
benefits magazine april 201540

Fourth in Six-Part Series 

High on the International Foundation’s priority list in 2015 and the years that follow is an initiative 
to help plan sponsors help participants and their families achieve a secure retirement. This article 
is the fourth in a series of six that will be published in Benefits Magazine during the first half of 
2015. It shares what the Foundation has learned from research on this topic. Visit www.ifebp.org/ 
RetirementSecurity for a copy of the full report, as well as other information and resources.

Once workers have begun saving for retirement, 
they must make important decisions about 
how savings are invested. Employers can help 
educate them about their options.

Reproduced with permission from Benefits Magazine, 
Volume 52, No. 4, April 2015, pages 40-45, published 
by the International Foundation of Employee Benefit 
Plans (www.ifebp.org), Brookfield, Wis. All rights 
reserved. Statements or opinions expressed in this 
article are those of the author and do not necessarily 
represent the views or positions of the International 
Foundation, its officers, directors or staff. No further 
transmission or electronic distribution of this material 
is permitted. 
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For employers and plan sponsors that 
want to take a more active role in 
promoting the retirement security of 
workers and their families, there are 

five interrelated goals:
 1. Help workers determine their retire-

ment needs and where they stand.
 2. Get workers enrolled and saving for re-

tirement.
 3. Help workers make prudent investment 

choices.
 4. Help workers stay on track to meet their 

retirement objectives.
 5. Support those near retirement to make 

the transition. 
Strategies for achieving the first two goals 

were presented in the March issue of Ben-
efits Magazine. This article addresses the third 
goal—helping workers make investment choic-
es appropriate to their personal circumstances.

Help Workers Make Prudent  
Investment Decisions

Poor investment choices can be the differ-
ence between achieving one’s retirement goals 
and financial disaster. A Schwab study showed 
that 401(k) plan participants using indepen-
dent professional advice are more likely to fol-
low best practices with respect to investment 

such as greater diversification, periodic rebal-
ancing and staying the course during market 
downturns and high volatility.1

In addition to providing access to a finan-
cial advisor, what else can plan sponsors do 
to help workers optimize their portfolio’s risk 
and return? While the advice here is primar-
ily focused on defined contribution (DC) 
plans, some of this information might also be 
shared with employees considering or already 
invested in individual retirement accounts. 

Limit the List of Investment Choices 

DC plan sponsors must offer enough fund 
choices to meet the various needs of partici-
pants but not so many choices that participants 
become overwhelmed. People find it easier to 
make decisions when they have a small menu 
of choices. The unintended consequences of a 
large number of choices are participant inertia 
and procrastination—in other words, choice 
avoidance. 

One study found that for every ten new 
investment options offered, plan enrollment 
dropped between 1.5% and 2%.2 The same 
researchers found that among workers who 
did enroll, increasing the number of funds 
offered may cause participants to shy away 
from equities and select simpler, easier-to-
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understand bonds and bond equiva-
lents. For every ten funds offered in a 
plan menu, participants reduced their 
exposure to equities by 3.28%.3 A con-
sensus of experts recently surveyed by 
the TIAA-CREF Institute suggests the 
appropriate number of funds in a menu 
should be between five and ten.4

Structure Menu of Investment Options  
to Encourage Appropriate Choices

How a list of investment options is 
structured is as important as the choices 
offered. When creating a menu of in-
vestment choices for participants, it 
might seem logical to list investments 
from least to most risk or alphabeti-
cally. However, when provided a menu 
of items, people tend to choose the first 
option they are given. If the list is very 
long, another behavior kicks in—choos-
ing the last items because these are the 
ones that stick in a person’s mind.5

Consider the implications of these 
two behaviors when a list of investment 
choices is ordered from least to most 
risky. Participants may choose an option 
that is too conservative for their needs. At 

the other extreme, a very long list might 
result in individuals selecting inappropri-
ately aggressive investments. As a result, 
at the top of the investment menu should 
be the funds most appropriate for the 
widest range of participants—very likely 
target-date funds (TDFs). 

For plan sponsors concerned that 
placing “appropriate” choices at the top 
of the investment menu may be consid-
ered investment advice, one must rec-
ognize that no list has a neutral design. 
It is impossible to avoid giving implicit 
advice given human behavior. Ordering 
choices is actually guiding participants 
so they don’t end up with an overly con-
servative or aggressive portfolio. An op-
timal investment menu for a DC plan 
might have a “basket of funds” such as a 
balanced fund or target-date fund at the 
top of the list that is appropriate for a 
majority of workers who prefer to dele-
gate the management of their retirement 
portfolio. The remaining choices could 
be a small group of core funds that per-
mit those who want to have some con-
trol over their investments to create a 
well-diversified portfolio. 

Promote Diversification 

While stocks get the most media 
attention, those saving for retirement 
shouldn’t ignore bonds and other fixed 
income investments. Diversification of 
assets doesn’t ensure a profit or guar-
antee plan participants will not ex-
perience a loss, but it does reduce the 
volatility of their portfolios. DC plan 
sponsors must give careful attention to 
the investment options offered as part 
of their plan. They must also educate 
participants on the need to diversify 
and how it is accomplished. 

A diverse investment menu includes 
several asset classes (e.g., domestic and 
foreign stocks, bonds and short-term in-
vestments). The financial industry offers 
a multitude of mutual funds that can help 
small investors achieve diversification—
Index funds, balanced funds and TDFs 
are among the most popular solutions. 

There is some evidence the higher the 
number of lines for entering investment 
choices on a plan enrollment form, the 
higher the number of investment options 
selected.6 A sponsor may want to test 
whether changing the number of lines 
affects the investment choices made by 
new enrollees. The vast majority of par-
ticipants choose a small number of funds 
(i.e., three or four) and then divide assets 
equally among them.7 At the extreme, 
some participants select all of the funds 
offered and divide their contributions 
equally among them. Both approaches 
are misguided attempts to diversify, as 
some investment choices may be quite 
similar with respect to risk and return. 

While TDFs can help participants 
achieve diversification, many individu-
als are not using these funds as they are 
intended. An Aon Hewitt study of DC 
plan participants found only 38% were 
using these funds as a “one-stop” invest-
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Retirement Security Panel Discussion: Intergenerational Challenges
International Foundation On-Demand Presentation from May 21, 2013. 
Visit www.ifebp.org/books.asp?BLUE-9793 for more information.

From the Bookstore
Social Security, Medicare & Government Pensions, 20th Edition
Joseph Matthews. Nolo. 2015.
Visit www.ifebp.org/books.asp?9028 for more details.
The Confident Retirement Journey: Your Personal & Financial Road Map
Ron Kelemen, CFP. Confident Vision Press. 2013.
Visit www.ifebp.org/books.asp?9011 for more details.
Planning Companion: A Life and Retirement Planning Guide
Rick Garnitz. LifeSpan Services, Inc. 2011. 
Visit www.ifebp.org/books.asp?8917 for more details.
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ment. Almost three out of four (74%) with a TDF held less 
than half their assets in the fund. Participants tended to misal-
locate the remainder of their portfolios, with 62% having an 
inappropriate risk level overall.8

For plan sponsors including company stock in worker DC 
plans, it is essential participants be informed of the risk as-
sociated with concentrating retirement savings in one stock. 
If the company stock takes a beating, so will their retirement 
savings. In a worst-case scenario, employees could lose their 
job and a substantial part of their retirement savings. 

The Save for Tomorrow program based on the principles 
of behavioral economics goes a step further by encouraging 
employers to limit participant exposure to company stock to 
10%. The program recommends the automatic and gradual 
divestiture of excessive company stock to this ceiling. This 
approach reduces concern the stock will be sold at the wrong 
time and the possibility the stock price will be driven down if 
everyone sells at once.9

Discourage Chasing Returns

When a particular investment is doing well, it is human 
nature to want to put more money into it. When something is 
doing poorly, investors are tempted to get out before they lose 
more. The problem with chasing returns is that “hot” invest-
ments don’t usually stay hot. In fact, they often crash and burn 
right after everyone starts buying them. As for investments that 
aren’t doing well, it is very possible they will make a comeback 
and the investors who sold them will miss out on their recovery. 

Plan sponsors have a responsibility to educate participants 
on the importance of establishing and sticking with their in-
vestment plan with respect to asset allocation, level of risk 
and so forth. Sponsors must help participants understand 
that past returns are rarely a good indicator of future returns. 
Moreover, people who try to “time” when they buy and sell 
assets tend to (1) end up with portfolios with more risk than 
is appropriate and (2) lose more money than they gain. 

Experience shows few individuals take these common 
cautions to heart. Providing participants with an example 
such as the painful consequences individual investors expe-
rienced in the 2008-2009 stock market crash may get plan 
participants’ attention. When the market crashed, many fu-
ture retirees experienced devastating declines in the value of 
their retirement accounts. In an effort to stop the free fall, 
they sold the stocks in their portfolios. When the market re-
covered, they lost out again because they owned no stocks. 

Had they stuck with their original investment objectives and 
waited out the downturn, they would have more than recov-
ered their initial losses. 

Placing long-term monthly income projections promi-
nently on the first page of required plan statements and 
moving short-term information (i.e., quarterly and annual 
returns and account balances) closer to the back of state-
ments can also discourage chasing returns. 

Another strategy for discouraging efforts to time the mar-
ket is to restrict the number of fund transfers a participant 
can make within his or her portfolio during a month. Some 
DC plans allow participants to make transfers on a daily basis. 
Permitting only two transfers per month, for example, would 
restrict this activity. Alternatively, some plans allow daily trad-
ing but thwart excessive trading by prohibiting round-trip 
transactions—a fund purchase followed by a sell or exchange 
sell within 30 calendar days in the same fund and account. 

Promote Rebalancing 

While buying and selling portfolio assets to time the mar-
ket is a bad idea, buying and selling stocks, bonds, etc., to 
rebalance a portfolio’s asset mix is a central tenet to invest-
ing for retirement. Asset values rise, fall and grow at differ-
ent rates. While the relative value of one asset in a portfolio 
booms, the values of another asset may shrink. Over time, 
the result is a collection of assets out of sync with the mix 
initially established by the plan participant. In addition, as 
participants age, they should be moving into more conserva-
tive investments that have less risk than what was acceptable 
when they were younger. 

Rebalancing is how investors make sure their portfolios 
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takeaways >>
•   401(k) plan participants who get independent professional advice 

are more likely to follow best practices with respect to investment.

•   Limiting the number of investment options available—five to ten 
funds is optimal—may encourage good decision making.

•   Plan sponsors should offer investment options that promote a 
diversified portfolio.

•   Target-date funds may be a good option for people who don’t want 
to think about asset diversification and rebalancing.

•   Plan sponsors have a responsibility to be sure that fees charged 
for the various investment options are reasonable. 
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maintain a level of risk within their com-
fort zone. Rebalancing annually also 
forces investors to take profits from in-
vestments that are doing very well and 
put money into other good investments 
that are not doing as well. 

Despite the advantages of doing so, 
it appears few plan participants with 
self-directed DC plans rebalance. Dur-
ing the years 2009 through 2013, Van-
guard found just 29% of plan partici-
pants initiated a trade and only about 
one in ten participants made a fund 
transfer in any one year.10

Encourage participants to establish 
a plan for rebalancing their portfolios 
once or twice a year. Participants can 
choose an easy-to-remember date or 
dates when they are most likely to take 

any action required. Several of the in-
vestment firms that offer DC plans now 
offer automatic rebalancing. Look for a 
firm that offers this option and encour-
age participants to take advantage of it. 

Offer Target-Date Plans 

For the large majority of participants 
who don’t want to think about asset diver-
sification, rebalancing and so forth, the 
investment industry’s solution to helping 
plan participants make prudent invest-
ment decisions is TDFs, also referred to 
as age-based funds and lifecycle funds. 

TDFs are hybrid mutual funds that 
invest in a mix of assets (e.g., stocks, 
bonds and cash) that put retirement sav-
ings on autopilot. Participants choose 
the fund with the date nearest when they 

plan to retire. The target year is identi-
fied in the name of the fund; for in-
stance, a person who plans to retire in or 
near 2050 would pick a fund with 2050 
in its name. The mix of assets in the fund 
is automatically rebalanced as the fund 
date approaches and typically becomes 
less risky so investors have more stable 
values and returns as they near the time 
when they will begin withdrawals. 

Plan sponsors choosing a TDF 
should be aware that great diversity 
exists in products on the market. It is 
essential to understand what the spe-
cific TDF’s glidepath (asset allocation 
over time) is designed to accomplish. 
Some products feature a glidepath that 
matures at the participant’s projected 
retirement date, while others carry the 
investor well into retirement. TDFs also 
vary in risk, ranging from conservative 
to aggressive. Some funds are actively 
managed while others use index funds 
with a passive management approach. 

Provide Model Portfolios 

For investors who want a little more 
control over their retirement portfolio 
than that provided by a TDF, some plan 
sponsors, vendors and online calculators 
are providing model investment portfo-
lios that suggest a mix of assets based on 
where an individual is in the life cycle. A 
few calculators go a step further and con-
sider the risk tolerance of the user. In gen-
eral, assets in model portfolios have less 
and less risk as persons age. 

The figure provides a sample of 
model portfolios designed specifically 
for those in the California State Teach-
ers’ Retirement System (CalSTRS). In 
this set of model portfolios, risk de-
clines as individuals move from early in 
their career to midcareer, near retire-
ment and, eventually, retirement.

retirement security

Early Career
Long time until retirement, 
long-term growth portfolio

Midcareer
Intermediate time until retirement,

balanced growth portfolio

Near Retirement
Close to retirement,

stability and moderate
growth portfolio

Retirement
In retirement,
stability and

income portfolio

Large Company U.S. Stocks

Small Company U.S. Stocks

Non-U.S. Stocks

High-Quality Bonds

Inflation-Linked Bonds

Money Markets/Cash

15%
40%

15%
30%

30%
5%

30%

10%25%

40%

15% 23%
7%

15%

20%

45%

5% 15%5%
10%

FIGuRe
Model Portfolios

Source: California State Teachers’ Retirement System (CalSTRS).
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 Pay Attention to Investment Expenses and Other Costs

Administrative, investment and other expenses associ-
ated with a retirement account can have a sizable impact on 
retirement savings. A U.S. Government Accountability Of-
fice report showed how a 1% expense could result in a 17% 
reduction in asset value over 20 years in a hypothetical in-
vestment account.11 Plan sponsors should negotiate with ser-
vice providers to reduce the negative effect of fees on worker 
retirement savings. 

No law requires plan sponsors to select investment op-
tions with the lowest fees available, but sponsors do have a 
responsibility to make sure the fees charged are reasonable in 
terms of the quantity and quality of services provided. Fees 
should be benchmarked with those charged to plans that are 
similar in size, number of participants, industry, employer 
match and asset allocation. Once investment choices have 
been made, fees should be monitored regularly to ensure 
they remain competitive. 

A good place to start an examination of fees is investment ex-
penses. Low-cost index funds might be an appropriate replace-
ment for more costly actively managed funds. Index funds are 
mutual funds composed of securities selected to mirror a des-
ignated market index (e.g., S&P 500, Barclays U.S. Long-Term 
Bond Index). Historically, passively managed index funds have 
outperformed the majority of actively managed mutual funds. 

Beware of the wide range of payments for different asset 
managers and investment vehicles; there are situations where 
a minority of workers is paying the majority of plan costs. 
Even participants with the same account balances may be 
paying significantly different amounts for plan administra-
tion. Plan expenses should be distributed equitably across 
the plan population. 

Conducting a detailed analysis of plan fees helps a spon-
sor determine whether certain workers are shouldering a 
larger percentage of fees than others. Ideally, sponsors can 
select a set of funds with no reimbursement for administra-
tion included and, instead, deduct the fees needed to cover 
administrative expenses equitably across all asset classes. 

Sponsors that have or are considering annuities as lifetime 
income generators should not overlook the special fees as-
sociated with these accounts. Participants pay fees to com-
pensate the insurance company for various risks it assumes 
under the annuity contract such as the life expectancy of the 
annuitant. While immediate fixed annuities providing a re-
tirement income are available for a relatively low cost, fees 

for deferred variable annuities used to accumulate assets be-
fore retirement can be much more costly than those of com-
parable mutual funds. 

Any fees that add little value in terms of investment return 
or service might be lowered or eliminated. A sponsor should 
investigate whether a plan is paying for features or services 
that participants are not using.  
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