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Abstract
The percentage of U.S. workers that are covered by a traditional defined benefit (DB) 
pension has declined in recent decades while over the same period, defined contribution 
(DC) plans have become the most commonly used employer-sponsored retirement 
savings vehicle in the U.S.

As a growing percentage of the U.S. labor force will rely on DC plans as a key source of 
retirement income, we expect to see the continued evolution of best practices around 
the design, monitoring, and accessibility of defined contribution plans, including 
increased direction from regulatory organizations such as the Department of Labor 
(DOL).

In this paper, we will highlight some key themes, namely that along with the growth of 
DC plans, the Pension Protection Act of 2006 (“PPA”) has been a catalyst for changes 
to plan design and investment structure. Additionally, the mainstream acceptance of 
behavioral finance has placed greater emphasis on simplifying the investment lineup 
and helping DC participants make more effective choices.

While these three factors have driven much needed change in the DC world, plan 
sponsors and consultants must continue to build on the solid foundation and tailwinds 
that the growing popularity of DC plans, PPA, and behavioral finance have helped 
create. In building on this strong foundation, DC plan sponsors should adopt a robust 
governance and monitoring framework in which the depth and quality of the investment 
lineup is equally important as the maximization of participant engagement, plan design, 
and oversight of all vendors responsible for providing third-party services to DC plans.
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Introduction – Growth, Growth and More Growth

The percentage of U.S. workers covered by a traditional DB pension has steadily declined in recent 
decades. Conversely, over the same period DC plans - 401(a)s, 401(k)s, 403(b)s, 457s, Thrift Savings 
Plans and the like - have risen in prominence to become the most commonly used employer-sponsored 
retirement savings vehicle in the United States: In 2013, approximately 32% of assets in the largest 
1,000 U.S. plans and roughly 27% of the biggest 200 retirement funds were in defined contribution 
plans.1  In regard to assets under management (AUM), DC plans hit a record $5.4 trillion in March 2013, 
representing a $300 billion increase from the fourth quarter of 2012. Over the same period, private 
defined benefit plan assets grew at a much slower rate, rising from $2.6 trillion to $2.7 trillion.

Clearly, the widespread use of DC plans coupled with the relative decline in the growth of private DB 
assets is part of a long-term trend in the U.S. Since the turn of the century, assets held in private sector 
DB plans have ranged from $2.0 trillion to $3.2 trillion while DC assets have ranged from $3.0 trillion 
to $6.6 trillion.2
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Exhibit 1: U.S. Total Retirement Market 

Source: Investment Company Institute, Federal Reserve Board, NAGDA, American Council of Life Insurers, and Internal Revenue 

Services’ Statistics of Income Division

1 Pensions & Investments

2 Investment Company Institute, Federal Reserve Board, NAGDA, American Council of Life Insurers, and Internal Revenue Services’ Statistics of 
Income Division
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While the growing use of a DC plan as the sole source of retirement savings is a trend most observable 
in the private sector, we cannot overlook the fact that DC plans have also emerged as an increasingly 
important savings vehicle for many public (state and local government) employees. Historically, defined 
benefit plans have provided an adequate level of retirement income for public employees. However, 
today and going forward, we do not expect to see DB plans continue their role as the sole provider of 
retirement income for public employees.  Instead, public DC plans and other self directed vehicles will 
be utilized as supplemental sources of retirement income for these workers.

As of June 30, 2014,  U.S. workers held $6.6 trillion in DC plans. Of this, $4.4 trillion was held in 401(k) 
plans, $555 billion was held in other private-sector DC plans, $941 billion in 403(b) plans, $255 billion 
in 457 plans, and $401 billion in the Federal Employees Retirement System’s Thrift Savings Plan (TSP).3  
While the public DC market is relatively less mature than the private market, over the next few years 
public DC plans in aggregate are projected to grow at a slightly faster rate than their corporate cousins.4  
This forecasted growth for public DC plans arises from a perfect storm of socioeconomic, political, and 
macroeconomic factors.  In particular, growing DB liabilities across a large number of states and flat to 
slow growing government revenues have driven the recent switches from DB to DC plans. Since the 
early 2000s and as a direct result of the aforementioned socio-economic factors, many public DB plans 
and systems have made structural changes to their benefits policies in an effort to reduce liabilities and 
subsequent required contributions.  Generally speaking, policymakers have been supportive of benefit 
changes that seek to control the growth of such employer (state and local government) contributions.5 

Source: Center for Retirement Research at Boston College
3 Investment Company Institute

4 Cerulli Associates

5 The Public Employees’ Pension Reform Act (PEPRA) of 2013 is a good example of this trend.  PEPRA has changed defined pension benefits 
for new public employees in the state of California. New members earn less in defined benefits than their predecessors (“Classic”) employees. 
To retire with benefits comparable to Classic employees, PEPRA employees can either work longer or save to augment the income from the 
amended DB plan.

Exhibit 2: Introduction of State Defined Contribution Plans by Year 
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The growing use of DC plans as a supplementary source of retirement income is not limited to 
public funds. While DB plans comfortably stand as the prominent retirement vehicle of choice for 
union employees, we have also observed modest yet steady growth in the utilization of DC plans as a 
supplementary source of retirement income for our Taft-Hartley clients. 

Given that a growing percentage of the U.S. labor force - and by extension our own diverse client 
base - will increasingly rely on defined contribution plans as a key source of retirement income, we 
should continue to see the evolution of best practices around the design, monitoring, and accessibility 
of defined contribution plans. In tandem with this evolution, we expect to see increased direction 
from regulatory organizations such as the Department of Labor regarding best practices for DC plan 
sponsors.

Evolving Best Practices

We would argue that the ongoing augmentation of best practices around DC plan governance has 
occurred due to (a) the Pension Protection Act (PPA) of 20066, (b) the aforementioned growth in 
utilization of DC plans, and (c) a willingness from regulators, recordkeepers, consultants, and plan 
sponsors to openly acknowledge that so called “academic” fields such as behavioral finance can be 
both practical and relevant when trying to understand the behavior of the typical real world DC investor. 

Consequently, from the time that our firm began consulting to defined contribution clients in the late 
1980s to today, we have witnessed several meaningful changes take place in key areas such as plan 
design, investment structure, plan governance, and participant communications.  During the 1980s and 
1990s, the typical plan sponsor and consultant would have spent the lion’s share of their time on a defined 
contribution plan’s investment structure and consequently, less time on the so-called “administrative” 
areas such as plan design, fee benchmarking, and participant communication. Conversely, from the turn 
of the century, we have observed and are encouraged by the fact that fiduciaries of DC plans have come 
to view investment and administrative topics as equally important.

6 The PPA represented the most comprehensive reform of U.S. pension laws in over 30 years.  The act was passed by Congress as a means of 
ensuring more stable retirement outcomes for U.S. workers. A key provision in the act was the endorsement of auto enrollment (which had 
previously been prohibited). Automatic enrollment describes an administrative process where eligible employees are automatically enrolled to 
participate in a DC plan unless they opt out. Through organizations like Employee Benefit Research Institute (EBRI) and the Defined Contribution 
Institutional Investment Association (DCIIA), auto enrollment has been shown to be an effective method to increase both participation and 
savings.
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Exhibit 3: A Shift in Best Practices

Plan Feature Yesterday Today
Plan Design Bundled Separating investments & 

administration

Communications Homogenous Personalized

Administration Closed Architecture Open Architecture

Investments Offer Everything Streamlined tiered structure

Fees “What fees?” Greater transparency

Success Metrics Participation Retirement readiness

Choice Menu Participants use rational
expectations

Participants can make irrational 
choices

Governance Limited committee 
involvement

Greater committee 
involvement

Default Option Stable Value / Money Market Age Appropriate Target Date Fund

Target Date Funds Off the shelf Choose the best glide path (off the 
shelf or custom built)

Contribution Max out at company match (if 
applicable)

Auto-escalation

Policy Statement More applicable for pension plans Becoming best practice

In “Marquette speak”, we describe this newer, balanced and holistic fiduciary as a “comprehensive DC 
framework”; i.e. a robust governance and monitoring framework in which the depth and quality of the 
investment lineup is equally important as the maximization of participant engagement, plan design, 
and the oversight of all vendors responsible for providing third party services to the DC plan.
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Exhibit 4: A Comprehensive DC Framework

Today, we can say with certainty there are a growing number of studies and surveys that highlight 
how many DC plan participants are not saving enough for retirement or making the best use of the 
investment options available in their plans. In stark contrast to the 1980s and 1990s - periods when 
such studies and data were relatively less abundant - today’s typical plan sponsor and consultant will 
no longer implicitly assume that participants make all the “right” choices around plan participation, 
such as enrollment, percentage of salary contributed (deferral rate), selection of investment managers, 
or interpretation of fees. So, rather than leave each and every individual DC investor to fend for his 
or herself when it comes to selecting managers, understanding the importance of fee disclosures, or 
establishing a prudent deferral rate, plan fiduciaries are looking to aid DC plan participants in their 
ability to make better informed decisions via targeted communications, streamlined investment lineups, 
and other measures such as auto enrollment and auto escalation.7  As we address later in this paper, 
our hope is that over time, the dual practices of auto enrolling and auto escalating will become more 
prevalent with plan sponsors as a means of increasing the participation and savings rates within their 
DC programs.

7 Behavioral research from EBRI, DCIIA and other leading research institutions has shown that auto escalation (i.e., where contribution rates are 
automatically increased by approximately 1-2% every year) can improve key plan statistics and ultimately help overcome detrimental behaviors, 
such as inertia. 

GOVERNANCE

Establishing a framework
Monitoring costs

Educating the Committee

Monitoring on-going compliance
Providing Committee support

Following best practices

Creating an Optimal 
Design

Establish reference points with 
peer group specific and broad 
market benchmark studies

Vendor Management

Benchmarking and monitoring 
direct/indirect costs and the 
level of service provided to the 
Defined Contribution plan



December 2014 7
Defined Contribution Plans: 
A Look at the Past, Present & 
Future

Best Practices: Understanding participant behavior, past and present – “homo economicus” and 
behavioral finance 

In order to understand why some of the key conclusions of 21st century behavioral finance have become 
so-widely accepted today, we briefly revisit some of the limitations of utility maximization.   Utility 
maximization is a classical concept that preceded modern behavioral finance and a mindset that was 
assumed to be a key driver of participant behavior when DC plans were first offered to the public in 
the 1980s.8   

Utility maximization explicitly assumes that when faced with choices, individuals will act in their best 
interests to the point where their available choices are optimized and any potential negative outcomes 
are minimized. Based off this theory, a mythical being called homo economicus, an individual that is 
rational, informed, calculating, and utilizes superior judgment to make well informed wealth maximizing 
decisions was born. Here, we should note that when the idea of homo economicus or rational economic 
person was first given life, it happened in 18th century Europe, a time and place that predates today’s 
integrated and globalized world that is fueled by emails, social media, air travel, cellular technology, 
and 24 hour news cycles. Ironically, without the ability to travel beyond borders, immerse oneself in 
different cultures, express opinions freely or test different products in the marketplace, perhaps it was 
possible for the average individual to make relatively more “rational” - albeit restricted - choices back 
in the 18th century. Therefore, to accept that the world of the rational economic person is still relevant 
today would require a bold assumption, namely that the choices people have to make today are not 
that materially different than they were a few hundred years ago. 

Today, with the benefit of hindsight and technological advances that allow record keepers to report 
on DC participant behavior at the most granular level, we can safely say the average human being is 
not a utility maximizer and there has been a seismic shift away from the 18th century underpinnings 
of behavioral economics. In fact, many modern case studies in behavioral finance have successfully 
highlighted that left to their own devices, typical investors may unintentionally approach their self-
directed retirement plans with the same emotional baggage and biases that they would to a slot machine 
or Black Jack table. When it comes to DC investing, many participants do not act rationally or in their 
self-interest and are thus unable to maximize returns for a given level of risk since there may be social, 
cognitive, or emotional factors that lead investors to depart from so-called rational behavior. These 
departures from rational behavior (for example, naïve diversification, procrastination, and inertia) have 
fostered the concept of a tiered investment line-up, the importance of Qualified Default Investment 
Alternatives (“QDIAs”), and the acceptance of target date funds (TDFs) by the DOL and plan fiduciaries.

8 The Revenue Act of 1978 paved the way for salary contributions into a retirement account – a key feature of defined contribution plans. In 1981, 
additional clarifying regulations were issued by the IRS. These follow-on regulations were the catalyst for the increased participation in DC plans.
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Exhibit 5: Behavioral Finance – A Requiem for a Homo Economicus? 

Best Practices: A tiered investment lineup – past and present

Given the varying degrees of sophistication among participants and our tendencies as human beings to 
make irrational decisions when faced with multiple choices, simply offering funds across the investment 
spectrum without much guidance can induce unhelpful behaviors such as procrastination and inertia. 
Consequently, the tiered investment structure was developed as a means of positively tackling some of 
the common behavioral biases (summarized in Exhibit 5) that can impede a participant’s efforts to build 
and adequately manage an investment portfolio.
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END RESULT:
Inadequate 

Assets
at Retirement

PROCRASTINATION 
AND INERTIA
Non-enrollment

Infrequent rebalancing

SUCCUMBING TO 
MANIAS AND 

PANICS
Buying high
Selling low

NAÏVE 
DIVERSIFICATION

Ineffective asset 
allocation

OVERCONFIDENCE
Excessive Risk Taking

FOCUS ON 
RETURNS, NOT FEES

Short-termism
Non-holistic approach to 
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A typical tier structure will have three pillars, namely:

• Tier I: A “one-stop shop” fund solution, typically a TDF or lifecycle fund

  o  Objective – to provide a “set and forget” fund option for reluctant investors 

• Tier II: A “core” set of actively and passively managed funds

  o  Objective – to provide a diversified set of “core”  building blocks for more hands-on “Do-It   
  Yourself” (DIY)  investors

• Tier III: Where applicable, specialty options or features (for example a mutual fund window or a 
specialty standalone fund)

  o  Objective – to provide additional options for DIY investors that are the most hands-on

Defined Contribution Plans: 
A Look at the Past, Present & 
Future

Exhibit 6: Tier Structure
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Presenting a DC plan’s investment options via the tiered structure is a practical way to show a participant 
how certain investment options may be appropriate for him or her. For example, an employee that is fee 
conscious and does not spend too much time pouring through prospectuses and quarterly statements 
would be a good fit for a TDF (tier I) allocation versus maintaining self-managed exposure to tiers II 
or III. However, it should be noted that while the tiered framework is becoming the most common 
approach to present a DC plan’s investment lineup to participants, not all plans have officially adopted 
the tiered approach. We recommend that this newer wave of “pending tier structure converts” work 
closely with their recordkeepers and if applicable, consultants, to devise targeted communications for 
participants.  These materials should clearly define the tier structures and highlight the profiles of the 
typical investors that would choose a tier I, tier II, or tier III option. Based on our own experiences, 
targeted communication campaigns can provide participants a better understanding of the different 
tiers and significantly reduce the inappropriate use of fund options both across and within the separate 
tiers.

Best Practices: The tiered investment lineup – The future (white labeling and going global) 

In our view a solid DC investment lineup should provide participants clear exposure to capital 
preservation, income, capital growth, and inflation protection (either on a standalone basis via tiers 
II and III, or as part of a bundled one stop tier I solution such as a target date fund). If we couple this 
view with the mainstream acceptance of behavioral finance and one of its key conclusions - streamlined 
choices presented in an easy to understand framework should lead to better investment decisions 
made by participants - we expect to see increased demand from the plan sponsor community for the 
adoption of “white labeled” funds and the increased use of “global funds” in investment lineups.

White Labeled Funds

Behavioral research has shown that the typical investor may have a tendency to attach positive or 
negative historical connotations to his or her investment decision making. This phenomenon is known 
as “anchoring” and can manifest itself through destructive behaviors such as chasing returns. In addition 
to return chasing behavior, anchoring can lead investors to select or ignore funds based on brand name 
recognition rather than more important factors such as the suitability of the asset class relative to long 
term objectives.

Consequently, white labeled (generic named) funds can add further simplification to the decision 
making process because they do not list the names of underlying fund managers, thus removing any 
conscious or subconscious biases that an investor may have about a particular asset management team 
or firm. Also, by white labeling a fund (for example “Target Date 2050” or “Global Fixed Income”), the 
individual is in a stronger position to select an option based on whether that strategy or asset class is 
an appropriate fit for his or her long term objectives and constraints.

Defined Contribution Plans: 
A Look at the Past, Present & 
Future
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From the plan sponsor’s perspective, the ability to offer a generic labeled fund should allow for a 
more straightforward participant communication strategy, as the focus of the literature will be on the 
fund and asset class (versus the asset manager or any “star” portfolio managers). Additionally, we 
have found that from time to time, there may be reluctance from the plan sponsor’s end to remove a 
well known brand name from their plan’s lineup as they are worried that participants may be upset or 
disincentivized by the change. With white labeling, it may be easier for a plan sponsor to switch out a 
fund that has failed to meet its objectives when it is not associated with a brand name.

Defined Contribution Plans: 
A Look at the Past, Present & 
Future

Exhibit 7: Simplifying Choice Through White Labeling

Underlying Components

Participant’s Choice

U.S. Large Cap
U.S. Small Cap
U.S. Mid Cap

Developed International
Emerging Markets

Emerging Markets Small Cap
International Small Cap

Global Equity Fund

“Globalizing” the Fund Line Up

Given the variety of reasons listed in previous paragraphs, some key goals of the typical DC fiduciary 
should focus on simplifying the participant decision making process and eliminating any redundant 
overlaps between the investment options offered to individual investors. Additionally, a sound DC 
lineup should offer participants access to capital preservation, income, capital growth, and inflation 
protection via tiers II and III or as part of a tier I TDF. 

One of the most straightforward methods to achieve these objectives through tiers II and III is to employ 
broader mandates such as global fixed income, global equity, and global inflation protection. Broadly 
speaking, these global mandates can either be off the shelf, i.e., offered by a single asset manager or 
custom built i.e., a collection of different underlying funds that are managed and rebalanced to specific 
asset allocation targets. 

In our experience, some plan sponsors have initially been reluctant to substitute their dedicated 
offerings to U.S. large cap, U.S. mid cap, U.S. small cap and International equities with one global 
equity fund.  One reason behind this reluctance includes the perception of increased manager 
concentration risk; some may read this example as an act of taking away four strategies that may 
be managed by different entities in favor of one global strategy that is offered by a single manager. 
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Exhibit 8: Utilization of Bond Funds in DC Plans

Additionally, if many of the standalone options in a DC plan have seen strong performance, there may 
be some further reluctance to change to a global framework out of fear that removing well performing 
funds will discourage employee participation. In the face of these valid concerns, it is important to note 
that moving to a global and streamlined lineup does not automatically mean that a plan sponsor has to 
replace all his or her existing managers or assume undue levels of manager concentration risk.

The argument for considering a global fund framework is also compelling if we shift our focus to 
the role of fixed income in a DC plan relative to the recent conclusion of the Federal Reserve’s (Fed) 
Quantitative Easing (QE) program and the increased possibility of interest rates rising in the coming 
years. Broadly speaking, the main role of a fixed income allocation in a DC plan has been to generate 
income and provide diversification from equities. Up until this point, the average DC plan has almost 
exclusively utilized U.S. domestic bond funds for its fixed income allocation. 

% Of Plans Offering Avg. Participation Allocation
Domestic Bond Funds 98% 9.4%

International Bond Funds 4.0% 0.2%

Source: Vanguard - How America Saves 2013

As noted in a recent paper, investors should be aware of the vulnerabilities of domestic fixed income in 
an environment where QE has ended and rates could rise. Under such a scenario, there are a number of 
prudent approaches and strategies to be considered as a means of hedging interest rate risk, including 
the use of a global fixed income or a low volatility high quality unconstrained strategy.  With that said, 
some of the constituents of a global fixed income strategy (for example emerging market debt) are not 
practical standalone options for a typical DC plan; however, they may be appropriate additions to a 
white labeled global bond fund that is offered to participants.

If a more global framework is deemed appropriate for participants, plan sponsors can pool their existing 
funds and include sub-asset classes that are not suitable on a standalone basis into an appropriate global 
option, thereby increasing diversification, addressing manager concentration risk, and simplifying the 
decision making process in one efficient step. 

http://www.marquetteassociates.com/Research/White-Papers/White-Paper/ArticleID/491/Fixed-Income-Eventually-Rising-Rates-and-the-Non-Universal-Law-of-%E2%80%9CBond-Gravity%E2%80%9D
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Exhibit 9: Illustrative Global & Streamlined Lineup

Capital Growth

Global Large-Cap Equity
Domestic Equities

Developed International
Emerging Markets

Capital Growth 

Global Small-Cap Equity
Small-Cap Domestic

Small-Cap Developed International
Small-Cap Emerging Markets

Income

Fixed Income
Global Core

Senior Secured Loans
Low Volatility Unconstrained

Capital Growth

Global Equity
Domestic All Cap Equities
Developed International

Emerging Markets

Inflation Protection & 
Diversification

Diversified Assets
Real Estate/REITs

Inflation Protection Securities
Open End Infrastructure

Diversified 
Stand Alone Options

Capital Preservation

Stable Value/Money Market
Low Volatility Fixed Income

Tier I: Target date funds – past and present

The Pension Protection Act of 2006 was instrumental in promoting plan design features such as auto-
enrollment. The same act also included guidance around appropriate QDIAs for DC plans, providing 
plan fiduciaries a safe harbor default investment option. 

As a result of these developments, we have seen the explosive growth of TDFs9  in DC plans since the 
passage of the PPA.  Today, target date funds hold over $670 billion in participant assets, more than 
four times the $160 billion at the end of 2008. Similarly structured collective trusts for retirement plans 
at large companies hold an estimated $300 billion, putting the total size of the market at approximately 
$1 trillion.10    

The dynamic asset allocation of a TDF is known as a glidepath; its objective is to adequately control the 
combination of capital preservation, income generation, capital growth, and inflation protection assets 
according to a selected time frame, vintage, or “target date”. As a general rule of thumb, the further 
removed from the target date (i.e. the more years until reaching the specified target date), we can expect 
to see a greater percentage of assets allocated to capital growth and inflation protection; the closer to the 
target date the greater the skew of the portfolio to capital preservation and income generating assets. 

9 For those unfamiliar with the term, a target date fund is a professionally managed portfolio. Each target date fund will look to cater to the broad 
risk/return objectives of participants that fall into certain age categories.

10 Morningstar, Barrons
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For example, in looking at some of the most widely used target date fund families, a target date fund 
with a 2015 retirement year vintage will tend to have a higher weighting of its portfolio, say 50 percent 
or potentially more, allocated to capital preservation and income generating assets while a fund with 
a 2055 vintage should have a significantly lower amount (for instance, 10 percent) allocated to capital 
preservation and income generating strategies.

Exhibit 10: Actual Glidepath (Accumulation Through to Post-Retirement)

Within a streamlined investment structure, TDFs are viewed as a tier I “set and forget” fund option. By 
their very nature, target date funds are designed to help investors avoid some of the most common 
investment mistakes that are often highlighted in behavioral finance case studies, including:

• Inadequate diversification - TDFs avoid this by investing across a mix of asset classes

• Return chasing behavior, market-timing - Target date funds follow professionally designed, long-
term (strategic) asset allocation models that are automatically rebalanced periodically to maintain their 
target asset allocations. 

• Inertia - The target date portfolio is automatically adjusted for a changing risk profile. Therefore a 
participant will not be overweight or underweight asset class exposures that are (in)appropriate for his 
or her specific time horizon.
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Tier I: Target date funds – the future

The main reason that a participant would select a TDF - “one stop shopping”- is an extremely 
straightforward one. However, this same simplicity does not necessarily carryover to the fiduciary 
community when looking to add a TDF for the first time, or when monitoring the performance of 
lifecycle funds already in a plan.

Since there are many providers of lifecycle products in the marketplace, plan sponsors and their 
consultants cannot approach the decision to select or monitor an off the shelf target date fund family 
lightly. The broad availability of TDF products means there are many asset allocations, underlying 
managers, and glidepaths of target date funds from which to choose. A brief discussion with the most 
popular providers of target date products will highlight the fact that some providers place a higher 
priority on reducing volatility, current income, and preserving assets at retirement while others will 
emphasize higher returns post-retirement in an effort to tackle inflation and address longevity risk. 
Therefore, it is not surprising to see TDFs with the same vintage or retirement year reflect materially 
different risk profiles.

Exhibit 11: TDFs: One Concept, But Many Choices and Glidepaths
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In addition to the different philosophies of constructing glidepaths, fiduciaries also need to be 
comfortable with whether a product offers a “to” retirement glidepath or a “through” retirement 
glidepath for participants. A “to” retirement glidepath will keep the target date fund’s allocation to 
equities and fixed income static once the target year has been reached (usually with a higher allocation 
to fixed income) while a “through” retirement glidepath may start with a relatively higher allocation to 
equities once the target year has been reached, but then ratchet down in favor of fixed income each 
passing year.

Due to these issues just discussed - diversity of off the shelf target date funds coupled with the “to” 
versus “through” debate - we have seen some plan sponsors move towards building their own custom 
target date fund products that better reflect the idiosyncrasies of their employee base (for example 
building a more conservative glidepath over what is available in the marketplace for participants that 
are also covered by a pension plan during retirement). In addition to a tailored glidepath and a greater 
amount of control over the mix of underlying managers, some additional reasons for a custom TDF 
framework include potentially lower fees and additional asset classes for the underlying glidepath.11

While we have seen increased demand for custom TDF products and expect to see greater utilization 
in the marketplace over the coming years12, it is important to note that custom target date strategies 
will not be appropriate for all plan sponsors as their creation and maintenance may require extra third 
party resources to ensure that regulatory, fiduciary, and structural considerations are met on an ongoing 
basis.

The future of DC investing: governance & the investment policy statement (“IPS”), discretionary 
consulting and addressing the elephants in the room – ethnicity, gender, and savings behavior

Governance and the IPS  

In contrast to some of the key governance requirements enacted for DB plans, governing laws and 
federal statutes like ERISA do not explicitly require a policy statement to be created for DC plans.13   
However, in tandem with the aforementioned key drivers of DC growth (the Pension Protection Act, 
the growing utilization of DC plans and the mainstream acceptance of behavioral finance), we have 
also observed a push from plan sponsors, consultants, and recordkeepers to maintain written policies 
that clearly highlight specific governance-related procedures for a committee to follow and as a means 
of highlighting a plan’s adoption of best practices around the selection and monitoring of investment 
options.14  Because an investment policy statement is a legal document, the defined contribution IPS 
should be drafted by specialists (for example investment staff and/or the investment consultant) and 
reviewed by an attorney before adoption by fiduciaries. 

11 Morningstar, Barrons

12 We can look outside of our own client experiences and point to several industry sources that also see the custom TDF solution growing for the 
foreseeable future. For example, Casey Quirk believes that custom TDFs will grow to represent 38% of all target date assets by 2018 while Cerulli 
believes that custom target-date fund assets in DC plans could rise by 370% from the $46.4 billion posted in 2011 and reach $218 billion in 2016.  
Though optimistic in magnitude, these examples are certainly indicative of growth of TDF solutions in the DC space.

13 ERISA states that plans must “provide a procedure for establishing and carrying out a funding policy in a method consistent with the objectives 
of the plan”.  While a funding policy is not the same as an investment policy, a best practice among DB plans has been to incorporate the 
objectives of the funding policy within the broader IPS.

14 The Profit Sharing/401k Council of America (PSCA) states that approximately 50% of all DC plan sponsors have a written IPS.
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In concert with the growing number of defined contribution “IPS adopters”, we have also seen some 
plan sponsors argue that a written IPS could potentially make their plans more susceptible to legal 
action should they deviate from any of the processes highlighted in the policy statement. For example, 
creating a process to remove underperforming managers from the plan but then making exceptions to 
that process for a manager with a strategy that is considered to be “out of favor” could be grounds for 
legal action. 

The concerns voiced by these plan sponsors are valid and in order to minimize the risk of a committee 
deviating from its approved IPS, our view is that an effective DC policy statement should be brief and 
must clearly highlight to the reader - whether a layperson or industry expert - the basic standards by 
which investments are monitored and selected. Consequently, a well-written policy statement will not 
be overly prescriptive and should allow plan fiduciaries to use their judgment as opposed to requiring 
them to make mechanical changes without asking questions. An example of a mechanical change would 
be removing a manager from a DC plan solely for performance reasons without acknowledging any of 
the granular details behind the underperformance. 

Discretionary Consulting  

Given the growing complexities surrounding the governance of DC plans and monitoring of investment 
options (particularly those that are custom built), we have seen a growing number of plan sponsors 
entertain the idea of hiring a third party to act as an ERISA section 3(38) fiduciary or a discretionary 
“3(38) fiduciary” (as opposed to an ERISA section 3(21) fiduciary – or traditional advisor) for their 
defined contribution programs. 

Exhibit 12: Comparing Traditional Advisory and Discretionary

Traditional Advisory - 
ERISA 3(21) Investment Advisor

Discretionary - 
ERISA 3(38) Investment Manager

Consultant is an investment advisor Consultant is an investment manager

Fiduciary responsibility for advice Fiduciary responsibility for investment 
management

Plan sponsor has final decision-making 
authority for the selection and termination of 
investment managers

Plan sponsor and consultant share 
responsibility for the selection, termination, and 
monitoring of investment managers

Plan sponsor is responsible for vendor oversight, 
plan governance, and operational oversight

Consultant can assume vendor and operational 
oversight

Plan sponsor has final decision-making authority 
for the selection of investment managers

Consultant can take responsibility for the 
construction of custom funds (for example, target 
date funds that have a custom glidepath)
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While the traditional “3(21)” advisory model is the most commonly used consulting model today, given 
some of our thoughts on future DC trends including custom target date funds and the benefits of global 
funds, we also expect to see a growing number of plan sponsors adopt 3(38) fiduciary relationships in 
the coming years.

The future of behavioral finance – a greater focus on the correlations between ethnicity, gender, 
and savings behavior

Throughout this paper, we have highlighted some key reoccurring themes, namely that:

• A growing percentage of the U.S. labor force and by default, Marquette’s own diverse client base   
will rely on DC plans as an important source of its retirement income;

• The Pension Protection Act of 2006 has been a catalyst for plan design and investment structure   
 changes;

• A mainstream acceptance of behavioral finance has placed greater emphasis on simplifying the   
 investment lineup.

While these three factors have helped to drive much needed change in the DC world, plan sponsors 
and consultants must continue to build on the solid foundation and tailwinds that these factors have 
helped to create.

If we look at the volumes of data that disaggregate the story on key themes such as “retirement 
readiness” and employee engagement, there is still an alarming gap between the practicality and 
usefulness of some components of the PPA as it relates to DC plans, the conclusions of behavioral 
finance, and the retirement readiness of a material number of DC investors. If nothing else, this detailed 
data reveals varying degrees of retirement readiness for different ethnicities and/or subgroups of the 
U.S. working population.  Based on this information, it is clear that consultants and plan sponsors 
should not rest until the retirement readiness story is a positive one for all groups within our workforce. 

And quite frankly, there is much work to be done.  In looking at data that points to the share of working-
age households with a  retirement account balance less than $10,000 (by race),  we are given a very 
sobering picture of the retirement readiness story for some individuals and subgroups.  Quite simply, 
these numbers suggest a worrisome amount of households are not at all prepared for retirement.
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Exhibit 13: Addressing the Savings Gap (% of Ethnic Group with Less Than $10K in Savings)

Source: National Institute on Retirement Security; Race and Retirement Insecurity in the United States

Similarly, different stories can be told if we look at savings behavior by gender.  For example, we have 
seen a material dip in the retirement plan participation of both single men and single women since the 
turn of the century. Also of interest is that around the turn of the century, single and married women 
both had similar participation rates in retirement plans, however in recent years, single women have 
seen their participation rates erode while those of married women have increased.

Exhibit 14: Gender & Participation

Source: Economic Policy Institute
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The myriad of socio-economic, historical, and cultural reasons that account for these savings disparities 
and changes in participation rates are comfortably outside the scope of this paper. Instead, we use these 
examples to highlight the importance of practices that we hope will become part of the mainstream and 
common areas of discussions between plan sponsors, recordkeepers, fund managers, and consultants 
during their regular interactions with one another. Some of the proposed practices highlighted below 
have been effective in bolstering participation and adequate savings rates in employer sponsored DC 
plans: 

Automatic enrollment – Has been shown to increase plan participation among low-income workers, 
young workers, and minorities. A recent study revealed that employees who joined their plan through 
automatic enrollment had an overall participation rate of 82%, compared with a participation rate of 
65% for employees who joined through voluntary enrollment.15 

Autoescalation – While auto enrollment influences the number of participants that are in a DC plan, 
improving the retirement readiness of these participants is also critical. The more a participant saves over 
his or her working life, the better the chances of sufficient assets at retirement.  Plans with autoescalation 
features (where contribution rates are automatically increased at predetermined intervals) should help 
participants who are currently not saving enough set aside sufficient assets for retirement.

Recordkeeper reporting – Many of the top recordkeepers are able to “slice and dice” demographic 
data and report these statistics at both the highest and most granular level. In order to establish trends 
of positive or destructive behaviors that may be prevalent in groups and subgroups, consultants and 
DC plan sponsors - with the aid of their recordkeepers - should review plan specific demographic and 
utilization statistics at least annually, as well as after any fund lineup changes. 

Customized participant communications – In reviewing plan-specific trends or in conjunction with 
any plan lineup changes (as examples), DC plan sponsors should work with their recordkeepers and 
where applicable, their consultants on the production of targeted communications. If used effectively, 
targeted communications can help to educate participants on key areas such as the tier structure and 
act as a deterrent for the inappropriate use of some funds.

Conclusion  

Without a doubt, over the past few decades, defined contribution plans have become a key component 
of the U.S. retirement story.  

In concert with the increased growth of DC plan assets, there have been many key developments in the 
areas of plan design and investment structure. At this point in the evolution of the DC story, it is important 
that consultants, plan fiduciaries, investment managers, and recordkeepers continue the trends and 
innovations in today’s market. As providers of advice and stewards of assets, it is our moral obligation 
to raise important questions around retirement readiness, financial literacy, cost-savings and the like: 
millions of DC plan participants are relying on us to guide them on a better path to retirement readiness.

15 Source: Vanguard
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After all, while we have seen stellar growth in the number of DC plans, there is sufficient evidence that 
highlights the need for defined contribution participants to increase how much they save, invest more 
prudently, and allocate more resources to planning their retirement journeys. 

So while we have shifted away from the outdated concept of homo economicus, we are still at a point 
in the DC discussion where we run the risk of devising frameworks and solutions for another mythical 
creature “homo-genius”, the perfect and homogenous person that understands the limitations of his or 
her investment decision making, reads every plan communication, and without fail, adjusts the annual 
DC plan deferral rate so that “x” years from now, he or she can ride off into the sunset with ample funds 
for retirement.

Rather than cater to the ageless homo-genius that is devoid of a cultural identity, prudent DC consulting, 
solutions, and fiduciary frameworks of the future have to be centered around the “homo-sapien”, the 
modern person that is still trying to figure things out from a retirement perspective. Depending on age, 
gender, ethnicity, economic status, location, and industry one homo-sapien may exhibit completely 
different savings behavior from the next.  Therefore, while consultants can design the best investment 
lineup (global, streamlined, presented in tiers) and plan sponsors can adopt these lineups on behalf of 
their DC participants, if savings rates are inadequate and fiduciaries shy away from explicitly addressing 
how different sub-groups of their workforce (broken down by gender, ethnicity, age, and location for 
example) are preparing for retirement, we will be missing the unique opportunities that we have to 
place a material number of individuals on a more prudent path to retirement readiness.  
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