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Abstract

| show that state wage-payment laws, which forbid deductions from wages and salaries without
the written permission of the employee, constituted a binding constraint on firms choices to
adopt automatic enrollment in 401(k) plans prior to 2006. Since the passage of the Pension
Protection Act of 2006, which clarified the legality of auto-enroll plans and superseded these
state laws, 401(k) participation has been higher in states that previously required written
permission.



1. Introduction

401(k) plans are the dominant form of employer-provided retirement saving in the United
States. In the 1990's, some plans began to adopt automatic enrollment, whereby employees are
defaulted into participating in and deferring salary through the plan, but may opt out. Despite
research suggesting that automatic enrollment was highly effective in promoting employee
retirement saving (e.g., Madrian and Shea, 2001), by 2005 less than 10% of plans had such a
provision (U.S. Bureau of Labor Statistics, 2007).

Although the Internal Revenue Service (IRS) had issued rulings in 1998 and 2000 that
automatic enrollment was permissible for newly hired and existing employees, respectively, an
oft-cited reason in the industry and popular press for the reluctance of employers to adopt such
plans was that this design ran counter to some states wage-payment laws, which forbid wage
deductions without the written permission of the employee, something not obtained explicitly in
auto-designed plans. However, there has been no evidence that these concerns constituted a
binding constraint on firms' pension choices.

| present evidence that these laws indeed significantly deterred the expansion of 401(k)
participation through automatic enroliment. | focus on the impact of the Pension Protection Act
of 2006 (PPA2006), which set forth federal rules for the legality of auto-enrolled plans that
superseded any state wage-payment laws (Purcell, 2006), on 401(k) saving behavior in a panel of
703 mid-career individuals working for non-federal employers and who self-reported being
eligible to participate in a 401(k)." Specifically, | use a natural experiment methodology and

compare the 401(k) participation and contributions of workers residing in states with wage-

! Federal employees are exempt from state wage-payment laws.



payment laws requiring written permission versus those in states without such laws before

(2004) versus after (2008) passage of PPA2006.

2. Descriptive Statistics and Estimation Framework

Table 1 gives basic characteristics of the sample, which is drawn for calendar years 2004
and 2008 from the Early Baby Boomer (EBB) cohort of the Health and Retirement Study (HRS).
The sample consists of individuals in their 40's and 50’s, young enough so that automatic
enrollment can have an impact on 401(k) accumulations, but old enough that retirement is not a
distant prospect. They are primarily white, married, with a college education.

As shown in Table 2, there are 26 states that ban wage deductions without written
permission of the employee.  In eight states, state employees are exempt from these laws; in
seven states, local public sector employees are exempt. The final two columns of the table show
combined administrative, criminal, and civil penalties for violations of the law. They range
widely. In some states, like Connecticut, Delaware, and Hawaii, the fines are levied on the firm
on a per employee basis for the violation and are very steep. In other states, while illegal,
deductions do not carry explicit fines. Overal, there is substantial cross-state variation in how
states treat and penalize wage deductions.

Unfortunately, the HRS does not have direct measures of whether those individuals
included in 401(k) plans were automatically enrolled. However, a number of recent studies have
documented a strong, direct link between the passage of PPA2006 and subsequent substantial
growth in auto-enrolled plans, including Nessmith, Utkus, and Young (2007) and VanDerhei

(2010), among others. The former is based on administrative plan data at VVanguard on 50 large



plans adopting automatic enrollment; the latter is based on a very large set of plans maintained
by ICI/EBRI. Therefore, because of these findings, | take a reduced-form approach.
Let i index the individual, sthe state of residence, and t the calendar year, then | estimate
the following econometric specification:
Cy = 0X +PK,, + O,y +5,Y5 + DTS + @D 5 DA% 4y (1)
The dependent variable, C, is 401(k)-saving outcome, modeled as a function of x, a set of
controls for demographics (including a constant), k , employment characteristics, a quadratic in
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earnings, y, adummy variable for other (non-401(k)) pension coverage on the job, , and

an interaction term. The first factor in this term, D" is a dummy variable that takes on a
value of one if the individual’s employer is required by state law to obtain written permission

before making salary deferrals, and zero otherwise. State of residence was determined using the

HRS restricted-access geo-code files. The second factor, D*"™?%% is a dummy variable that
takes on a value of one if the calendar year is after 2006 (post-PPA) and zero otherwise (pre-
PPA).
The disturbance term, u, ismodeled as

Ug =Vi +¥s+ & + &g, 2
in which y is avector of state dummies, £ is a calendar-year dummy that takes on a value of
one is after 2006 and zero otherwise, and & is white noise. Theterm v in (2) is an individual-
specific 401(k) saving effect that is treated as a normally distributed random variable. The
primary objective is to obtain consistent estimates of &, which measures the differential impact
of working for an employer subject to wage-payment laws requiring written permission, before
versus after the adoption of PPA2006, holding earnings, other pension coverage, and other

factors constant. Hence, estimates of @ are akin to difference-in-difference estimates of the



impact of the Act and, once the state and calendar-year effects are included in (2), are identified
primarily by state-by-calendar-year variation in the opportunity to adopt auto-enrollment 401(k)
plans promoted by the passage of the PPA2006. In addition, there is some within-state-by-year
variation in the interaction term, because some states requiring permission exempted certain

classes of workers (see Table 2).

3. Empirical Findings

Column 1 of Table 3 shows the baseline random-effects probit parameter estimates,
omitting the demographic and employment characteristics, with marginal effects in brackets.
Controlling for state, year, other pension coverage, and earnings, on average, 401(k)
participation was 9.7 percentage points higher for workers in states requiring written permission
(relative to those in states that did not) after (relative to before) the law change. This estimated
impact is robust to the inclusion of the demographic factors (dummies for age, white, female,
married, widowed/divorced, some college, and college graduate — in column 2), but falls to just
under 7 percentage points with the inclusion of the employment characteristics (union, firm size,
industry, occupation, and job tenure).

If these estimates are truly picking up the impact of the state laws as constraints on firm
pension choice, then participation after PPA2006 should be differentially higher in states with
stiffer penalties for wage-payment violations. | find evidence of this in the fina column, in

which the penalty figuresin columns 3 and 4 of Table 2 are expressed on a per employee basis
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and (triple-) interacted with D" x D*?%%  Participation is 4.2 percentage points higher after

2006 in states that require permission but impose no penalties, and increases by 6.8 percentage

points with each $100 of penalty per employee, arather substantial effect. These results suggest



that state wage-payment laws constituted a binding constraint on firms' pension choices to adopt
auto-enroll plans.

Table 4 shows random-effects two-limit Tobit estimates of @ in (1)-(2) from the same
specifications as in Table 3, but when the dependent variable is the dollar amount of the 401(k)
contribution (the lower limit is zero; the upper limit is determined by IRS contribution limits).
There is little impact on 401(k) contribution amounts, indicating contribution rates under auto-
enrollment were similar for workers in opt-in plans. Overall, these results suggest that PPA2006
broadened, rather than deepened, retirement saving through 401(k) plans in those states with

binding wage-payment laws.
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Tablel

Sample Mean and Standard Deviation for Selected Variables

D)

2

Standard
Variable Mean Deviation
Dummy if Contributes to 401(k) 0.681
Amount of Contribution (in $2008) 3800 5,377
Earnings (in $2008) 64,848 65,416
Dummy if State Requires Written 0.25
Permissionx After PPA2006
Age 534 39
White 0.80
Femae 0.51
Married 0.79
Widowed/Divorced 0.16
Some College 0.31
College Graduate 0.38
Number of Children 24 17
Union 0.21
Firm Size (in thousands) 20.3 139.7
Other pension coverage 0.56




Table 2

States with Wage-Payment Laws Reguiring Written Permission

(€]

@
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State Loca Penalty
Employees  Employees (%) Per Lump-Sum
State Exempt Exempt Other Exemptions Employee  Penalty ($)
Arizona No No 0 0
Cdifornia Yes Yes 100 0
Connecticut No No 5000 0
Delaware Yes Yes 5000 0
Hawaii Yes Yes 10000 0
lowa No No 0 500
Idaho No No 0 500
Illinois Yes No 0 500
Kansas No No 0 0
Kentucky No No 0 0
Less than 10 employeesin Qil, 0 500
Louisiana No No Manufacturing, and Mining
Maryland No No 0 1000
Michigan No No 0 0
North Carolina Yes Yes 250 0
North Dakota No No 0 0
Nebraska No No 0 0
New Hampshire  No No 0 200
New Jersey No No 0 1000
New York No No 0 500
Oregon No No 0 0
South Carolina No No 100 0
Texas Yes Yes 0 1000
Utah Yes Yes Agriculture 0 0
Virginia No No 1000 0
Vermont No No 500 0
Washington Yes Yes 0 1000

Note: Author’s tabulations from Commerce Clearing House (CCH) state wage-payment law descriptions at

www.hrtools.com.



Table 3

Random-Effect Probit Estimates of the Determinants of 401(k) Participation, Standard Errorsin

Parentheses, Marginal Effectsin Brackets

Explanatory Variable (1) (2 (3) 4
Dummy if State Requires Written 0.387 0.375 0.276 0.166
Permission= After PPA2006 (0.192) (0.191) (0.192) (0.196)
[0.097] [0.094] [0.069] [0.042]
Dummy if State Requires Written 0.000680
Permissionx After PPA2006zPenalty (0.000306)
per Employee [0.000180]
Dummy if After PPA2006 0.521 0.382 0.497 0.492
(0.139) (0.152) (0.157) (0.157)
[0.141] [0.104] [0.132] [0.130]
Earnings 0.182 0.175 0.136 0.134
(0.0280) (0.0295) (0.0478) (0.0480)
[0.050] [0.048] [0.036] [0.035]
Earnings Squared -0.00131 -0.00127 -0.000474 -0.000298
(0.000745) (0.000727) (0.00236) (0.00238)
[-0.000358] [-0.000349] [-0.00013] [-0.00008]
Dummy if other pension coverage -1.151 -1.147 -1.168 -1.163
(0.146) (0.145) (0.149) (0.148)
[-0.293] [-0.23] [-0.290] [-0.288]
Age 0.0431 0.0244 0.0247
(0.0191) (0.0187) (0.0187)
[0.012] [0.006] [0.007]
White 0.116 0.0341 0.0288
(0.166) (0.162) (0.161)
[0.033] [0.009] [0.008]
Femae 0.248 0.153 0.143
(0.138) (0.150) (0.150)
[0.068] [0.041] [0.038]
Married 0.337 0.320 0.325
(0.295) (0.286) (0.285)
[0.100] [0.092] [0.093]
Widowed or Divorced -0.228 -0.145 -0.135
(0.314) (0.307) (0.306)
[-0.067] [-0.041] [-0.037]
Some College 0.0205 -0.0237 -0.0238
(0.158) (0.158) (0.158)
[0.006] [-0.006] [-0.006]
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College Graduate 0.0572 0.0230 0.0137
(0.167) (0.183) (0.183)
[0.016] [0.006] [0.004]
Number of Children -0.0699 -0.0825 -0.0847
(0.0388) (0.0379) (0.0379)
[-0.019] [-0.022] [-0.022]
State Effects Yes Yes Yes
Employment Characteristics No Yes Yes




Table4
Two-Limit Random-Effect Tobit Estimates of the Determinants of 401(k) Contribution Amounts,
Standard Errors in Parentheses

Explanatory Variable (0] 2 3 4
Dummy if State Requires Written 363.2 3915 119.8 21.28
Permission= After PPA2006 (508.3) (507.2) (506.4) (517.3)
Dummy if State Requires Written 0.584
Permission: After PPA2006xPenalty (0.623)
per Employee

State Effects Yes Yes Yes Yes
Quadratic in Earnings Yes Yes Yes Yes
Other Pension Coverage Yes Yes Yes Yes
Demographic Characteristics No No Yes Yes
Employment Characteristics No No Yes Yes
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