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With the signing of the Pension Protection Act,
many plan sponsors (and their advisors) will likely
begin considering adding a qualified default
investment alternative (QDIA) to the plan investment
line-up (if they have not already done so). When
determining which QDIA to select for a plan, there
are both qualitative and quantitative aspects of each
methodology to consider. The research conducted
for this article indicates that there is actually little
difference between target-date and risk-based
allocation methodologies on a final account value
basis; therefore, the type of QDIA selected is not
nearly as important as ensuring professionally
managed portfolio options are available, and that
they are being actively (and appropriately) used by

participants.
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With the introduction of QDIAs, a variety of plan
sponsors, plan participants, and retirement planning
professionals are likely going to begin asking how to
implement QDIAs in their retirement plans. Of the
three primary QDIA types, target-date investments
(which are based on the expected retirement date of
the investor) and risk-based investments (which are
based on the risk tolerance of the investor), are likely
to be the most utilized (and considered), as a number
of publicly traded, open-end mutual funds are readily
available. But which of the two generates more wealth
for plan participants? This question will likely be con-
fusing for plan sponsors and could potentially lead to
inaction. The purpose of this article is to discuss the
three types of QDIAs (primarily the risk-based and
target-date approaches) and quantitatively to access
the benefits of risk-based and target-date portfolios.

Preliminary Conclusions

Based upon the analysis conducted for this article,
it was determined that there is little difference (on an
account value at retirement basis) between target-date
and risk-based portfolios. Target-date and risk-based
portfolios have their disadvantages, but either solution
is much more advantageous than charging each partic-
ipant with the responsibility of being a portfolio man-
ager. Separately managed portfolios (the third type of
QDIAs), although still in their relative infancy, likely
represent the ideal future managed portfolio option for
retirement plan participants, because they can combine
the best traits of target-date and risk-based investment
strategies; however, until SMPs become more gener-
ally available (and less costly) either target-date or
risk-based portfolios should be considered for inclusion
in virtually every retirement plan that permits partici-
pant direction.

Introducing QDIAs

The Pension Protection Act (PPA), signed on
August 17, 2006 by President Bush, introduced a
variety of changes to defined benefit and defined con-
tribution plans. One provision of the PPA was the
introduction of qualified default investment alterna-
tives. QDIAs can be used as the default investment
for participants who are automatically enrolled in a
plan but who did not affirmatively elect a particular
investment. Assuming the QDIA complies with the
soon-to-be released DOL guidance, the investment in
the QDIA will not jeopardize Section 404(c) protec-
tion for the plan sponsor (and the result in liability for
the plan fiduciaries is the same as if the participant
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had chosen the QDIA himself). In a nutshell, Section
404(c) is a defense for an allegation of imprudent
investing at the participant level; that is, it is a claim
of a 404(a) violation. Section 404(c) protection is not
automatic; instead, a variety conditions must be satis-
tied (visit hetp:/fwww.reish.com/palbenefits/404c.cfm for
more information).

Pre-PPA, there was no safe harbor for the default
investment choice and therefore no Section 404(c)
relief for plan sponsors. The old standby of many plan
sponsors was to use conservative investment options
(such as money market, GIC, or stable value funds)
that focused on capital conservation but were not
necessarily appropriate as long-term investments.
Post-PPA, stable value and money market funds will
not qualify as QDIAs for purposes of ERISA Section
404(c)(5); therefore, many plan sponsors (and their
advisors) will likely be looking to add an investment
that complies the QDIA provisions.

Three types of QDIAs were introduced by a DOL
proposed regulation issued in compliance with the
PPA. It is important to note that when the final regu-
lations are issued, additional changes are possible;
however, the three types introduced were:

1. Target-date (TD) investments;
2. Risk-based (RB) investments; and
3. Separately managed portfolios (SMPs).

Of the three QDIAs, target-date investments and
risk-based portfolios are the primary focus of this
article, as these are the most widely available invest-
ment options (typically via mutual funds) and they
are not nearly as complex as SMPs (although SMPs are
addressed later in the article).

Apart from the obvious Section 404(c) benefits asso-
ciated with using a QDIA, QDIAs are ideal because
they transfer investment decisions away from partici-
pants who are generally not good investors. QDIAs
are managed by investment professionals, either via
mutual funds or by an investment manager defined
under ERISA Section 3(38). The fact that average
participants are poor investors has been well docu-
mented in a variety of studies. {Se, ¢.g., John Hancock
Lifestyle Portfolios Produce Better Results for 401(k)
Plan Participants: http:/fwww. johnhancock.com/about/
news/news_ang1400.7sp; Kasten GK, “Self-Directed
Brokerage Accounts Tend to Reduce Retirement
Success and May Not Decrease Plan Sponsor Liability,”
Journal of Pension Benefits, vol. 12, no. 2 (Winter
2005): 43-49; and Munnell AH, Soto M, Libby J, &

Prinzivalli J, “Investment Returns: Defined Benefit vs.
401(K) Plans,” Center for Retirement Research, no. 52
(20006): http://www. be.edulcenters/crr/issues/ib_5 2. pdyf.}

This is why introducing QDIAs is important for
more than just minimizing liability, but also because
QDIAs represent a better way to invest participant sav-
ings to increase the probability of retirement success.

When determining which QDIA to select for a plan,
there are both qualitative and quantitative aspects to
consider. Qualitative considerations relate to which
methodology (TD versus RB) will be better under-
stood and likely better utilized by plan participants. In
author’s opinion this is the more important consider-
ation between the two, as introducing a managed option
will provide little benefit if it is not accepted by partici-
pants. Quantitative considerations relate to which strat-
egy is likely to produce the most wealth at retirement
for the participants based upon its allocation methodol-
ogy. Although the qualitative aspects are likely to differ
between each plan, it is possible to determine which
methodology (TD versus RB) is more advantageous on a
quantitative basis through an analysis.

Risk-Based Investments

Risk-based investment portfolios are created based
upon a risk objective, such as growth, balanced, or
conservative. Such portfolios tend to have equity allo-
cations that remain relatively constant over time. The
allocations are not based on age or expected retirement
date (which is the approach of a TD portfolio) and are
instead based on the equity allocation of the portfolio,
in which portfolios with higher levels of risk typically
have higher equity allocations.

Historically, comparing RB mutual funds has been
difficult because no standard asset category existed
for peer comparisons; however, Morningstar, a popu-
lar investment data provider and research firm, has
introduced two distinct asset categories for RB mutual
funds: moderate allocation and conservative alloca-
tion. Moderate allocation funds have equity allocations
between 20 percent and 50 percent; conservative allo-
cation funds have equity allocations between
50 percent and 70 percent. Although the introduc-
tion of these categories by Morningstar is certainly an
improvement, one concern is that no category exists
for more aggressive allocations (z.e., one with an over
70 percent allocation to equities). Instead of having
a distinct asset category, Morningstar classifies these
investments based upon their primary market exposure
(e.g., domestic large blend) according to Morningstar’s
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Exhibit 1. Selecting the Best RB Portfolio

Which Portfolio Is Best for Me?

Less than 5 Years

Below Average 20/80 Portfolio

Average 40/60 Portfolio

Risk
Tolerance

Above Average 60/40 Portfolio

Which Portfolio Is Best for Me?

Time Until Retirement

5-20 Years More than 20 Years

40/60 Portfolio 60/40 Portfolio

60/40 Portfolio

80/20 Portfolio

80/20 Portfolio
100/0 Portfolio

style methodology. {See Moringstar.com glossary:
hitp://search.morningstar.com/G lossary/Glossary_M.himl.}

A benefit of RB portfolios is that they allow par-
ticipants to select portfolios based upon their own risk
tolerance. Participants typically have trouble grasping
the concept of market risk and combining such risk
tolerance with their expected time horizon; however,
the portfolio decision can be framed in such a way
to simplify the decision. Exhibit 1 includes a simple
table that can be used to help a participant select the
appropriate RB portfolio.

If a participant considers himself to have an aver-
age risk tolerance and over 20 years until retirement,
based upon the information in Exhibit 1 he would
select the 80/20 portfolio. If he is unsure which port-
folio to select, the emphasis on the 60/40 portfolio
(along with general guidance from the plan sponsor
and the plan advisor) will hopefully influence the
participant to select the 60/40 portfolio, which is the
more-or-less “universal” allocation.

A common criticism of RB portfolios is that they
do not become less aggressive as the participant nears
retirement. The equity allocation for TD portfolios
typically decreases as the portfolio nears its target
retirement date, whereas a RB portfolio tends to
remain constant over time (apart from any minor tacti-
cal asset allocation decisions by the portfolio manager).
Although risk-based portfolios can be used in a target-
date portfolio approach (by shifting through risk-based
portfolios based upon time until retirement), this
would take an affirmative election from the partici-
pant, which is not ideal. The static nature of the RB
allocation is commonly questioned, but in reality the
prudence of only the most aggressive RB equity alloca-
tions (over 80 percent equities) are questionable when
retirement is viewed as a dynamic over-20-year time
period as opposed to a static date. Even a 100 percent
equity allocation may not be imprudent for someone

near retirement based upon the unique facts and cir-
cumstances of that individual.

Target-Date Investments

Target-date portfolios typically become more con-
servative as they near their target retirement date by
reducing the equity exposure of the portfolio over
time. For example, a TD portfolio with 30 years
until retirement may have an 80 percent allocation
to equities that decreases to 40 percent over time as
the portfolio approaches its retirement date. The life-
time equity exposure of a TD portfolio is commonly
referred to as its “glidepath.” The equity exposure
of TD portfolios decreases because it is commonly
accepted that investors should take less risk closer to
retirement, as abrupt negative market conditions can
have a dramatic impact on a portfolio about to begin
distributions.

Selecting the appropriate TD investment is relatively
straightforward and more intuitive than selecting a
RB portfolio, because each participants simply selects
the portfolio with the target retirement date that most
closely matches his or her expected retirement date.
Two problems with TD investments are that they are
a “one size fits all” approach to risk, based entirely on
the retirement date, and selecting the appropriate TD
investment may be confusing when a large gap exists
between investment choices (e.g., ten years). The only
real method for a participant to select a TD that is
more (or less) aggressive is to select a TD portfolio with
a later (or earlier) target retirement date, which is not
optimal and may confuse participants

Morningstar as introduced three asset categories to
classify TD funds into appropriate peer group categories:

1. Target date 2000 to 2014;
2. Target date 2015 to 2029; and
3. Target date 2030 and later.
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Before the more distinct categories were introduced
by Morningstar (in March 2006), TD mutual funds
were classified by their primary exposure. The current
time period within each of the Morningstar TD cate-
gories is currently quite long (14 years for the first two
and 20-plus years for the third), it is likely that as TD
funds become more popular, Morningstar will develop
a more distinct categorization method for the funds
(target date 2015, target date 2020, etc.).

Unlike RB mutual funds, for which there is no clear
market leader, Fidelity currently dominates the TD
mutual fund marketplace. As of December 31, 2006,
of the over $115 billion invested in TD mutual funds,
55 percent (or $64 billion) was invested with Fidelity.
Fidelity is followed by Vanguard (14 percent), T. Rowe
Price (14 percent), Principal (6 percent), and Barclays
(2 percent). The two primary reasons for Fidelity’s
dominance are that its TD portfolios have been avail-
able since October 1996 and because of its size in the
retirement plan marketplace (according to Cerulli it is
the largest 401(k) provider by assets). On a cumulative
basis, the assets invested in these five company’s TD
mutual funds account for over 91 percent of all monies
invested in TD mutual funds.

Common Problems with Both

Although RB and TD portfolios both have their
advantages, a number of common problems are associ-
ated with each strategy:

They are typically created entirely from the mutual
funds of the sponsoring organization. For example,
Fidelity’s Freedom funds (TD investments) are built
entirely from Fidelity’s proprietary mutual funds.
Some 401(k) platforms can create TD and RB portfo-
lios from the investments in the plan, but this is not
common.

They tend to be used in conjunction with other
plan investments and not as a one-off solution. Most
RB and TD investments look like “black boxes” to
participants and they generally contain investments
not available as stand alone options in the plan (e.g.,
the Fidelity’s Freedom funds are created from over
20 different Fidelity mutual funds). Without proper
guidance (and constant reminding) participants tend
to combine the TD and RB portfolios inappropriately
with other plan investments. If not used properly, the
benefits from the TD and RB portfolios can be virtu-
ally eliminated.

They are difficult to compare on an “apples-to-
apples” basis. For RB mutual funds, there are cur-
rently only two distinct RB investment categories

(Conservation Allocation and Moderate Allocation) and
no category for those RB investments with over 70
percent allocation to equities. For TD mutual funds,
the range between portfolios is (at a minimum) 14
years. The strategies become even more difficult to
compare when considering that different sponsoring
companies have different risk and allocation method-
ologies.

Analysis

An analysis was conducted in order to determine
whether the RB or TD methodology is a more advan-
tageous strategy for investors on a quantitative basis.
The key assumption of the analysis was that the equity
allocation was held constant for each portfolio type.

In other words, if the average equity allocation for the
lifetime of the TD portfolio (across the glidepath until
retirement) was 72 percent, the corresponding RB
portfolio for comparison purposes also had a 72 percent
allocation to equities (although fixed for the entire
test time period). The importance of asset allocation is
well known and has been documented in a variety of
studies. {See, ¢.g., Brinson GP, Hood LR, & Beebower
GL, “Determinants of Portfolio Performance,”
Financial Analysts Journal, vol. 42, no. 4 (July/August
1986): 39-44; and Tokat Y, Wicas N, & Kinniry

FM, “The Asset Allocation Debate: A Review and
Reconciliation,” Journal of Financial Planning, vol. 19,
no. 10 (October 2006): 52—-611 Anyone familiar with
Monte Carlo analysis will likely recognize the impli-
cations of higher equity allocations, especially over
longer time periods. As the equity allocation increases,
the probability an accumulation portfolio will achieve
a goal increases. For this analysis, because the equity
allocation was held constant between the RB and TD
portfolios, it is possible to determine whether a con-
stant equity allocation methodology (RB) or decreas-
ing equity allocation methodology (TD) represents

a better wealth creation strategy for retirement plan
participants.

The glidepath for the TD portfolios was created by
averaging the glidepaths from the top five TD mutual
fund companies (by assets, as of December 31, 2006,
listed previously in the Target-Date Investments sec-
tion of the article). Because the average equity alloca-
tion was only available in increments of five years, and
the average lifetime equity allocation must be known
in order to determine the appropriate RB investment,
a polynomial best fit trendline was calculated in order
to determine the annual equity allocation for the entire
glidepath. Exhibit 2 is a chart that includes the TD
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Exhibit 2. Average Equity Allocation of the Top Five

Target-Date Mutual Fund Families by Assets
as of December 31, 2006

100%

Average Equity Allocation of the Top Five Target-Date
Mutual Fund Families by Assets as of 12.31.06
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10%
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Target Portfolio Date
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glidepath as well as the polynomial best fit trendline
used for the RB portfolios.

The coefficient of determination (R?) for the glide-
path polynomial trendline was extremely high (.9907).
This means that that the trendline can be considered
an extremely good indicator of the shape of the aver-
age glidepath.

The overall allocation for each portfolio for each year
contained a blend of equities and cash/fixed income,
determined by the equity allocation of the glidepath
for the TD portfolio, based upon expected retirement
date. Note: The equity allocation for the RB portfolios
is assumed to be constant for the entire test period.
The equity portion of the total allocation was assumed
to be a blend of 80 percent domestic equity (defined as
the return on the S&P 500 index) and 20 percent for-
eign equity (defined as the return on the MSCI EAFE
index); the cash/fixed income portion was a blend of
80 percent intermediate-term bond (defined as the
return on Lehman Brothers Aggregate Bond Index)
and 20 percent cash (defined as the return on 90-day
T-bill). The actual data was obtained from Callan
Associates. The return period considered for the analy-
sis was 1976 to 2005. The year 1976 was selected as
the beginning time period for the analysis because it is
when information on the Lehman Brothers Aggregate
Bond Index first became available.

The annual returns for each of the asset categories
were calculated in real terms, which means the returns
were reduced by inflation. Inflation was defined as

Exhibit 3. Comparison of Test Portfolios

and Efficient Frontier: Four Asset
Portfolios

Comparison of Test Portfolios and Efficient
Frontier: 4 Asset Portfolios

10%

9%
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Standard Deviation
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—— Efficient Frontier < Test Portfolios

the increase in the Urban Consumer Price Index and
inflation data was obtained from the Bureau of Labor
Statistics. Real returns are used, as opposed to nominal
returns, in order to eliminate the impact of inflation
during the period.

The reader may question the efficiency of the
selected portfolio allocations, but they are actually
quite efficient despite their simplicity. Exhibit 3
includes a chart that contains an unrestricted efficient
frontier based upon the four asset categories tested and
each of the different test allocations.
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Exhibit 4. Average Equity Allocations: TD Portfolios

Versus RB Portfolios

Average Equity Allocations
TD Portfolis vs. RB Portfolios
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A 9 percent constant deferral is assumed to be made
to each portfolio at the beginning of the year. This
represented the only inflow (apart from earnings) for
the portfolio and no distributions were considered (as
would take place during retirement). Note: Because
real returns are used (i.e., the need to consider inflation
was eliminated), the 9 percent deferral is not increased
for inflation; however, increases in real income are con-
sidered, because people tend to accumulate knowledge
and skills over their working careers, and therefore
their real (inflation adjusted) earnings are likely to
increase over time.

The TD and RB portfolios were tested across two
different variables: increases in real income and time
period until retirement. Seven different real increases
in income were considered for the analysis, ranging
from zero percent to 3 percent, in .5 percent incre-
ments, and nine different time periods were selected,
each with a corresponding TB portfolio (2010 to 2050
in five-year increments). The analysis is assumed to
start at the beginning of 2005 and conclude at the end
of the target date portfolio year. For example, the 2010
portfolio would have a test period of six years (2005 to
2010, inclusive).

For each scenario a 10,000 run Monte Carlo simula-
tion was conducted. The final values for each scenario
at the 50th and 95th percentiles were considered. The
50th percentile represents the median final value for
the portfolio; the 95th percentile represents the final
portfolio value for the worst one twentieth of the port-
folios. The 95th percentile could be considered the

“worst case scenario” in terms of potential final value
for the portfolio.

The key difference between the TD portfolios and
the RB portfolios is that the equity allocation of the
TD portfolios decreased as the portfolio approached
its target date, whereas the RB portfolios had a static
equity allocation for the entire test period. Exhibit 4 is
a chart that shows the target glidepath, along with the
respective equity allocations for each of the nine RB
portfolios.

Results

The first analysis compared the 50th percentile of
the final values for each of the nine TD portfolios to
the 50th percentile final values for the RB portfolios
at the seven different real increases in income levels.
The 50th percentile would be considered the median
final account value for each of the strategies. The 50th
percentile results are included in Exhibit 5. Note: The
RB portfolios are compared against the TD portfolios;
therefore, if the value for the respective scenario is
positive, it means the TD portfolio had a higher corre-
sponding final value than the RB portfolio did by the
corresponding percentage. Consequently, if the value is
negative, it means the TD portfolios had a lower cor-
responding value than the RB portfolio did by the cor-
responding percentage.

As seen in Exhibit 5, there was little overall differ-
ence between the TD and RB portfolios. The TD port-
folios tended to slightly outperform for shorter time
periods and for lower increases in real income. Overall,
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Exhibit 5. Assets at Retirement: TD Versus

RB—50th percentile

Assets At Retirement: TD vs. RB - 50th percentile
Annual Real Increase in Income

0.00% 0.50% 1.00% 1.50% 2.00%
2010 0.32% 0.33% 0.34% 0.35% 0.36%
2015 0.59% 0.61% 0.60% 0.60% 0.59%
2020 0.73% 0.72% 0.71% 0.68% 0.64% 0.61% 0.62%
2025 043% 0.30% 0.25% 0.18% 0.20% 0.20% 0.19%
2030 0.23% 0.20% 0.01% 0.01% -0.02% -0.18% -0.19%
2035 -0.41% -0.46% -0.56% -0.69% -0.78% -0.89% -1.10%
2040 -1.17% -1.19% -1.39% -1.70% -1.70% -1.63% -1.78%
2045 -1.91% -1.98% -2.25% -2.30% -2.22% -2.40% -2.59%
2050 -2.81% -3.09% -3.33% -3.62% -3.68% -4.00% -4.23%

2.50% 3.00%
0.33% 0.35%
0.59% 0.64%

Target Portfolio Date

Exhibit 6. Assets at Retirement: TD Versus

RB—95th Percentile

Annual Real Increase in Income

0.00% 0.50% 1.00% 1.50% 2.00% 2.50%  3.00%

L 2010 0.01% 0.00% 0.00% 0.04% 0.04% 0.01% -0.05%
A 2015 001% -0.01% 0.01% -0.01% -0.05% -0.17% -0.27%
S 2020 -0.49% -0.40% -0.26% -0.11% -0.16% -0.13% -0.23%
£ 2025 -044% -0.35% -0.09% -0.08% 0.09% 0.18%  0.40%
é 2030 -0.07% -0.02% 0.14% 0.30% 0.54% 0.57%  0.82%
¢ 2035 -0.17% 0.02% -0.02% -0.11% 0.21% 0.17%  0.16%
%’5 2040 0.25% 0.48% 0.04% 0.06% -0.05% 0.05% -0.04%
= 2045 0.10% 0.08% 0.03% -0.11% -0.19% -0.15% -0.21%
2050 -1.28% -1.35% -1.34% -1.33% -1.21% -0.78% -0.27%

the TD portfolios had higher median values (i.e., 50th
percentile) than did their respective RB portfolios for
49.2 percent of the portfolios (the RB portfolios had
higher median values than 50.8 percent). All things
considered, there was little difference in the final
median values for the two different portfolio method-
ologies, and the overall difference was not statistically
significant (at the 5 percent level based on student’s
two-tailed t-test).

The second analysis focused on the “worst case sce-
nario” and looked at the 95th percentile final values
for the respective portfolios. The 95th percentile is
the worst one out of every 20 values of each scenario.
Exhibit 6 includes the results of the analysis.

The results of this second analysis surprised the
author a great deal. The TD portfolios were expected
to have consistently higher 95th percentile values,
which did not happen. The TD portfolios had higher
final 95th percentile values for only 44.4 percent of
the portfolios, whereas the RB portfolios had higher
final 95th percentile values for 55.6 percent of the
portfolios.

These results seem counterintuitive when consid-
ering the allocation methodology of TD portfolios,
as the TD portfolios are designed to have decreas-
ing levels of risk (i.e., standard deviation, which is
based upon the allocation to equities) as the portfolio
approaches its target retirement date. In TD portfolios
the equity exposure is reduced in order to minimize
the possibility of any negative shocks shortly before
retirement (which is when the portfolio starts incur-
ring distributions). After further analysis, the author
determined the three primary reasons why there was
lictle difference between the RB and TB strategies at
the 95th (and 50th) percentile levels:

The equity allocation was held constant between
the two methodologies. This ensured the only differ-
ence in final values was a result of the timing of the

equity allocation not the overall allocation to equities
throughout the entire period.

The RB portfolios had higher equity allocations when
the accounts were the largest, and therefore obtained (on
average) higher returns on the largest pools of money.
The TD portfolios had higher returns initially, when the
accounts were smaller, but the average crossover point
(i.e., where the RB portfolios had higher allocations than
the TD portfolios) was sufficiently long (averaging ten-
plus years) to enable the portfolio to recover from any
type of shock before retirement.

The differences in risk and return for the different
equity allocations were not large. The equity alloca-
tions ranged between 45.45 percent and 87.03 per-
cent, but the annual real returns of the portfolios only
ranged between 6.26 percent and 8.30 percent and the
annual standard deviations only ranged between
9.21 percent and 13.78 percent.

On a quantitative basis, there was no real (or statis-
tically significant) difference in final portfolio values
for the TD or RB portfolios at either the 50th or 95th
percentile.

A Word About SMPs

Although not considered in the primary analysis
(because they are much more complex and less com-
mon), the third QDIA option, separately managed
portfolios (SMPs), likely represent the ideal investment
strategy (and future) for retirement plan participants.
This is because SMPs have the potential to combine
the best parts of the TD and RB methodologies. The
ideal SMP would have the following attributes:

Multiple glidepaths (e.g., at least three) with dif-
ferent levels of risk tolerance. Creating multiple
glidepaths would allow for risk to be appropriately
introduced into the TD decision.

The allocation for the SMP allocation is created
from the same investments in the core menu of the
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plan. This is an important aspect from a participant
acceptance perspective. If the participants realize that
the SMP is a portfolio allocation created entirely from
the core menu investments (but determined by an
investment professional), they will be more likely to
select the SMP.

No additional cost for the SMP service (i.e., it is
included in the aggregate cost of the plan). Today, the
common practice is to include an additional fee to par-
ticipate in an SMP program (with fees between approx-
imately 25 and 100 basis points). Not to say that there
should not be a fee associated with offering SMPs, but
a more ideal strategy would be to include the cost of
the SMP service in the total cost of the plan. This way
there is no difference in cost to participants for partici-
pating in the SMP and removes an obvious hurdle for
participants who do not wish to pay any extra for the
service. If the SMP is viewed as a “free” option of the
plan, it is likely to get wider acceptance.

A true one-off solution that does not allow the par-
ticipant to select among different investment options
as well as the SMP, in Door A versus Door B type fash-
ion. This would prevent the participant from misusing
the managed option, which is common for TD and RB
investments

Assuming a coordinated communication program
from enrollment materials, the plan sponsor, and the

plan advisor, a competent retirement plan professional
should be able to achieve better than 90 percent partic-
ipation in an SMP program with the before-mentioned
attributes; however, an over 90 percent participation

in any managed portfolio solution represents an ideal
and dramatic shift in the way retirement plan assets
are currently invested, regardless of whether it is a TD,
RB, or SMP portfolio.

Conclusion

With the introduction of QDIAs, more plan spon-
sors are likely to consider adding some type of man-
aged investment option to their retirement plan. The
purpose of this article is to discuss the various QDIA
options, as well as to provide a quantitative analysis on
the relative benefits of selecting target-date and risk-
based portfolio strategies. Based upon the analysis con-
ducted for this article, there is little difference between
target-date and risk-based portfolios on a final account
values basis; therefore, the most important decision is
not the type of QDIA, but rather ensuring a QDIA
option is available, and that it is actively (and appro-
priately) used by participants.

See Bodie Z & Treussard J, “Making Investment
Choices as Simple as Possible: An Analysis of Target
Date Retirement Funds” (2007), available at SSRN:
bitp://ssrn.comlabstract=900005. B





