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Best Practices for Investment Setup and Implementation Can Help Ensure DC Plan Success

Defined Contribution (DC) plan assets continue to grow and now total $7 trillion,1 with over 90 million Americans 
maintaining a DC account.2   The portion of employees in private industry who participate in a DC plan rose to 
44%3 in 2016, while as noted in previous Marquette papers on Defined Contribution Plans and Secure Choice, 
the public sector representation in the DC space also continues to gain solid momentum.

With this continued growth of participant-directed retirement assets comes the increased importance of 
fiduciary duty on the part of plan sponsors and where applicable, their consultant(s).  This fiduciary duty is 
especially critical as it relates to plan structure and educational materials to maximize participation, appropriate 
deferrals, and responsible investment decisions for participants.  

This paper highlights best practices for some of these key fiduciary duties, which can be helpful for plan 
sponsors that are either building or maintaining a DC program.  It is centered on a goal of maximizing the 
likelihood that participants are saving (deferring) enough and are investing as prudently as possible.

More specifically, Marquette recommends that:

 � DC plan sponsors document their plan’s main objectives via an Investment Policy Statement (IPS)—
effective  DC policy statements will not be overly prescriptive and will be accommodative of key 
guidelines or considerations that may be unique to a specific DC plan sponsor;

 � Plan sponsors embrace outcome-oriented approaches such as auto-enrollment and auto-escalation;

 � Asset allocation decisions should be straightforward and intuitive for participants, asset classes 
should be presented via a streamlined investment lineup, and appropriate qualified default investment 
alternatives (QDIA) options should also be available;

 � Education for participants should be focused on outcomes, taking into account the principles of 
behavioral finance and incorporating key concepts such as diversification;

 � Finally, investment selections within a DC plan should be presented in a tiered framework.

The remainder of this article examines each of these topics in greater detail, with the ultimate goal of improving 
participation and results for DC plan sponsors.

1 Investment Company Institute, March 22, 2017
2 How America Saves 2016, Vanguard, 2016
3 Employee Benefits in the United States, Bulletin 2785, table 2, U.S. Bureau of Labor Statistics, September 2016

http://www.marquetteassociates.com/research/defined-contribution-plans-a-look-at-the-past-present-future/
http://www.marquetteassociates.com/research/secure-choice-the-next-chapter-in-the-u-s-defined-contribution-story/
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I. Strategic Investment Policy Statement 

When setting out to structure, implement and monitor a DC plan, sponsors should have an Investment Policy 
Statement (IPS) in place.  The IPS serves as a system of checks and balances for the ongoing monitoring of a DC 
plan.  

Additionally, a well-thought out IPS will clearly articulate the roles and responsibilities of the fiduciaries for the DC 
plan.  Furthermore, it should highlight the broad criteria for monitoring, hiring or firing an investment manager.  
Many plan sponsors will also use the IPS to specify outcome-oriented objectives for the DC Plan.    

II. Outcome-Oriented Approach with Auto-Enrollment and Auto-Escalation

By utilizing an outcome-oriented approach, DC plan sponsors are in a stronger position to articulate and monitor a 
key component of their fiduciary duty—encouraging the adequate deferral of savings over the long term.  

Much research has been done on auto-enrollment and auto-contribution escalation, both of which have been 
shown to increase the odds of DC plan participants reaching successful outcomes.4,5,6

Auto-enrollment entails automatically enrolling employees as participants in the DC plan.  Employees can opt out, 
but the plan enrolls them either as new hires or existing employees at a contribution rate determined by the plan 
sponsor, typically 3% to 10%.  

Auto-escalation is another best practice currently being adopted by a growing number of DC plans to help ensure 
success for participants.  With auto-escalation, the participant’s contribution will be set to increase at a default of, 
for example, 1% per year, such that the annual contribution by the participant reaches an optimal amount.  Similar 
to automatic enrollment, employees can opt out.

Investing in a DC plan early in one’s career and continually increasing one’s deferral rate over a working life are 
two practical ways to help plan participants be better prepared for retirement after a lifetime in the workforce.  A 
recent study shows that, for the average DC plan, in order to achieve the numerical goal of 80% of participants 
being able to replace 80% of their pay through a combination of the DC plan, personal savings and social security, 
the following steps must be taken:

 � Initial default auto-enrollment of 6% of pay;

 � Auto-contribution escalation yearly of 1%, increasing to 15% of pay;

 � Furthermore, this must be implemented for both new hires and existing non-participating employees.7 

4 Automatic Enrollment: The Power of Default, The Vanguard Group, 2015
5 Automatic Plan Features in Defined Contribution Plans: What’s in it for Plan Sponsors?, DCIIA, 2016 
6 Constructing a Defined Contribution Investment Lineup: Four Best Practices, The Vanguard Group, 2016
7 The Impact of Auto-enrollment and Automatic Contribution Escalation on Retirement Income Adequacy, Raising the Bar: Pumping  
 Up Retirement Savings, Employee Benefit Research Institute (EBRI) and DCIIA
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Exhibit 1: Start Early

The above chart underscores the need for plan participants to start saving early; it is based on a 22-year old 
employee making $30,000 per year, assuming 1.5% annual raises and a goal to retire with enough money to 
generate 85% of the ending salary.  At 44 years until retirement, the necessary monthly savings amount is $320, 
or 13% of the annual salary.  However, with only 14 years until retirement, the necessary monthly savings amount 
rises to $3,041, or 67% of the annual salary.  Through auto-enrollment and auto-escalation, plan sponsors are in a 
stronger position to help individuals such as this 22-year old hit their required deferral targets.

III. Streamlined Investment Selection Lineup

A well-structured DC plan should have a robust and thoughtful investment selection lineup, with investment funds 
that span the entire risk/return spectrum.  For plans utilizing custom investment funds, each category should be 
named in such a way as to convey a specific purpose and make it easy for plan participants to understand what the 
investment funds are used for.

For example, a capital preservation category could include:

 � Money market and stable value options

 � Low volatility/low duration fixed income options

The income category could include:

 � Core bond options, labeled “Fixed Income Foundation” 

 � Core plus options, labeled “Opportunistic Fixed Income Satellite” 

We recommend this categorization and nomenclature strategy in conjunction with the use of tiering, which will be 
further detailed in best practice V.
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IV. Accessible Participant Education

The vast majority of plan participants are not investment professionals and/or are not closely involved with the 
minutiae of the markets.  It is essential that participant education be centered around the most critical, basic and 
central areas of investing, with the rest of the plan structured to incentivize and assist the participant in making 
relatively straightforward decisions.  The process of tiering, which will be addressed in more detail in the next 
section, serves as one of the most useful tools for the plan sponsor to incentivize and assist participants in making 
straightforward investment choices based off of their risk tolerances and desired levels of engagement with their 
investment portfolios.  A well-structured educational program (for example, via webinars, factsheets or professional 
one-on-one advice) is a powerful compliment to the tiered structure.

As it has been shown that the majority of the variability of portfolio returns—some 91.5%—comes from asset 
allocation,8 a well-structured plan participant educational program should be centered on asset allocation, profiles 
and roles of asset classes, and the benefits of diversification across asset classes.

A well-structured plan participant educational program could also highlight the benefits of qualified default 
investment alternatives (QDIA) such as target date funds (TDF).  Educational materials could also address the 
trade-offs between fixed income and equities.  A common problem found in DC portfolios is low fixed income 
allocations, as plan participants, even those nearing retirement, allocate too much of their portfolios to equity, 
since equities offer higher average returns, receive much coverage from the financial press, and perhaps most 
importantly, are easier to understand.  As a result, many participants nearing retirement take undue risk and are 
susceptible to outsized losses in their portfolios in the event of a major market correction. 

Exhibit 2 shows that participant directed DC portfolios feature very small allocations to core bonds, while DB 
portfolios are more likely to allocate a much larger portion of their portfolios to core bonds.  Such disproportionately 
low allocations to bonds for some DC plan participants creates unnecessary and, most likely, unwanted risk for 
participants nearing retirement.

Exhibit 2: Core Bond Allocations Are Low Among DC Portfolios

Source: Marquette Associates client base averages, 2016

8 Determinants of Portfolio Performance, Gary P. Brinson, L. Randolph Hood, and Gilbert L. Beebower
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Participant education that incorporates an emphasis on QDIAs and the importance of an appropriate asset 
allocation based on the participant’s time horizon would serve to address this problem.

It is beyond the scope of this paper to illustrate in detail the benefits of diversification, and, in particular, geographic 
diversification within a portfolio.  The essence is that the non-correlating return from U.S. versus non-U.S. securities 
aids in reducing overall portfolio volatility and thereby brings the overall portfolio up the northwest quadrant of 
the risk/return chart and onto the efficient frontier.  To this point, education material that outlines the merits of 
portfolio diversification is another useful tool that plan sponsors can offer their participants to help control inherent 
portfolio risk.

V. Structuring and Implementing a Tiered Fund Menu Approach

To synthesize all of the previous concepts, Marquette recommends a tiered investment lineup from which 
participants can choose their portfolio structures.  A typical setup consists of three tiers.

Exhibit 3: Simplifying Choices for the Participants

Tier 1 serves as a catch-all for most participants, especially participants with less expertise and interest in investing.  
It would consist of qualified default investment alternatives (QDIA) such as target date funds (TDF).  This is the 
simplest, “set and forget” or “autopilot” approach intended for most participants, as the participant simply picks a 
fund that closely approximates his or her estimated retirement year.  The TDF then resets the asset allocation over 
time to best match the participant’s time horizon.

Tier 2 contains “core” or “staple” asset classes from which to pick.  Tier 2 funds can be comprised of active and 
passive options and can be “off the shelf” or custom white labeled strategies.  White label funds are multi-sleeve 
custom funds set up by the sponsor and usually with the assistance of a consultant; they provide diversification for 
participants so that the participant does not, for example, put all of his or her DC portfolio into a high-risk asset 
class such as high yield bonds, emerging markets debt or small cap growth equity.  White label funds would be 
named using a clear and easy-to-understand nomenclature based on asset class grouping.  For example, a “capital 
preservation” white label fund could consist of allocations to a money market fund, an ultra-short duration fund 
and a short duration fund.  A “U.S. bond” white label fund could consist of allocations to a U.S. core bond fund, a 
U.S. bank loan fund and a U.S. high yield fund.
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Exhibit 4: Implementing a Tiered Approach

Lastly, Tier 3 could include specialty standalone funds that are off the shelf or white label options.  These funds 
are typically more focused investment strategies that provide a unique negative-correlation benefit to other Tier 
2 investment options.  Real Estate Investment Trusts (REITs), inflation-protection investments, and company stock 
are examples of such options.

Conclusion

Armed with the outlined checklist of items, DC plan sponsors could—in Marquette’s view—be in a stronger position 
to maintain best-in-class features within their plans.

In addition to helping participants make more prudent choices, best-in-class plans also help entities to attract the 
best talent.  Four out of five employees say that benefits are the key factor when they decide to take a new job.9 

Utilizing a concise Investment Policy Statement and a DC plan structure that emphasizes an outcome-based 
approach, best practices such as auto-enrollment and auto-escalation, a proper investment selection lineup, a well-
tailored education program for participants, and an advanced tiered options structure, the plan sponsor will have an 
optimally constructed DC plan to achieve both short- and long-term plan objectives in most market environments 
and through multiple market cycles, while helping participants meet their retirement objectives.

9  Value of Benefits in a Changing Environment: The 2014 Guardian Workplace Benefits Study, Guardian Life Insurance Company of    
  America, 2014
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Standalone Core Options or White Label Funds (Examples)
   •    “Capital Preservation”: Money Market + Ultra-Short Duration + Short Duration
   •    “U.S. Bond”: U.S. Core + U.S. Bank Loan + U.S. High Yield
   •    “Global Bond”: U.S. Core + U.S. Bank Loan + U.S. High Yield + Hedged 
          Non-U.S. Developed Market Debt + Unhedged Emerging Markets Debt

A select number of standalone funds (for example, a Diversified Inflation Protection 
option)
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The sources of information used in this report are believed to be reliable.  Marquette Associates, Inc. has 

not independently verified all of the information and its accuracy cannot be guaranteed.  Opinions, estimates, 

projections and comments on financial market trends constitute our judgment and are subject to change without 

notice.  References to specific securities are for illustrative purposes only and do not constitute recommendations.  

Past performance does not guarantee future results. 

About Marquette Associates

Marquette Associates is an independent investment consulting firm that guides institutional investment programs 

with a focused three-point approach and careful research. Marquette has served a single mission since 1986 – 

enable institutions to become more effective investment stewards. Marquette is a completely independent and 

100% employee-owned consultancy founded with the sole purpose of advising institutions. For more information, 

please visit www.marquetteassociates.com.


