because
it’s a double digit number, the response was “oh that’s too much, I don’t want to do,” so
you had a statistically significant reduction in people who said that they would

participate.

1. 8. 2 The role of financial literacy in improving corporate platforms to expand savings

One problem with automatic enrollment is that people participate but they don’t
understand what they are doing. But the financial literacy itself does not do anything. We
have studies that companies with 401ks have done where they will give a seminar saying
you need to save more. And the percentage of people who actually do it changes goes
down by almost 1 percent every hour after that time period. So if people don’t do it right
then, they are not going to do it for the most part. So financial literacy is good if it helps
to improve engagement people actually knowing what they are doing. But by itself it
does nothing. We think that what will work and we’ve got some evidence about this is
that if people at right at the time they need advice, whether they are going to get married,
whether they are going to buy a house, or a child is going to be born, something along
that line, at that point, short, three minutes 6 minutes quick verse of financial literacy
training, online probably, is very useful. Especially if it looks like it comes from people
who look like themselves. So if it’s somebody who is in their 20s, if the somebody

whose face talking to them looks like one of their friends, or something like that or
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colleague, then, that’s effective.

One of the things we’ve just discovered recently is that people who knew they
knew nothing, tended not to make bad decision because they didn’t do anything. People
who knew what they were doing tended to make good decisions because they know what
they are doing. The people in the middle who thought that they knew more than they did,
were the ones who are the most likely to make silly mistakes in a say asset application or
something along that line. One of the biggest mistakes that we’ve seen, and this was
through ah you may be aware through our savings plan, it’s a big pension thing for US
government employees. It’s one of the biggest pension plans in the country at this point.
What they used to do was to offer 5 different investment alternatives and if you didn’t do
anything, you were in a bond fund that basically earn nothing except inflation. But when
people heard that they needed to diversify, typically what they did was to put 20 percent
in each of the five choices and that thought “wow this is smart because now I’ve got the
same thing.” And of course that’s not a good portfolio. So what they changed over to do
is, at the same time they put automatic enrollment, now they have a new umbrella fund,
y-style fund. It’s made up with the other 5, but it’s made up in a proportion that’s

appropriate for whatever your age is.

1. 3. 3 About people who are withdrawing

That’s an international nightmare. All across the world, we have not solved the
problem of what you do with your retirement savings. We know that if people take a
lump sum, typically they are going to fall into one or two groups. Neither which is good
group to be here. One group honestly believes if they take something like 10 percent of
their money out every year, their money will last 30 years. Mathematically it’s
impossible, but they don’t understand it. The other group which is just as bad is that
people look at this and say omg, this is the all the money I’m going to have, I’ve got to

save for emergencies. And they never spend it. So they live in much lower income level.
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And this is a real problem.

One of the things that we’ve seen which is to me, it’s the worst possible case, is
that in the accumulation stage, you have the best possible solution. You are automatically
enrolled, you are automatically escalated, they give you an automatic investment choice
and everything and then having no experience at all, this goes to your point, of managing
money, they hand you this a lump sum of money and say “Ok, you are the only one who
knows how to deal with this, Have a good life.” And of course at this point this is where
people make mistakes. Throughout our careers, we are trained to preserve savings. And
therefore the idea of spending savings is kind of not something we are trained to do. So,
now we reach retirement, and we’ve got this savings and we’ve got this idea that this is
special this is money to preserve, as opposed to money turn into income. And we think
this is a psychological barrier that we haven’t really considered that much in a past. We
know that there is a big psychological barrier and Jeff Brown from University of Illinois
and various others have done works as to why people don’t convert some of their savings
into an annuity. And of course the thing is that one minute | have a hundred thousand
dollars, more money than I’ve ever had in my life and next minute I have about 550
dollars a month. 100,000 dollars and 550 dollars a month. What if | sign the paper and
step out on the street and get hit by a bus. My money is gone.

Now Australia is looking at some methods that would convert the
superannuation money into retirement money. Dates back to 15" century, there used to
be “Tantin”; 100 people would put in a certain amount of money and the last one who’s
alive gets all of it. This was actually used in the US in the early 1900. There were some
abuses and it was banned. It’s basically the close down the longevity call. And legally
right now that’s not available. But [ work with a (Brookings institution) also. And we are
working on a paper which would discuss the “TantinS” and other ways to create

retirement income strength.
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1. 3. 4 Differed annuity to be from 85 or something like that

We have regulations now that allow for that. You can put up to 15 percent of
your retirement savings in a differed annuity. The problem is twofold. One is that very
few people are buying them. And we do not know yet how to encourage people. The
other problem is that most of the products that are out there do not have an inflation just
band. So, if you wait 15 or 20 years, it may well be that the purchase value or the income
value is much lower than a real term as than you expected. And that could be a problem.
(2) There is another effort on the way in one of my Brookings colleagues Mark Every is
involved with us to try to put annuitization into the default investment choice. The idea
being once you reach say age 40 45, or something like that, at that point the banned
portion of your portfolio gradually converts into an annuity over space of years. The two
questions we have with that and these are regulatory questions. One is what happens if
you are 52 and you change jobs. How do you move an annuity from one person or one
employer to another. And we don’t have really a good way of doing that. But the other
thing, which is a good side of it, is that of course what you are doing is spreading interest
rate risk over a longer period. So therefore, because you are spreading this purchase over

15 years, the odds are good that you will at least have some descent interest rate years.

1. 8. 5 Life annuities

In the US, most life insurance companies are trying to do some sort of annuity
product simply because sales of life insurance is not going up. One of the questions that
have come up is what happens if an insurance company fails. Or what is the risk,
imagine before we are talking about Japanese case, what’s the risk if people live too
long? One of the things that we had after 2001, this was in a paper there, was something
called the terrorism risk insurance act trigger. Because the insurance companies were
worried of what happens if somebody sets off a nuclear bomb in Chicago’s down town

area and the insured loss is in the billions of dollars. So what they did was to say that in
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the event of major terrorist attack, the insurance companies together would have a
certain coverage risk, say that 1% billion dollars of losses divided among all the
companies there. And anything beyond that, the risk will be shared with the US
government and the companies. So the higher the loss is, the lower the share is the
companies have to cover. Now, there is no reason I’m actually about to write on this
again that we could not have something similar for annuities. So if you have something
like financial crisis, and a company failed, that the risk would be spread, would be
socialized essentially between the Government and the companies that might be one
approach. Because then they have unknown level of risk as opposed to open ended.
Private products could be structured in a way that they actually provide
significant benefits to people. I mean we’ve talked about it here, not recently because we
became very politically disturbing, the idea of putting more of our social pension or
social security into market investments or something like that. And that can be done. And
it does provide hypothetically better benefit levels or at least reduced cost to the

government. But it could be done. It just requires political will.

1. 3. 6 Ways to promote small companies to make retirement benefit for employees

The problem is, for most small businesses, their total focus is staying in the
business. They don’t have extra time to do our retirement plan. So, the tax incentive to
my mind matters less than how the program is structured. You can put in an incentive
that covers actual costs of starting the plan. And that seems to help but that only helps if
the company is going to do this anyway. It doesn’t cause action in most cases. The plan
which has been implemented in Oregon, Illinois and soon in California, which would be
a big test because it’s such a large state is based on something that we would call
automatic IRA. So, in this case, it’s a state structured ran by a private sector, but it’s
endorsed by states, and the states has higher private contract used to handle

administration and investments and things like this. And essentially all of the major
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burdens to the employer have been moved to the state. So that all the employer really has
to do is to use automatic enrollment, is to automatically enroll their employees and to
connect their payroll system to the state’s system and from that point on, they don’t have
responsibilities. We think, so far, the Oregon plan is being effective about a year. And so
far, the participation rate is very high. And that is probably the only way that you can
deal with small a business. And of course politically depending on the state, the typical
response of a small business person when you tell them you want them to do something
else is highly emotional and usually involving yelling and throwing things.

And one of the things we discovered by accident was that if you talk about
automatic enrollment, how you talk about it to the employee is crucial. When we talk to
them saying which typically we would say when talking about retirement experts to
ourselves, we would say, well, it’s automatic enrollment, the state choses your plan and
you are enrolled in it and you don’t have to many things what you say to the employees
when rephrase it is basically we are going to take it over. And you have no power and all
the power goes to us. Now if we take exactly the same system, we say to them, you have
total control of your savings, we would enroll you in this but if you don’t want to be
added fine, you can say no. Or if you want to save more or less, you have total control.
At that point they say, “Oh that’s a wonderful system because I don’t have to think about
this, but I’'m in control.” And that actually makes a huge difference. And I think that is
something they have discovered it in UK also. And we also discovered that everyone that
we poled said “I know how to manage money. I can manage money perfectly. My
neighbor over there, he is stupid. He is gonna make a bad decision. But | know how to do

it 2

1. 3. 7 Effect of less paper work or so.
What this does is to create a simplified lower cost retirement plan. It will help in

the case of the companies that are going to start retirement plan anyway. Or who won’t
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start one because they were concerned about the amount of paper work and the amount
of liability and things like that. It does nothing to help the company that wasn’t going to
start a plan anyway. And the way this is structured, and since this came out, the
department of labor has issue draft regulations. The draft regulations only make
minimum small changes to the law that allows employers to take a part and something
like this. The person who is in charge of that in the department of labor, has quietly let us
know than everyone else, that they are proposed a regulations, draft regulations, are only
that much because that is what the department believes it is legally able to do under the
current law. And has asked us to give them comments by | think December 28" is the
closing date, that explains to him why he can go further why he can make the final
regulations more liberal. This is a structure, this is in the UK, this structure also exists.
It’s a master trust. But we don’t believe it’s going to work, unless we have something
that’s mandatory for the employers. One of the state systems, the state plans right now
are very useful to us as experiments. Controlled experiments even which is even better
because we can write papers about them.

If we look at Illinoi, Oregon, California, Connecticut, and Maryland, all of those
have some type of mandatory structure for the employers. Certain employers, but not all
employers depending on that. So that is going to give us one set of test results. The state
informant is opening something very similar to this. And because of the underlying law,
it must be voluntary. So in 10 years time, we will be able to compare statistically
significant, voluntary vs mandatory. But for right now, we just have guesses but they are
pretty good guesses we don’t think this is a wind blow this will help a little bit, but not

much.

1. 3. 8 Claiming social security from 65 or later
It depends on your income level. We found that for lower income individuals,

because benefit goes higher, the social security benefit goes higher, that if they use the
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savings to do way in this model, this amount actually ends up being higher than this
combination would be for lower income. And the dividing line actually depends on
income and luck, because it depends on market conditions.

Now what’s even more is that if you take this back, this combination, and you
move it over here at 70, and in that case the total is going to be that. One of the things as
I’m sure you know is that the combination has to meet several purposes. So you need to
cover your fixed cost, your housing, food, things like that, you also need a certain
amount that varies on age for enjoyment, and obviously as you get much older, the
amount you spend on that because you have less ability. And then on the top of that is
emergency fund. And if people have a designated emergency fund, this is something we
want to test, we think that they are much less likely to just keep their savings and never

touch it because they are afraid.

1. 3. 9 Incentives for elderlies for delay the claim public pension

There is an assumption of that must be the right age to take your pension and it’s
the indications from officials that it is time to take your pension. What has helped a great
deal is that they have changed the way they talk and they tell you it would be higher etc.
Especially between 62 and say 66 or 67, it also benefits your spouse, your wife or
partner will get a higher survivor’s benefit at the time you die.

Olivia Mitchell from Wharton claims 8 percent is perhaps not enough of an
incentive. And perhaps incentive should be a cash payment or lump sum payment. That
is the actuarial difference or some variation or something closed to that, between say
whatever age you take it and the later date. In other words, lump sum will have a greater
effect than telling somebody you will get a higher amount. It’s a just matter of how you
want that together or how you deal with that.

One of the things we think it is happening is that very few people are now

retiring with DB, defined benefit pension. That’s getting smaller and smaller through
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years. And people are looking at their savings and many of them have unrealistic idea of
what their savings would do. That is encouraging people to work longer. Fear,

essentially.
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2. 83 AVAEa— AF (REH)

2. 3. 1 Recent trend of DC and DB

Ever since the early 1980s we’ve had a decline in defined benefit participants
and we had a lot of changes in mid 2000s primarily after the pension protection act in
2006 and the percentage of even the large sponsors in this country that still have defined
benefit plans in place for new employees is getting to be extraordinary small. On the
other hand, the defined contribution sector is growing very rapidly.

It is not the case many new company started DC in the US but it’s just a shift
from DB to DC. In this country (US), there are very generous tax advantages provided to
saving for retirement if you are qualified for retirement system. And for many large
employers that add defined benefit system for quite some time. But when their
accounting standard changed, it became, from the cost benefit standing point, much less
beneficial to do defined benefit plan. But in most cases, since the employees are already
being provided some kind of retirement plan from the employer, they just shift it from
defined benefit to defined contribution. There have not that many new employers who
had not sponsored any kind of retirement plan in the past starting to do retirement plans,
not only defined benefit but even defined contribution plans. It’s really just then a shift
of medium and large employers going from defined benefit to defined contribution. It’s

not that defined contribution became more popular among small partners.

2. 3. 2 The role of financial literacy in improving corporate platforms to expand savings

If people are trying to use financial literacy to get employers to sponsor plans,

it’s useless because employee’s demand is not producing sponsorship.
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2. 3. 3 The efficiency of automatic enrollment or automatic escalation

Those are very helpful in terms of increasing the participation rate for employers
who offer 401ks. And it’s still too early to tell what all the escalation going to end up
doing. There have been some employers that have been defaulting employees in it with
very low rate like 3 percent. And then usually automatic escalation to get them up to a
higher level over a time. It certainly has potential. It just that we have not heard that
literally in this country long enough till really track whether or not that’s going to
amount just sufficient savings. It certainly helps some people. There is no doubt about

there.

2. 3. 4 Tax incentive in current way in the US would not promote periodic payment
In this country that we are trying to find ways of providing increased tax
incentives for annuities and it was always in the form of we give you the first X thousand
dollars tax free. But that actually got nowhere at all in this country. I suspect if you could
make a certain level of the periodic payments tax free, that would go along way toward

increasing employees’ desire to take them in that form.

2. 3.5 Idea to improve ways of withdrawing money

What happens in this country as once you get age 70 and a half is that the
government gives you a minimum percentage that you have to take out each year
because they don’t want to transfer it to their children. And we found in our database
we’ve got it about 24 million in our IRE database, that the vast majority of people take
exactly the minimum amount that the government requires. So if you want to have a
situation, there is both a minimum and maximum problem here, but on the minimum side,
we can effectively take care of it. But what we don’t have any control over is that many
of the retirees would basically spend that money down too quickly. There is always

financial literacy theory saying that they do that because they don’t understand how long
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they are going to live and they have the wrong idea of how to purse out their life
expectancy. If you take a look at their finances, the reason that they are spending down
too much is that they don’t have any other money. And it is difficult choice to be sure but
for government officials that commit and say we are going to force you to annuitize, it’s
going to be a very difficult proposition in the US.

And optimal consumption is going to be such an individual situation. There is no
way that the government in this country could ever hope to have information about
individual or about a family to know what optimal is for that family. And there is such
paranoia about mandating anything in this country. Even when we did have defined
benefit plans, more populated this country, more of them were giving their employees
the options to take a lump sum distribution, early retirement, and given the option,
surprisingly large percentage of people took it. So, it’s not just DB vs DC. It’s whether
you mandated annuity for these people and if you don’t, they are going to keep the

defined benefit annuity until they have option to get lump sum.

2. 3. 6 Life annuities

Life insurance companies in the US would very much like to sell annuities for
retirees. The problem is that, right now, the employers really don’t have an option to do
what are called (implanuities). Currently, if something like bankrupt happens to the life
insurance company they made contract with, then basically they have the problem of all
their retirees who have chosen that option coming back suing the employer. They just
stay away from that. If the government would ever provide some kind of protection for
an employer chooses a life insurance company, I think there would be a big increase. But

that just doesn’t seem like to be happening here.

2. 3. 7 Differed annuity

Two years ago, the treasure department in this country came up with regulation

360



that says, as long as you satisfy the certain criteria, which are actually pretty easier to me,
you can take proceed, which otherwise we are planned to be paid out as our 70 and a half,
and for them till age 80 and 85. So there has been tremendous amount of interest and
telling these differed annuities in this country there are called “QRACs qualified” on
(Jobty) annuity contracts. And there are a lot of interest in life insurance companies are
really starting to lump up their sales on this, but it’s just too new and there is just
virtually no power of these that to be solved under that scheme yet.

Life insurance companies are really pushing the staff now. And the thing that
they are trying to do more and more of the people who are going to automatic enrollment
or automatically be putted into the target date plans. And the target date plans will
change the asset allocation as get older to be more and more conservative. What they are
trying to do now is to say, “OK, you are age 25. And we are going to put you in the target
date plan that, for example, has 80 percent equity and 15 percent fixed income. Instead
of that fixed income to be a banned portfolio, let’s actually put people into differed
annuities, as early as, say, age 25. And therefore by the time you hit retirement age, you
will have purchased bits and pieces of these differed annuities over, let’s say, 40 years.
And you will have a significant amount of money and the fact that you are buying them
over long period of time is not going to basically hit the risk of buying all year differed
annuities when interest rates are very low and therefore the prices are very high. What
they are really working on right now, virtually every major insurance company in their
retirement business in this country as working with at least one, if not a mutual fund |
would say a money manager trying to design those kind of products right now. It would
be great if that happen. To the point of people’s perception on differed annuity, people
may think that differed annuity is kind of the gamble, gamble about their life. And I

don’t think they have any idea of what the right price is for annuities.
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2. 3. 8 Retirement benefits trend
It’s embarrassing how huge strong employers in this country provide retirement

b

benefits. Back before, we had so called “Obama care,” and most of them were just
basically trying to provide health insurance for their employees but many had problem
with that. And once health insurance was is a sense mandated for everybody, it just made
the whole option of even offering a retirement plan even more difficult. And some of the
states, Oregon for example, has planned and placed automatically enroll employees who
are not already been offered defined benefit or defined contribution plan into an
automatic IRA. There are no employer contributions but employees can put out if they
want, but at least it puts almost all employees in the Oregon in some kind of retirement
savings device. While they are not going to be sufficient, I think it’s another matter. For
many people it’s starting of their only retirement money that they will likely have if
ending up working for small employers entire life.

In Oregon case, it’s been enrolled in 6 or 7 different waves. So right now they

say any employers with more than, I think it’s 50 employees or more right now is

mandatory. | think January 1st 2020, everybody regardless of size will have to have one.

2. 3. 9 Effectiveness of mandatory enrollment

I guess the effective of mandatory enrollment depends on your definition. If all
you want to worry about is headcounts or how many people have some kind of
retirement savings, yes. It’s not going to be 100 percent effective, but it’s going to be a
much more effective than current. In the current system, there putting in people right
now at 5 percent and they have automatic escalation but you don’t know how many
people are going to stay in it. You don’t know how many people are going to let those
amounts escalate. And certainly for anybody those already over age (50), it’s just going
to be too late if they haven’t started already if they are saving only 5 percent on the

compensation each year.
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2. 3. 10 Effectiveness of the president executive orders on retirement security
There have been studies done by life insurance companies. It’s suggesting that as
many as a third of small companies who don’t currently offer plans would offer them if
there was a multiple employer plan available for them. Currently they are available but
there are very bad roles associated with them. And they keep people from wanting
necessary participate. | have a hard time understanding why, | mean, certainly there will
be economy of scale if you have a multiple employer plan available. But every single
time we do studies of small employers who do not sponsor retirement plans, it’s not
because of the cost. It’s because they were worried if they are so going to be in business
at the end of year, next year. So, until they get a consistent profitable stream of income,
there are more small employers, I don’t care how cost efficient the retirement system you
offer me is, [ just don’t have the time to worry about it, I don’t have the money to worry
about it. My income stream is too volatile. I’'m more worried about being able to make
my payroll every month. So, | would be very surprised if this multiple employer plan
arrangement does more than a 10 to 20 percent bump as far as small firms who don’t

currently offer it.
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