
 
January 2018—Legislative Intelligence Update | Will New Pass-Through Rates for Small 
Business Owners Eventually Drive Workers to State-Sponsored Plans? 
 
Welcome to this edition of Investments & Wealth Institute’s Legislative Intelligence update. 
This month's update reviews the state auto-individual retirement account (IRA) trend that, 
combined with the favorable pass-through deduction for certain small business owners, could 
decrease interest in Employee Retirement Income Security Act of 1974 (ERISA) plans and drive 
workers to enroll in state plans. 
 

New Tax Law Could Spur Growth in State-Sponsored Auto-IRAs 

As financial advisors continue to examine tax-planning strategies under the new tax law, they 
may find good news for their clients that result in bad news for them. 
 
The good news for small business owner clients: Many will be eligible for a significant tax 
deduction for those that are organized as pass-through entities such as partnerships, S corps, 
and limited liability corporations. The bad news for pension advisors: The lower income tax 
rates may slow the growth of new 401(k) plans because many of these potential small plan 
sponsors would pay more in taxes on distributions during retirement that are likely to be much 
higher than the 20-percent rate for the pass-through income under the new tax law. 
 
As noted by the American Retirement Association (ARA) in various scenarios [link 1] that were 
based on the slightly higher pass-through rate of 23 percent proposed in the Senate version and 
a 35-percent ordinary income tax rate in retirement, “without any incentive for the small 
business owner to save in a retirement plan, many will choose not to offer any plan at all given 
the administrative costs and ERISA liability that accompanies sponsoring a plan.” 
 
While other analyses point to other strategies mitigating the impact of the pass-through 
provision on ERISA plans, such as lower tax brackets in retirement or adoption of a Roth 401(k) 
component, another factor has been largely overlooked—the emergence of state-run 
retirement plans for the private sector. The most common program adopted by state 
legislatures is the auto-IRA plan, which mandates that employers without ERISA plans default 
workers into state-run auto-enrollment plans. These plans typically utilize individual Roth IRA 
accounts for each worker and offer limited investment options. 
 
Although employers sponsoring ERISA plans are exempt, it is possible that once these new 
programs get underway, some existing plan sponsors as well as potential new sponsors might 



find it easier to forego ERISA’s complex requirements and simply offer a state-run plan to their 
workers. 
 
As noted by the ARA, state-run plans have several important features that are likely to attract 
employers. First, from an employer’s perspective, most of the plans already approved by the 
states are essentially turnkey IRA programs. The plans generally relieve employers of fiduciary 
responsibility and do not require matching contributions. Second, employers’ only obligations 
are to ensure that workers are made aware of the state program and that payroll deductions 
are directed into employees’ accounts. Workers can opt out of the program. For small business 
owners leery of fiduciary liability and the cost of matching contributions, the new programs 
offer an employee benefit at very little cost to the business owner. 
 
However, for various reasons it is highly unlikely that these factors will result in overnight 
changes to the business of advising and establishing new private sector retirement plans under 
ERISA. 
 
Most importantly, only a handful of plans have been approved, and only one is in operation at 
this point. OregonSaves was the first state program to open for business, having begun a 
phased enrollment process for private sector workers that began last fall. As of January 24, 
about 300 employers have registered with the state, bringing along more than 19,000 
participants who were enrolled in the system. Under Oregon’s program, registered employers 
are required to put 5 percent of their workers’ gross pay into the new accounts. At this very 
early stage, varying estimates suggest employees are opting out at a rate of 20 to 30 percent.  
 
State officials estimate 1 million Oregon workers are potentially eligible with 600,000 who work 
for an employer without a company-sponsored ERISA plan. The remaining 400,000 are either 
self-employed or not eligible to enroll in their employer’s plan. The first $1,000 of a 
participant’s contributions will default into a capital preservation fund with additional 
contributions invested in a target-date fund based on the employee’s age. 
 
In addition to Oregon, eight other states have adopted private sector retirement plans that are 
still in the development phase, with several nearing completion. In recent years, advocates of 
the state-run plans estimate more than 40 states and at least three cities—New York, 
Philadelphia, and Seattle—were considering programs, the most popular option being a state 
auto-IRA program. The two other options are a so-called state marketplace that serves as 
informational hubs seeking to connect small businesses with private-sector service providers—
Washington State being the first to create a marketplace program—and a multiple-employer 
adopted last June by Vermont, which allows individual employees to pool their retirement 
savings in the program with participants from other companies. 
 
However, industry trade groups have not stood by passively watching these recent 
developments. Some have fought the proposals during the legislative process. More recently, 
the ERISA Industry Committee (ERIC) filed a legal challenge against OregonSaves, challenging its 
authority to require ERISA plan sponsors to certify their own plans to state officials. The states 



also must be persuasive in any additional court challenges that they are essentially facilitating 
retirement programs and not directly holding or managing retirement assets, which will be held 
in trust and managed by private sector firms. Whether they will succeed is open to question. 
 
Another potential roadblock involves state-level politics. Seven of the nine states that have 
adopted state-run programs are blue states, in which Democrats have legislative control of 
both chambers and hold the governor’s office. Of the remaining states, 25 are fully controlled 
by Republicans, which are unlikely to be as supportive of state-run plans. Political control is 
divided in the remaining states. The current political map suggests that unless the 2018 fall 
election sweeps in landslide Democratic victories at the state level, notwithstanding recent 
upsets in local elections around the country, the momentum for state intervention across the 
country may have crested. 
 
That said, the blue states with programs have sizeable populations, with California capturing 
most of the attention. California’s SecureChoice program expects to launch later this year with 
bidding for professional service providers to the program, including administrators and 
investment managers, to take place this spring. Given the potential size of the market, with 7.8 
million workers eligible for its auto-IRA program, California will be watched closely for its 
bellwether potential. 
 
If the state movement gains traction—irrespective of the impact of the new federal tax law—
advisors with multi-state practices will have their work cut out for them. For those who advise 
small business clients on whether to set up a retirement plan, as fiduciaries pension advisors 
likely will need to compare any state-run program to the cost of setting up their own 401(k)-
type plan under ERISA.  
 
A trade group that advocates for the state-run plans, the National Conference on Public 
Employee Retirement Systems, is circulating a model uniform state law [link 2] and has enlisted 
the support of the AARP, which carries considerable grassroots political clout across the 
country. However, state legislators frequently cherry-pick and add their own amendments to 
model legislation, which could exacerbate any push toward uniform laws.  
 
Ironically, only two states—Maryland and Wyoming—have adopted a separate model public 
pension law for state employees that is modeled after the Uniform Prudent Investor Act for 
private trusts. Most states have ignored this model law, opting instead for their own unique 
laws that have resulted in public employee pension plans governed by a polyglot mix of state-
specific laws and fiduciary requirements. According to a recent Pew Charitable Trust analysis, 
three of those states—Delaware, Georgia, and Hawaii—do not even have a prudence (or 
suitability) requirement for investing retirement assets. 
 
As a result, if the state initiatives gain traction, and legal challenges based on ERISA preemption 
fail, advisors likely will face a smorgasbord of state programs that compete with ERISA plans for 
retirement assets. Even those advisors with retail practices will need to add an additional due 
diligence component when clients consider rolling over from a plan to an IRA in those states.  



 
In summary, the new state retirement plan initiatives for the private sector, combined with 
changes to federal tax law that may discourage growth in ERISA plans, bears watching. 
 
About Legislative Intelligence Update 
 
The purpose of this update, prepared by Potomac Strategies for Investments & Wealth Institute, 
is to give members legislative and public affairs intelligence and analysis. It is strictly 
informational and should not be relied upon as legal or compliance advice. Investments & 
Wealth Institute, as an education and credentialing organization, does not lobby Congress or 
regulators, and does not advocate for any particular legislative or regulatory position either on 
its own or through its relationship with Potomac Strategies.  

If you have questions after reading this update, please contact Investments & Wealth Institute 
by replying to this e-mail. We will either respond personally to your inquiry or include a 
response in an upcoming issue. 
 
 
Links 
 
Link 1: ARA scenarios: http://usaretirement.org/wp-content/uploads/2017/12/Senate-Pass-
through-Memo.pdf  
 
Link 2: NCPRS model legislation: 
http://www.ncpers.org/files/2017_SecureChoice2%200_final.pdf  
 
Link 3: Pew study: 
http://www.pewtrusts.org/~/media/assets/2017/11/basic_legal_protections_vary_brief_draft.
pdf  
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