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Spurgeon, Mellssa - EBSA

From: Greg Wait {gwait@falconsrock.com)
Sent: Wadneaday, April 25, 2007 10:41 AM
To: EBSA, E-ORI - EBSA

Subject: Comment on 401 (k} Fee Disclosure

Attachments: Target 401(k) Article - reprint.pdf

I recantly read that the DOL is seeking comments on fee disclosure in 401(k} plans. | own a small invesiment consulting firm that does
work with qualified retirement plans. In my experience, the first step is to motivate plan service providers to disclose all their fees, so
the plan sponsor is fruly aware of the total costs to thelr plan. The market is beginning to dictate this, and as a consultant to plan
sponsors, part of my job is to uncover all the hidden fees associated with the admininstration and investment of plan assets.

Fee disclosure to participants is more tricky. In my experlence, participants have very little experience or knowledge when it comes to
evaluating their 401 (k) investment choices. Usually, they focus strictly on recent returns and then make bad decisions. If fees are
disclosed to participants, there is likely to be a fair amount of backlash as employess who are not experienced in judging the value of
services for their cost are exposed to fees that they may view as high.

If & pian is offering a variety of mutual funds, | think that simply adding the fund's total expense ratio to a fund fact sheet {with a fund
description and return history)} would be the best way to disclose investment fees. Of course, fund prospectuses include expense
information, but employees do not take time to read prospectuses.

| think a better overall approach is tor a plan sponsor to pool all plan assets and assume control of the investments, similar to the
approach taken by defined benefit plans. Pooling assets, for many plans, would raduce the total investment expense for all
participants, and would likely resutt in better long-term investment results. The lower investment management fees could be disclosed
to participants on an annual statement of values, along with plan returns.

Attached is an article | wrote, published in the Fall 2006 issue of the Journal of Pension Bensfits, addressing these and other related
topics. If anyane in yaur agency is interested, | would welcome questions.

Greg Wait

Faicons Rock Investment Counsel, LLC
1045 W. Glen Qaks Lane, Suite 106
Mequon, Wi 53092

262-240-0919

This message may contein privileged and confidential information, and is intended only for the usa of the paerson(s) named above. If

you are not the intended recipient, please notify the sender immediately, delete this message and any attachmenis from your system,
and destroy any hard copies. Any use, disclosure. duplication, or distribution of this message received in error is strictly prohibited.
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ARTICLE

The Target
401(k) Plan: A
Results-Based
Model

By GREGaorYy D, WarrT

In order to aceentvale the posifive atiributes of our
40T{k) system, yet improve on its shorkcomings by
incorporaling elements of fraditional pension plans,
we presen! a resulfs-orienfed plan design referred to
as the Targef 401(k) Plan. A resulis-based opproach
will better assist our nation’s workforce in achieving

adequate retirement security,

Gregory D, Waic, CEBS. ix prosident and founeding memher
of the investment consubing firr Faicons Rock Invesomcne
Counsel, LLC in Milwaukee, W, Falcoas Rock provides mvest-
menl connlung sevices o a varieey of fiduciaries, Greg s a
pant direr tar and cavrene sember of che Milwaukee Chaprer of
Crrafied Employes Benetit Speomlists and an active member of

the Wisconsin Reorement Plan Frofesciols, Tad.

The author respecthally acknowledges Joen Coarcosard) fur her con
cributions to this article Mr Wair bas a parene pendimg on e
Targee 4010k) Plan design prstess. He miy be v lied by email ac

greafrld gyl ionoack com.

Orwver the past 20 years, a dramatic shift has
occurred in the qualitied recirement plan market-
place, as defined canceibucion plans, and more spe-
vifeally 401(k) plans, have become the predominunt
retirement benefic offered by US cmployers. As
delined benefic pension plans have boen Truzen or
terrmunaced by many companzes, the burden of recire-
menc savings has fallen squarely on dhe shoulbilers of
r Elozens.

By many objective measutes, the 401(k) plan sys-
temn hus becn a remendens success. As a major part
ol our newly rdescribed “cnvnership economy,” workers
have contribured vast sums of money ingo reurement
plan accounts. An esumated 59 million Americans
currencly participace 10 304 (k) plans, and they have
avcumutaced over $2 ollion in plan assets. [Se
"How Amgerica Saves 2005— A Report on Vanguoard
2004 Defined Coneribution Plun Data™ (Oce. 2003).]
Alchough not the most demanded employee benefit
pragram (this s reserved lor healrh insurance plans),
40L(k) plans huve become the most appreciated benefic
oflered by employers; even thaugh employets incur far
less cost thap rraditional pension plans or many other
henefit pragrams,

Yer, wirh all the success achicved by the 101(k)
plans, there are seriqus questions about whether the
system will provide sufficient financial secusity lor
future retirees. Artiches on dhis subject with keadlines
such as " Train Wreck Looms for Renmers,” "Poll:
Americans Worty About Funding Retirement,” “Many
Americans Fail ro Heed Rerirrment Warnings,” and
“Many People Clueless Ahonr Recirement” arc preva-
lent in newspapers and rrade jaurnads. Indeed, there
afe spme alarming statisnes:

B

s Owvrrone thitd of eligible craployees (37 percent)
do not pacti<ipate in the employer’s voluntary sav-
ings program. [See “How America Saves 2005 .- A
Repors on Vanguard 2004 Delined Conrrifmrion
Plan Data” (Occ. 2005}).1

s More chan hall of workers saving for retirement
have less than $30,000 of total savings. |See
Employee Benefir Research {nstituce (EBRI) 2006
Rerirerment Confidence Sucvey “Will More of Us
Be Working Forevers” by Ruth Helman, Craig
Copeland, and Jack VanDerhiei (Apr. 2000).]

* Only 40 percent of workers indicate they or thetr
spouse have a defined benefit plan, yet 61 percent
say they ate expecting to receive income brom sich
a plan in retirernent. [See ERRT 2006 Reriremene
Caulidence Survey

This article was republished with penmission fram the Joural of Pension Benefits, Autumn 2006, Vol. 14, Numher 1, & 2006, Aspen I_’ubhshers. Inc. All nghts reserved.
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* The investment recurn of the average investor in
a stock murtual fund was just 4.2 pereent, from
1984 co 2002, while the average mnual return
of the 8&P 500 Index wus 14,3 percent. {Se
2003 DALBAR Quuntitutive Anulysis of Investor
Beliavior, ]

*  Nearly 30 peicent of terminared employees choose
to take their distribution as & lump-sum cash
payemit, predominately those who are younger
individuals wich relatively low account balances.
I8¢ "How Amcrica Saves 2005—A Repurt oy
Vanguard 2004 Defined Concribution Plan D "}

Plan sponsors and retiremment plan service proviel-
ers have spent incredible umounts of time and money
on participunt educating programs, yer most of these

eflorts have not resulter) in aptimal employee behavior.

In one study measuring rhe eftecriveness of a cuscom-
ived employer pducacion campaign, a large employer
quizzed emplayees before and after the program

with 15 yesian questions covering basic saving and
invesang pringiples. Prior o the outlay of iniltiony
of dotlars an the programs, participants, in avetage,
answered 54 pertent of the questions carvectly. Atrer
the progran, they answered 35 percent correcrly. {See
Limplications of Pacticipant Behavior for Plan Design.
by Shloma Benarrvi, PR {Jan. 2006).]

Such participanr brhaviar creates a socictal concern
ahaut the ability af LIS workers to maintain their
standard of living tn recicernenc, Qur Social Scourity
system will undoubredly be modified to address its
financial and scrucrural imbalances, defined benefit
plans conunue to decline in relevune talthougly chere
15 ancedotal evidence of sume resurgence of these plans
among stnaller employers), and reticee healeh care
costs are spitading upwand at a tremendous pace It
seens clear thai employees need help.

Plan sponsors are begianing ta address these issucs
with plan featnres such as ancomartie enrollment, auzo-
matic savinps rute increases, and targoy eceiremenr
date or fife-cyele tunds. ‘Uhe recendy passed Pension
P'rotcction Act of 2008 encourages automnatic enroll
mene and automatic savings rute increuses by clarity-
ing that ERISA preemipis stawe laws that may prohibir
this fewcure and by offeting safe harhar treatment for
plans wich auromaric enrollment.

A comprehensive new 401k} plan design thut is
resules-based and rhar takes the decisivn making bur-
den away hom emplayees can he a viable alcernacive,
and should be considered by anyone with responsibil-
ity for a corparate defined coancribution plan.

The Target 401(k) Plan
The typical A401¢k> plan invalves sumerous, yet
basic, employee decisinns:

1. Shonld | conctibure to the plan?

2. How much should I contribute tw the plun?

3. Can I continue to live my lifestyle il T contcihure
o the plan?

4, How do [ chovse beiween all the investment vehi-
tles offered?

5. Should I watch my invesrmants, and consider
changes, nn a daily basis?

6. How do | make invescment changes?

7. What do 1 do wich my 401(k) money when 1
change jobs?

#. Whar do I do wich my 401L(k) money when 1
reueey?

Y. Whae if chere isn't enough money in my account
to cetiee?

These decisions are averwhelming fir maay, iof not
most, employees. Procrastination (delaying decisions)
and inertia {(dning nothing) often happen regarding
plan decisions because the employees have to answer
such questions tor themsclves. @‘

The ‘Largez 401{k) Plan design makes patticipanion,
mvestuny, and distribucion decisivns easy and mean-
ingful for employees, as owilined in xhibit 1. In taer,
thie Target 401¢L) Plan takes many of the tetirement
plunning decisions out of the hands of employees,
which is desirable for many workers. This design is
intended to mirror che security of 4 <dcfined benefit
rdan, with the increased accumulition potential of &
defined contobution plan.

Thus plan design is reseles-based, ay the primacy
objective 18 for cach participant o achieve a reasonabhe
levcl of recicement income, which may be provided ar
retiremnene in the fovm of a monthly installmene pay-
ment of wnaity, Participanes will be antnmarically
enrolled in the plan with anpuzl autamatic coneribu-
ton increases, will have their account professionally
managed by an investment advisor, and will reaize a
meaningful benefic at retirement.

Accumulate Mon Aysets

The Targer A01(k) Plan process begins with a
targrt heactit o replacement ranio cateulation for
all elinible ¢mployees. Many retitement plan prae-
tictonees wikl remeruber the targer brnefie detined
coutrilbution plan design, in which the emplover
derermines the terirement benefit desired fue irs
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cmployees (much like o defined henetie plan) and an
actuarial calculuijon is made to determine che level
of unnual contribntion reqivred to each parccipant's
account The empleyer then makes the required plan
coneribution, bue paracipants assume the investment
risk/recurn, which resules in an account balance e
produces « monchly beoolit al pormal retirement thar
approximares the carget.

In chie Turget 401(k) Plao, rhe rarges benefic cal-
culation is based on a desired replacement ratio for
ewch parcicipant. The replacement ratio 1s a person's
grass income after recicement, divided by his or
het gross income immediately befure cetivemenr. A
person's aficr-retireinent annual income will eyprcally
be deriver fre:m Social Security bencfies, and privare
and emplover sources. Aon Consulting, in {ts 2004
Keplacement Raoa Scudy, concluded rhac families

Nesi
[NRD-Based Defaunlt] esign
3—5 Target ur Risk-Based Portfolios, Correat
Plus (- 10 Mutual Fund Menu: urree
Designs :

fmployee Choice

6—10 Murnal Fund Menu:
Employuee Choice

10+ Mutual Yunds,
Plus Self-Direcred Rrokerage:
Emptoyee Choice

must replace between 75 and 89 percent ol their pre-
retirement iacotne (depending on the prererirement
income levely in order w manmin their soandard
of living. T8z The Aon Consulring/(ieorpa Scaee
University 2004 Retirement Income Replacement
Ratia Study }

As illustrared n Exhibit 2, Social Security is
expected co replace a higher percetuge of prevetire-
ment income for lower-wage emplayees; theretore, the
annual income requiced lroo privarelemployer sources
will Le reduced tor this graup. In the rarger benefit
calculation, the lower-wage partucipancs will have a
relanvely low cequured replacement radio froms the
plan, and « srmeller required annual conrribtion to
their acrauns.

By factoring an assumed annual wage inciease and
INVESCMCNE feturn assumptions, ¢ rexuired annual con-

For more information on this or any other Aspen publication, please call B0U-HEB-8437 of visit wwww.aspenpublishers.com.
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Ty TaRCFT 401(K) PLati: A Resuvrs-Uascr Manr

Ixhibir 20 Required Rephicement Ra

Pre-llerirement Soc Privut/
Income Sce. | Empluyer Total
$20,000 65.0% 4 06 R9% -
$25.,000 60 5% | 260% | 8%
$30,000 Se.0% | 28.0% | 84%
#3500 3.5% | 285% | 8% |
$40,000 SLO% | 2906 | 8w
§15,000 4959 | 200% | 79w |
$50,000 4807 | 290% ! 7%
$55,000 AS.5% | 30.5% | T0%
| $60,000 30% | 0m | T5%
$65,000 Mow | 3dsw | 76%
$70.000 39.0% STO% | T6%
$75,000 370% | 39.5% | 7%
$80,060 35.006 | 42.0% | 7T
$85 000 34.0% | 435w | 9%
| $90,000 33.0% | 45.0% | 7%%

tribution, described as o percentage of current income,
is calcnlared for euch parricipaat. Employer-provided
recirement income from a defined benefit penston
plan, und current pareicipant account balances, are
alsu facroren) inen the calewlatian. Upon deteemina-
tion ot the percentage of pay contribution required lor
each participant, any employer matching contribucion
perrentage is subtracted, leaving the amount at salary
deferral needed for cach participant. Fxamples of the
requured annual coneribution calenlarian are llustrated
in Exhibit 3. Such a plan design (with small contribu-
tipne fur lower paid parrivipants) must pass nondis-
crimination testing under Cade Section 401(2)(4).

The Target 401¢k) Plan includes an auromatic
enrallment fearure, which s the lesser off

1. The plam’s default percentuge {commonly 3 per-
<enel; or

T'he required salary deferral as determined «n che
replucement rario calculation. The plan will aute-

| O

matically increase each pasticipant's deferral per-
centage by 1 percent annually, uatil che required
employer rontnibution is reached or up o the
plan’s masimum sutury deferral percentage,

Automatic enrodlment and automatic contribution
increase features have been adopled by an increasing
aumber of large employers, and have proven o he

remarkably successful in increcasing plan parcicipation
caces and deferral percenage caces,

Euwh year, the replucement vatia calculation will he
made for each participant o adjust tar carrent account
balances and income levels. This annual calculation
will help monitar the participanes’ progress toward
achieving rhe carget replacement ratio, and allows for
adjustments o be made based on investment returns
that arc higher or lower chan che assumed rue of
return used in the waleulation.

An unnual report should be prepared and distrib-
uted to each plan participan with a simple iluosera-
vion of the require] conceibution, and the projecred
recirement benetic The annual participant repore
shoild inclnde 2 notice of the ancomatic salary defeeral
amnunt for the following plan ycar, Participants wich
large required contribution amonnrs can be eleour-
aged o clece a higher salary deferral by providing to
thurn & "projected shorfall” illustradian.

Hanoge Man Assets

The investment struceure of 401(k) plans has
evolved ftom offering just a fow mucual funds {rypi-
cally proprictary tunds of a service provider) o incred-
1bly expansive pragrarns that sometimes oifer 25 or
murt investment choices {or selection by parnicipancs,
The average plan ollers 18 invesrment opticns; how-
ever, the average parficipant uses only 3.0 funds. Plan
speusors cantinne to add fund options at a faster pacce
than parricypants aceually vse them. {See How Amcrica
Kaves 2003, A Keporr on Vanguard 2004 Defined
Concributjon Plan Data.]

Employees are simply not trained to manage their
investmunts properly, nor do most participants have
the desire o time ta make soch decisions. Llaborate
emnplayec education programs have been ineffective
in changing hehaviar regarding plan invesemenes.
Fxamples of poor decision-making are widespread
[Se AllianceBernstein, Implicativns of Participant
Behavior for Plan Design, by Shlomo Benarczi, PhiD
(Jan. 20006)1:

1. It ren or fewer choices are available, ecmployees arc
apt simply to allocare their investments evenly
acrnss the fund options.

2. When cmployecs are presented witly increased
investinend chaices, they are more likely not co
participate or to selece che lower-rnisk options.

3. Many employees invest too mnuch of dieir rerire-
ment savings it their own employer’s stock.

4, Employees rhase hat pertormers.

For more information on tys or any other Aspen publication, please call B00-858-8437 or visit www aspenpublishers com.
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Exhibit 3. Annual Required Conceibuiions

Salary Scale: 495 Investment Rerurn: 7%
Annnal Current
Currcnt | Curreni | Pre-Retirement | Replacement | Savings | ‘Laral Dollars Account
Income Age Income Ratio Needed at age 69 Bulunce
Buu e 25 - Sutro20 45% 4.06% 450,000 §. DU
Sao,mmy ;_ $78.022 407 IR arid 424730 5,000 : )
330,000 _ 15 $97,502 45% 7.25% 451,10} o 5,000 )
Y0000 40 I $79,975 4% 7.92%. 320,004 5,000
Lgu,000 45 887,645 - 445 12,805 307,141 3.0500
LTINS 30 422,038 3T t4.78% 277,046 5,000 a
$50,000 55 Y7401z 37 | 2944% | 2Rs5.255 5,000 !
$50,000 i 6o ) | $6a 834 320 42739 202,770 5,000 B _
Culculutivns prcpared by Joan Gugciards. actnary, Guotaridi Bewefit Revonrces, Milwanke, W[

5. Cruce a purdcipant makes a selecrian, chey In response to the well-dotumented poor (uvest-
wiid Lo uot make vhanges such as porttalio ment decisions made by participants. Jile cycle funds
rebalancing. are being added 1o the 401(k) menu by an increasing

number ol plan sponsars. These tunds are prepack-
Participants are cleacly at a disadvanwage as cony aged, halanced portfolios wich varying cisk/reward
pared to the process-driven, professionully mansged characteristics. Certain ife-cycle funds are referred

investmenrt appeoach used by most defined henefir to as rarger-date rearement funds, which can be a

plans. ‘The investment commitiees ot institutional pen- simple, cost-cffeceive investment solution for nauy

sion plans spend o grear rieal of rime and resoutces to plans. Must proprictary life-cycle {unds use only ane

develop appropriate asset allocanan straregies, conduct Investnent management company, which presenrs a

due diligence on rhe professional investment firms thdlenge (or the plan liduciary whea momtoting per-

selected to manage plan asscts, negotiate favorable fee tarmance, Also, masr parrictpants (63 percent) that usc
srructures from mohcy managers, monitor perfonnanee a lite-cyele fund sphit their accaunc balances between
of the managers, and make necessary adjustments o one or more life-cycle funds and ocher mutual funds,
the investment strategy. Returns achieved by defined defeating the purpose of the designed diversifica-
contribution plans have been fouad o lag eerurns tion, [See Life-Cycle Funds Mature: Plan Sponsor anc
of defined benefit plans by 2 percent annually. [See Participane Adoplion, Vanguand Cenrer tir Retirement

Barcluys Cilobal Tnvestrors, Mind The Gap! Why DC Rusearch (Nov. 200531

Plans Underperform DB Plans, and How to Fix Themn, [ the Targer 401(k) Plan scructure, the plan spon-

by Barroa Waring. Laurance Sicgel and Timothy Kolin sar may apt for one of three mvestment management

(Jan. 2004}.} apprroaches: a single pooled tnvestment portfulio,

Sources of this defined coneribution underperfor- managed accounts for cuch purticipant, or tacger-rlate

mance arc aumerous, but include: retirement funds. Euch of these approaches resnles in a

professionally munaged porifolio for plan paraicipants

I. Prevalence of recard rouroal fands wich relatively that will inceense the chance of improved nsk adjusted
high fees, olren including hidden expenscs such as reluens aver time.
12k 1 ar sub-transfer agency fees. Paated Investment YPorcfolia

2. Plan sponsor and parcicipunt {ocus on the mutial As with defined benefic pension plans and most tea-
funds offened. cathier than the development of an ditional defined coptribarian plans, the plan sponsor
TUVESLINET SEratemy. cun choose to have all 401tk plan assees profession

3. Ponrly divetsified and wnefficient asset allocations ally managed as a single pooled porifalin. A primary
MONZ PAFUCIPANT ALCOWLS. advantage of cthis approarh is that a distplined

This article was republished with pemmission fiom the Joumal of Pension Benefits Autumne 2006, Vol. 14, Numbes 1, £ 2006, Aspan Publishers, Inc. All rights rescrved
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T Tarcer 4010K; PLan- A Resurts Rasers Mongr 27
Projected Projected Annual Net Annual Requited
to Benefit Amount Conrtribution Employer Emploveee
NERA from DB Plan Needed Needed Match Contrib
74.872 0,002 275,202 871.53 ¥ 1.06%
B 53,389 7,402 189,157 843.05 3% r.22% |
38,001 5,730 310,085 2,174.68 496 4.25%
27,147 7008 218,620 2,374.U3 3% 4.92%
19,348 B,765 286,496 5,i20.38 39 1. 8u%
15-,795 7,204 188,81+ 5,012.12 YA T17RGE
9,436 7.4 1 TgR,324 12,2140.30 3% 21.44%
1 7013 1,83 132,395 2130572 3% 39.75%

This article was republished wih permission tram the Joumal of Pension Benelits, Autumn 2006, Vol. 14, Number 1, © 2008, Aspen Publishers, Inc. All nghts reserved.

investent process is developed and outhined n an
wvestment palicy sracement {{PS). ‘The process includes
the establishrment of the plan's investment objec-

tives, creation of an cfficiont assee allocation strategy

to achieve the objcctives, developrient of criteria for
the selccoion of investment mutagers, and outlin-

ing the beachmarks diac will be used o monitor the
performance of the putidolio straregy and indrvidoal
investment magagers This process s far more hkely to
deliver superior investment returns chan che vast major-
ity of plan participants have achieved on their own.

By pooking all plan assets, che 401(k) plan is 11 2 bet-
ter posicion to negotizte favorable lee arrangements from
investment management {irms Separarely managed
accounts or the insticutions! share class of mueual funds
are more likely 1o be available in a ponled arrangement,
whicl reduces ehe invesrment costs assessed on plan
ussers, All else being equal, the lower costs of managing
plan assets wall resuic an improved rerurns

Some practicioncts would argue thae o single pooled
investment portfolio is not in the best interests of all
plan participaots because younger people, with a lon-
ger time horizou uneil retirement, should have a more
aggressive wsser allocarion than those parncipants new
retirement, This is the raaonale bohind wrget-dute
wetirement funds An equally compelling argumenr
can he made that, becanse of longer Hie expecranees,
the investment time horizon for wo emploves at recire-
ment is sutficient Lo confinne cxposire 1o CgLUTIes 45 au
asse Llass. In practice, institucionally managed defined
benetit pension plans ucidize a well-divecsitied balanced
investment serategy thi is wrgnably efficient and appro-
priate for wny person stiil in his or her working years

Another argument against the single pooled port-
folin is rhat the plan sponsor is not eligible lor fidu-
ciary protection provided by ERISA Section 404(c). In
pracrice, it is challenging for plan sponsars to comply
consiscently wich the myriad of rules nnder this section
of ERISA. Maay plan sponsars who believe they are
afforded proteccion under 404(c) and plainly disclose
to participanes that their plan intends o comply with
s requirements are at risk if they are not operstionstly
acdlhering to its rules. By following a peudent invest-
ment process with a pooled porfolio, and documencing
the rarionalc behind fnvesunent decisions made, a plan
sponsor s likely 1o satisty the prudent petson standards
of ERISA. In adlition, some investraent firms are will-
ing w accepr fiduciary stacus, in writing, as an invest
ment managet, as defined 1n ERISA Section 3(38), and
as an independent fiduciary under Section 403(d)(1).
By prudently sclecting aud monicoring che activicies
of such an investment managet, the plan sponsor and
named fiduciaries are relieved from liabilicy for the acts
or omissions in the investment managcer.

Managed Accounts

Under & managed account arcangeinent, participant
information 1s gathered by 2u iuvesoment manager, and
a cuscomized strategy iy created tor cach individual. The
strarcgy and undedlying moncy managers are monitored
regularly fur adbierence ro policy guidelimes and progress
toward investment goals. For purposes of the Target
ANT{k) Plan, managed accounts wouhld typueally fall into
one of two caregories wode! partfolios and personalized
porcfolivs. A small gronp of managed account vendors
willing ro be named as a plan fiduciary have emerped o
provide such services. Beounse of the more customized

For mare information on this or any other Aspah publication, please call BO0-BRE-B43Y of visit www.aspenpubiishers nom.
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wmature of the invesement strategies, this approach s
potentially more expensive than the others.

The maodel portfolio approach would consist of five
ot six modcls chat are broadly diversified and auta-
matically rebalanced by the investment manager. Plan
participants would supply informarion to the invest-
ment manuger, who would then select the appropri-
ute model lor each participant Participants would be
allowed a mechanism to updarce cheir indmwvidual 1nfor-
matian as needed. The result 5 an investroent for each
participant chat has a nisk/return profile appropriate o
the participant’s situacion.

A personalized portfolio approach would hegin with
the investment manager analysis of partcipant infor-
mation, amd a customized investmend scratcgy 15 devel-
oped for each participant. The pordfolio construction
is coordinated wich other retirement pluans and Social
Security. Some scrvice providers viilize employee infor-
mation readily availuble frorm the emplayer to further
reduce the involvement of pacticipants.

The managed account arrangement would pocen-
tially be more expensive than the ocher investment
approaches described, but would also allow for greuter
customization of investment stearcgics by participant,

Target-Date Retirement Portfolivs

Target-date rcaremenc porefolivs cun be developed
by an investment manager utilizmg murnal funds
or scparately manuged acconnrs chat have passed
the plan’s selection crirena. Alternatively, propack-
wged targee -dare mumal funds are available from a
growing number of investment management {inns
The portfolio scrategy 18 managed according to the
rime horizon required o reach u specitic retire-
ment date, and Is gradually rebalanced over time o
achicve 4 more couservative asset allocacion as the
fund approaches its targer “marnricy.” For cxample,
a plan could offer a menu of target-date recirement
porifolios rhar matnre 10 2010, 2020, 2030, 2040,
urud 20%0.

The Target 440 1(k) Plan would allow participants
to choose one, and only one, of the target-dare funds;
however, the automatic or “defanlt” investment
portfolio for cach purticipant is hased on the fond
marturity <Josese to his ar her notmal retirement date.
Although the participants have a chowe of target-date
{unds, no arcive investment decision is required in
order to tealize the benefirs of a professianally man-
aged portfolio thut is appropriate for each employee’s
time hotizon.

Target-date recueement mutusl funds are relarively
easy for participants to undersiand and can be reason-

ubly priced. Automaric portfolio selection and ongotng
professional management help avord che behaviorl
tendencies of chasing hot funds, investing too conser-
vatively, and never rebalancing. For those employees
who decide to chovse u fuud oiher than the defaule
option, limiting the choice to only ane fund helps
avoid the tendency to over-diversify.

The current challenge facing plan fiduciaries when
using prepackaged tarpet-date funds ss that of moni-
raring investment performance. Many of these funds
usc a combination of murual funds managed by &
single investment firm. A plan sponsor wauld nor-
mally conduct due diligence on each mutual fund,
using criteriu establisher] in che [PS, before offering a
fund w participants. When evaluating prepackaged
turget dare or life-cycle funds, the plan sponsor wannet
perform the due diligence on the underlying tunds, as
the investment firm retains concrol of the tunds used
1n the rarget-dute fund. Further, chere are currently a
limited oumbes of such fends with a sufficient track
record for meaningfnl peer-group performance com-
patisons. To address this issue, a customized bench-
mark of indices cati be creared for imtial performance
measurement of the targee-date funds. In addition,
the fiducrary would be obligated 1o analyze the fee
structures of prepackaged funds, relacive to other such
funds, prior to making them available to che partict-
pants. Alternadively, rhe plan sponsor may retain an
investment manager to build a menu of customized
target-dare portfolios using underlying mutual funds
ar sepatrace accounts that cach meets the plan’s selec-
tion cricersa, stmilar to the managed account/model
portfolio approach.

Reulize the Benafit

The Target 401(k) l'lan includes antonatic distribu-
rion options designed o provide retirees a meaningful
benefic ac normal retirement age, and m help employ-
ees who terminate prios Lo retirement CONLitue oM a
pach of assct accwnulation for retirement, I'he normal
form of benefit at retirement is a jount and survivor
annuity with a cost of tiving adjustment feature, or
monthly insrallment payourcs from the plan based an
mortality tables at the time of reticement. The auro-
matic option for participunts whe rerminate employ-
ment prior to retirement is a segregated "personal
retirement account” or a rollover IRA.

Diseributions at Retirernent

By following the Turget 101(k) Plan design during
the asset aceumulation stage, with automatic enrall
ment, autormatic deferral increases, and meniroring
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the progress of cach participant’s account toward the
rarget replacement ratio, the retiring employee should
be able to realize a benefit from the plan that will belp
suscain his or her standard of living. By providing an
indexed fixed annuity ai retirement, the plan helps
alleviate the participants’ resl concern about outliving
their assets.

As a fiduciary, the plan sponsor develops criteria
for the selection of insurance companics that will be
allowed to offcr annuines to plan participanis. For
example, the plan's policy stutement may tnclude a
financial strength requirement that no insnrance com-
pany with atn A M, Best cating of helow A, Moody's
rating of belaw Aal, or Standard & Poor’s rating of
below AA+ will be allowed to quotc an annuity for
the plan. Minimum company size or other financiul
ctiteria can be added co this policy stutement.

A read picfall of fixed annuivies is thar most of
them are sold through recail insurance agents, and
therefure chese pradncts carry high internal expenses.
Ol course, high annnity charges result 1o lower
monthly income payments to retirees. To alleviae
this concern, the latger 40 L(k) Plan spossor muy
contract with a wholesale annuicy provider. The
annuicy provider would be concrucrually obligated
to follow the plan’s policy stacement to screen for
acceptable insurance companies, and provide quotes
w the plan sponsor for @ joine and survivor anouicy as
well as ather annuity opuons chac may be appropeiate
for the recicee. Because insurance compaines pelodi-
cally change rhore expeose structures and morealiry
cablcs. no single insurunce company can be relied
upen to provide the most competinive anowty at all
virmes: thas, the plan sponsor mav necd to contracr
with a wholesale annuity provider. By providing this
service to retirees, the ‘larger 40 1(k) Plan sponsor
once again relieves the paccicipant of o major hurden:
handling the sobaitacion of retail anmuicies from local
INSUrafce agentes.

To bt sure, minot comyphicariang arise 1f a fixed
annuity is u plan’s normwal form of diseribution:

I, The plan sponsor is required to receive spousal
consent for any non-joinc and survivor annuity
purchased.

2. Tr would be wise for plan fidnciaries to develop and
employ a prodent written process of annuicy selec
tion and implemencarion. Fortunately, the Pension
Protection Ace of 2006 woulid eliminate the out-
dared “safest annuiry” rule previously imposed by
the Deparrment of Labor.

In lieu ol u {ixed aonuicy as rhe narmal form of
distcibuation ar retirement, the plan can provide for
maonthly insrallment payouts based on morrality
rables 1n place at the time of retirement. Installment
payours can be provided in a variety of forms, simi-
lar ro an annuicy. Alceroatively, installiment payours
could be made based on a spending race caleudation;
for example, projections can he madre ro tlhiscrate
the expected longevicy of participant account assces
depencling nn the percencape of asscrs paid our each
year. Any nscallment payours would, of wourse,
need to comply wich the minimum reguired dis-
cribunion rules. Installinent puyours may increase
the administrutive costs associared with the plan
aud do not provide a guarantee of benefits, but chis
apprroach would atleviate some of che concerns sur-
ronnding the use of fixed annuitics as the normal
form of bencfie.

Advantages of the Target 401{k} Plan
The Target 01¢k} Plan has clear advancages for
plan parricipants:

I. With such a plan design, more eligible eroployees

will accumulate savings for retitement. <
2, More importanddy, the resoles based approach

delivered by this plan desipn will mean more

workers have tafficrent assets 1o maintain their life-

style in their recirement years, wichour putting an

increased burden on our sudlety.
3. 'Ll'he plan will provide a siteam of monrhly income

that retirees cannat curlive.

All this is accomplished withour putting undue
ressure on employees to make difficult decisions
regarding their retirement savings accounts,

Yor employers, che Targer 401(k) Plan will pro-
vide a competitive advantage in the recruicment and
retention of employees. I is csumated that employers
will be laced with a labor shorefall 1 the years uhead;
therefare, employers will conuinue ro need o offer
artractive employce benefit progrns o help meet
their demand for good workers. Plenty of fexibalicy
is inherent in the Target 401¢k} Plan for employcrs
to custoriize theft program to meec cheir reticement
objectives tor employees, their fiduciary obliga-
tions, and their budget. This plan design shauld be
artraceive to employees and should impose licrle or
no additional cost ro employers as compared o cuc
rent 101(k) designs, Depending on the invesrment
approach sclecred by the plan sponsor, the ‘larger
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401k Plan may incur lower sdministeative costs than
current plan designs.

Employee communicaiions, although still impot-
tant, should be simplified with the Tarper 401¢(K) Man.,
The plan’s record keeper would continue co provide
periodic starements, and account balances and invest-
ment information would stll be available online;
however, derailed descriptions of investmeat choices
and invesement cducation informaiion may be elimi-
nated from participant reporting. A summary illustra-
tion should be included wich the srandard participant
reporting that describes the rarger benefic and the
progress toward achieving the tarpec.

Summary

Secrion 401¢k) plans have been successiul in mak-
ing many cmployees aware of the need to save for
retirement; however, the decisions that employees arc
required to make in order to participate 1n cheir plans
are daunting for most of them. Research has shown
that the median employee is not likely to maintein
his or her standard of living in retirement, based on
the level of contributions currenily made te his or her
401(k) plan. The Targee 401(k) Plan is resnles-otiented,
climinates difficult employee decisions, and should
assist our workers in achieving their ultimatce retire-

ment goal. W
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