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R e t i r e m e n t 
S t r a t e g i e s

It’s a DC World

Defined contribution (DC) plans are now the primary re-
tirement vehicle for U.S. workers. Over time, most employ-
ers that offer retirement plans have moved from a defined 
benefit (DB) model to a DC model. Only a small fraction of 
today’s workers depend solely on a DB plan (pension) for re-
tirement; in fact, the vast majority have only a DC plan, such 
as a 401(k), 403(b) or 457(b).1

Despite efforts to educate workers and make DC plans 
easier to access, too few employees are enrolled in their 
workplace DC plans. Over the years, plans have added on-

line access to account data, more robust investment menus, 
a wider array of retirement planning tools and investment 
education. Still, participation rates for workers with access 
to an employer-sponsored plan have remained around 75% 
since the early 2000s.2

Even employees who are enrolled often are not saving 
enough. As currently structured, Social Security will ac-
count for a portion of postretirement income (roughly 30% 
for an individual with a salary of $90,000 at retirement), and 
some workers may have pension plans. For most workers, 
however, defined contribution plan savings must provide a 
large portion of their income in retirement. Research shows 
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that participants generally need to save 
enough to replace 80% of their prere-
tirement income in order to maintain 
their current lifestyle.3 (See Figure 1.)
To reach this goal in a classic 60% S&P 
500® Index/40% Bloomberg Barclays 
U.S. Aggregate Bond Index portfolio, 
the national average savings rate needs 
to be 12% annually over a 40-year ca-
reer.4 The average pretax contribution 
rate currently stands at just 7%.5

All Target-Date Funds Are  
Not the Same

The passage of the Pension Protec-
tion Act of 2006 led to safe harbor sta-
tus for four types of default investment 
options in DC plans: target-date funds 
(TDFs), managed accounts, balanced 
funds and capital preservation prod-
ucts. Since then, TDFs have become the 
dominant qualified default investment 
alternative (QDIA).6

TDFs are popular for participants 
who want to leave the management and 
monitoring of their portfolios to a pro-
fessional investment manager, but not 
all TDFs are the same. The percentage 
of growth assets vs. capital preservation 
assets changes markedly over the life 
of a TDF in what is known as the glide 
path, and glide paths vary widely across 
TDF providers.

TDFs can be designed for maximum 
accumulation, downside protection or 
income replacement in retirement. De-
pending on the outcome desired, the 
glide path may maintain a static asset 
allocation after retirement (remain flat) 
or continue to derisk. According to a 
Russell Investments analysis of 2016 
data from Morningstar, the allocation 

of growth assets at retirement varies by 
45 percentage points across the Morn-
ingstar universe of TDF funds. The dif-
ferences in asset allocations can lead 
to very different outcomes for partici-
pants. (See Figure 2.)

It is important for plan sponsors 
to understand plan participant demo-
graphics and behaviors and how they 
compare with glide path assumptions. 
If plan sponsors determine the levels 
of risk that make sense for participants 
at each life stage, then they can answer 
one of the most important questions 
about the glide path: How much equity 
exposure should participants have at 
the point of retirement?

There also is more to selecting a 
TDF than just choosing a glide path. 
Plan sponsors should review the un-
derlying asset classes and the invest-
ment manager’s skill and track record 
in each, be comfortable with the over-

all objective of the TDF and assess 
the total costs in light of the portfolio 
construction and investment strategy 
employed.

Follow the DOL Road
The Department of Labor (DOL) has 

provided a framework for selecting and 
monitoring TDFs. In February 2013, 
DOL released “Target Date Retirement 
Funds—Tips for ERISA Plan Fiducia-
ries.”7 Chief among the suggestions from 
DOL was that fiduciaries need to un-
derstand how TDFs work and establish 
a process for evaluating their fit for a 
specific plan. Recognizing that the TDF 
universe is as varied as the U.S. work-
force, regulators made the point that 
nonproprietary and custom solutions 
may be viable options for some plans 
and should be explored. DOL suggested 
six steps for plan sponsors:

 1. Explore: Inquire about whether a 
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custom or nonproprietary solu-
tion would be a better fit.

 2. Process: Establish a process for 
comparing and selecting funds. 
Document it.

 3. Research: Understand invest-
ments and how they change over 
time.

 4. Calculate: Review fees and ex-
penses.

 5. Communicate: Develop effective 
employee communications.

 6. Manage and monitor: Evaluate 
the TDF and recommendations 
you received.

Some plan sponsors find that these 
responsibilities exceed their in-house 
capabilities and decide to outsource 
certain fiduciary duties. Outsourcing 
can take many forms, from limited-
scope duties such as investment man-
ager selection and monitoring to full 
plan management and administration. 

To evaluate providers, it helps to un-
derstand the history and perspective of 
the three types of firms that generally 
provide outsourcing services: consult-
ing firms, investment managers and 
multimanagers.

Some consulting firms have built the 
infrastructure and expertise required 
to offer new outsourcing services and 
products. It is important to ask consul-
tants about their track record in out-
sourcing and their willingness to pro-
vide fiduciary services beyond advice. 
Since consultants have not traditionally 
focused on investment implementa-
tion, their experience and capabilities 
in this area cannot be taken for granted, 
especially the ability to rapidly adjust 
client portfolios in response to chang-
ing market conditions.

Investment managers have experi-
ence making investment decisions and 
providing investment-related services, 

but their focus is not necessarily on 
an entire portfolio. Accordingly, it is 
important to determine the breadth of 
an asset manager’s experience and the 
willingness to customize a solution for 
the plan sponsor. This includes manag-
ing risk across asset classes and manag-
ing the entire portfolio toward measur-
able goals that matter to clients. Since 
plan sponsors may have relied on con-
sultants or in-house staff for manager 
research, they should query investment 
managers about this capability. Invest-
ment managers should be able to show 
their buy list has historically had a high 
probability of outperforming the rel-
evant index.

Multimanagers seek to provide 
small- to medium-sized plans with 
greater diversification and access to 
money managers typically available 
only to large plans. They generally fo-
cus on manager selection for the overall 
exposures in the portfolio rather than 
narrow security selection within specif-
ic asset classes. As a result, it is impor-
tant to ask multimanagers about their 
willingness to provide fiduciary servic-
es beyond manager selection oversight 
and their ability to provide a broad set 
of investment options backed by strong 
manager research and consulting expe-
rience.

Avoid False Choices
The percentage of DC plans with 

a managed account option has been 
rising such that the majority of par-
ticipants are now offered this choice.8 
Managed accounts also are increasingly 
being designated as QDIAs, but many 
plan sponsors feel they can choose only 
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Distribution of Morningstar Target-Date Universe Returns

0%

1%

2%

3%

4%

5%

6%

7%

8%

9%

Re
tu

rn
 (%

)

At retirement Furthest from retirement

95th percentile
Median
5th percentile

5%

Source: Morningstar Direct and Russell Investments analysis. Reflects the one-year return of the
Morningstar Universe as of 6/30/16. Results not adjusted for survivorship bias.



first quarter 2018 benefits quarterly 29

retirement strategies

one of the designated safe harbor cat-
egories (i.e., a TDF, balanced fund or 
managed account). On the other hand, 
offering just one of these QDIAs may 
not be optimal for workers of all ages 
or retirees.

Plan sponsors have another choice—
the hybrid QDIA. Hybrids include an 
asset allocation fund, like a TDF or bal-
anced fund, and then transition into a 
professionally managed portfolio when 
participants need it most—as they get 
closer to retirement and their financial 
situations become increasingly com-
plex. Hybrids have the potential to 
improve outcomes, compared with a 
TDF-only QDIA, because professional-
ly managed accounts can build a more 
personalized and precise glide path for 
each participant that can be adjusted 
based on progress toward a retirement 
income goal.

Despite the potential benefits of 

hybrids, plan sponsors are rightfully 
concerned about participant behavior 
vis-à-vis managed accounts. By some 
estimates, half of participants who use 
a professionally managed account to-
day do not provide the information 
needed to customize their portfolios.9 
The good news is that plan sponsors 
no longer have to choose between uti-
lization and the benefits of managed 
accounts. New QDIAs have been de-
veloped that automatically collect par-
ticipant information from the record-
keeping system so they can provide 
a customized asset allocation similar 
to a traditional managed account but 
without requiring extensive input 
from participants.

Managed accounts can be imple-
mented as an opt-in option or as a de-
fault option for new participants. Exist-
ing participants also can be defaulted 
into a managed account through reen-

rollment in order to improve their asset 
allocations. Just as with TDFs, sponsors 
that choose managed accounts for their 
DC plans need to make sure the invest-
ment methodology is sound and consis-
tent with their investment beliefs. Exam-
ples of different philosophies are target 
retirement income vs. mean/variance 
portfolios at different risk levels.

If the managed account will be a 
QDIA, it should be built for that pur-
pose, not as an opt-in option. Some 
other important issues to cover with 
potential managed account providers 
include the following:

• Is the provider willing to take fi-
duciary responsibility for the as-
set allocation? 

• Is the provider willing to use the 
full plan menu for asset alloca-
tion?

• Will participants have a high de-
gree of customization?

T A B L E

How Does Your Plan Compare?
 “Average” Plan  “Excellent” Plan Your Plan

Participation Rate  75% to 80% 95%1 ______%

Average Contribution Rate  9% to 12% 12% to 15% ______%  
   (employer 1 employee)

Percentage of Participants in  
Professionally Managed Allocation  
(Typically default)  53% 80%1 ______%

Number of Investment Options  
(A targetdate fund counts as one fund.) 12 to 20 options 6 to 10 options ______options

Note: An excellent plan is, based on our experience, what we believe most plans will need to strive for in order to better the chance 
that their participants will achieve a secure retirement.

Sources:  How America Saves 2016: A Report on Vanguard 2015 Defined Contribution Plan Data; PSCA’s 58th Annual Survey of Profit Sharing 
and 401(k) Plans, 2016; and TDF Adoption in 2016, Vanguard.
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• Are the interactive tools intuitive enough to help par-
ticipants make better investment decisions?

• Will the reporting and communications help the plan 
sponsor understand participants better and help target 
campaigns to assist participants who are behind?

Strive for Excellence
The first, and possibly most difficult, step in developing an 

excellent DC plan is to help change participants’ attitudes to-
ward saving. Account statements and other communications 

can be effective in encouraging participants to think in terms 
of replacing their income in retirement. Next, when it comes 
to plan design, make it simple. Consider streamlining the core 
menu with a limited number of broad multimanager, multistyle 
investment options. Then make certain the investment options 
for each asset category are the best available. Financial educa-
tion can help participants determine which options best fit their 
needs. Finally, automatic features can nudge participants into 
better asset allocation and more appropriate savings rates. The 
table provides a description of the features of an “excellent” plan.

Beware the Rule of Thumb
Plan sponsors with excellent plans still worry about legal 

liability, especially in light of court cases over plan fees.10 At 
the core of several recent cases is ERISA Section 404(a)(1), 
known as the prudent investor standard.11 It specifies that 
a plan fiduciary has a duty to act solely in the interests of 
participants and beneficiaries, defray reasonable expenses of 
administering the plan and act in the same manner that a 
prudent person would in the same circumstances.

This brings us to a philosophy that also is required for 
DC plan excellence: Don’t confuse investment performance 
with participant success, and remain skeptical, even when a 
service or investment solution has worked well in the past. 
For example, some plan sponsors have found it appealing to 
believe that simply going passive in the investment menu will 
protect their organizations from litigation. Unfortunately, 
the Bell et al. v. Pension Committee of ATH Holding Co., LLC, 
et al.12 and White et al. v. Chevron Corporation et al.13 cases 
show that sponsors using primarily index funds are not im-
mune from being sued over the issue of reasonable fees. A se-
cure retirement is complicated, and simple solutions—how-
ever appealing on the surface—are not usually up to the task.

DC plan fiduciaries have an obligation under the law not 
only to make prudent and reasonable decisions in the best 
interests of plan participants based on their initial evalua-
tion of funds but also to monitor those funds over time. This 
means every plan sponsor needs a documented, deliberative 
process both for selecting managers and administrators that 
the plan sponsor thinks are best for the plan and for making 
sure all fees are reasonable for the level of service provided, 
including fees paid separately and through revenue sharing. 
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The good news is that plan sponsors do not have to go it 
alone. When a plan sponsor designates an outsourcer to car-
ry out investment responsibilities, the outsourcer becomes 
liable for those activities under ERISA. The sponsor retains 
liability for the prudent selection and ongoing monitoring of 
the outsourcer.

DC plan excellence goes beyond picking investments and 
meeting with managers. It means following a disciplined 
process, creating frameworks for understanding, prioritizing 
the workload and communicating with participants in a way 
that helps them make good investment decisions. It is a lot 
to look after, but plan sponsors who take many small steps in 
the right direction can improve participants’ lives in retire-
ment. That is an outcome worth the extra care and diligence 
it takes to move a DC plan from average to excellent.  

Frank Russell Company is the owner of the Russell trademarks contained 
in this material and all trademark rights related to the Russell trademarks, 
which the members of the Russell Investments group of companies are permit-
ted to use under license from Frank Russell Company. The members of the 
Russell Investments group of companies are not affiliated in any manner with 
Frank Russell Company or any entity operating under the “FTSE RUSSELL” 
brand.

The information, analyses and opinions set forth herein are intended to 
serve as general information only and should not be relied upon by any indi-
vidual or entity as advice or recommendations specific to that individual en-
tity. Anyone using this material should consult with their own attorney, ac-
countant, financial or tax adviser or consultants on whom they rely for 
investment advice specific to their own circumstances. 
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