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People tend to manage their money

in distinct “jars” for distinct goals,
either literally or metaphorically. It could
be a savings jar for a deposit on a house,
a jar for monthly bills, or a jar for fund-
ing travels we plan to undertake when
we finally retire and have enough free
time. Whatever our goals, and however
separate they may seem, they are in fact
highly connected. And the breakdown of
one can negatively affect the others.

In the United Kingdom many peoples’
pension jars are starting to build, and
saving for retirement is rapidly becoming
the norm. Thanks to mandatory auto en-
rollment, over 8 million people are now
newly saving or saving more for later life,
and opt-out rates remain low across the
country. This is a great example of (now
Noble Prize winner) Richard Thaler and
Cass Sunstein's nudge theory working
in practice.

In contrast, initiatives to encourage
greater levels of liquid savings have not
had quite the same impact. Incentives
such as increasing the tax-free savings
allowance and offering a credit match
on savings have helped. But the reality is
that many peoples' emergency savings
jars are running low, or are completely
empty. Money Advice Service research
highlights the extent of this situation,
revealing that only 42 percent of the UK
working population has £500 (around
USD 672) or more in liquid savings and
26 percent have nothing.

For those with little or no money put
aside for today, the occurrence of a high
or unexpected cost can have a severe
impact. A car or a household appliance
may break down and need replacing —
everyday situations we've all faced. But,
without cash savings, many will have no
choice but to use alternative methods to
cover the expense. Options may include
turning to friends and family, using ex-

isting credit cards, or reducing spending
wherever possible. But many might have
to cancel pension contributions to free
up cash or resort to high-cost sourc-

es of borrowing that, if not managed
carefully, could lead to debt spirals. And
in these circumstances, it's not just the
debt itself that's the issue. Prolonged
financial pressure can cause excessive
levels of stress, which can have a knock-
on effect on people’s health, productivi-
ty, and earning capacity.

So what can be done? Products
and tools for savers may need to evolve
to better reflect both the psychology
of mental accounting and the need for
flexibility between “jars.”

With many people now building
up meaningful retirement savings, it's
been suggested previously that the
defined-contribution (DC) pension
system should be opened up to some
level of early access. The rationale is
that if individuals have access to enough
liquid savings they're more likely to avoid
damaging financial shocks that can have
a long-lasting effect on their financial
resilience, including into retirement.

However, although it is intuitively
attractive, allowing this type of access
creates a number of issues. Evidence
from the US 401 (k) system confirms
that people look to their retirement
savings to cope in emergencies, but
also that this can create a significant
degree of permanent “leakage.” Some
estimates suggest that as much as 40
cents of every $1 saved is withdrawn
before retirement.

A further concern is that DC
pensions simply aren't designed for
bank account-style access. They're
intended for long-term saving and, for
most of a working life, should have a
relatively high-risk exposure. This makes
DC accounts a poor fit to fund emer-
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gencies, which may well occur at the
"wrong” moment in terms of fund value.
In addition, the administration involved
to withdraw this money could create a
significant cost because the systems
aren't designed for this purpose. Allin all,
these factors could lead to diminished
outcomes for the saver.

However, an innovative new ap-
proach may offer a solution. Professor
Brigitte Madrian, working with col-
leagues at Harvard and Yale, and, more
recently, David John from AARP and
Mark lwry of the Brookings Institution
have proposed an early access model
that separates payroll contributions into
a liquid sidecar account, run like a tra-
ditional savings account, and the main
retirement account. When the balance
in the liquid account exceeds a savings
cap, all future contributions roll into the
retirement account until the liquid ac-
count balance is needed, at which point
contributions would top it back up to the
savings cap. This appears to the saver
much like a single product or savings
tool, but with distinct underlying jars
designed for their specific purposes and
time horizons.

This builds on the idea presented by
the team at Harvard that there's a po-
tentially optimal balance between liquid
and illiquid savings. In a UK context, the
approach would build on the success of
auto enrollment by adding a liquid savings
component, and creating greater inte-
gration between these two savings jars.
Importantly, it would do so by creating
an additional flow of contributions over
and above retirement contributions.

This increases the overall amount saved,
not only minimizing leakage from retire-
ment savings but potentially creating a
pre-commitment mechanism for savers to
increase future retirement contributions if
they first build up sufficient liquid savings.



“Thanks to mandatory auto enrollment, over
8 million people are now newly saving or
saving more for later life, and opt-out rates
remain low across the country. This is a
great example of (now Noble Prize winner)
Richard Thaler and Cass Sunstein’s nudge
theory working in practice.”

The sidecar idea fits into the broad-
er category of hybrid financial products,
advanced by the Aspen Institute among
others. Unlike traditional products that
offer one financial function, hybrid
products combine two or more, en-
abling their design to fit more closely
with the way people actually manage
their money.

Our team at the National Employ-
ment Savings Trust (NEST) Insight unit
is excited, both by this specific sidecar
idea and by the broader concept of
what hybrid products can do to en-
hance financial resilience and retirement
outcomes for our target group of low- to
moderate-income savers. But a number
of questions remain about how it might
work in practice. What does an appropri-
ate and affordable contribution level look
like, and what should the savings cap
be? Would savers limit themselves to
emergency use of the sidecar account
or would it become another current
account? And would the approach result
in greater financial well-being, increased
retirement savings, and reduced reliance
on high-cost debt?

To answer these questions we're
working in partnership with Profes-
sor Madrian and her team, along with
the United Kingdom's Money Advice
Service, to develop and conduct a re-
search trial. We're currently planning the
research and hope to start the two-year
trial in 2018.

Excitingly, this appears to be an
idea with genuinely international reach.

As part of our work we're collaborating
with organizations planning similar trials
in the United States and New Zealand,
including AARP among others, to share
our ideas about how to structure the
sidecar and how to evaluate its impact.
We hope the range of programs look-
ing at variations of the sidecar idea will
mean that a much stronger body of evi-
dence from its practical application can
emerge quickly to bolster the theoretical
promise that it holds.

As with all our research, we'll make
our findings widely and freely available
to maximize their reach and the potential
benefit to savers. And as new research
emerges, we look forward to working
closely with our counterparts and peers
around the globe to tackle the liquid
savings challenge and help people cre-
ate an optimal balance of money in their
savings jars. ¢
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