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Developing an Implementation Matrix: Lessons to Be Learned from

Defined Contribution Plans
by Donald B. Trone and Roger C. Gibson, CFA, CFP

When working with defined contribution plans such as 401(k)s, financial advisors face the responsibility of
adhering to strict fiduciary requirements. But they also owe it to their clients to provide an appropriate,
comprehensive selection of investment options. In this article, the authors present a process for developing a
matrix of investment options for defined contribution plans, including a series of what they have determined are
guestions and decisions critical to the process.

Mr. Trone is the founder and president of the Investment Management Council, which provides consulting
support services to investment fiduciaries. He is co-author of two industry best sellers, Procedural Prudence and
The Management of Investment Decisions (McGraw Hill). www.imc-base.com

Mr. Gibson is the president of Gibson Capital Management and is one of the best-known speakers and writers on
the subject of asset allocation. His best-selling book, Asset Allocation: Balancing Financial Risk (McGraw Hill), is
being prepared in its third edition. www.gibsoncapital.com.

Donald Trone and Roger Gibson are the co-directors of the Center for Fiduciary Studies, a research and training
facility operating in association with the University of Pittsburgh Katz Graduate School of Business, Center for
Executive Education.

Mutual funds are the implementation vehicle of choice for most financial planners. Funds are to planners what
nails and screws are to carpenters. Likewise, mutual funds are the most widely used investment options for
defined contribution plans (DC plans), particularly 401(k) plans. It's only natural, then, that planners are becoming
increasingly involved in providing DC plans with implementation guidance or assistance in providing participant
education.

There is a difference, however, between working with retail clients and retirement plans. In the case of DC plans,
there are well-defined fiduciary standards of care that must be met. One of the most critical requirements is for
the investment committee (with the assistance of the planner) to demonstrate that a rigorous due diligence
process was developed, implemented and monitored for selected investment options. As an example, a
significant class-action suit was recently filed against First Union for failing to prudently select and monitor the
investment options for its own retirement plan.

Though this journal does not ordinarily cover the pension industry, the lessons planners can learn from working
with DC plans, or any type of fiduciary account, can have a positive impact on the industry’s investment
practices. In developing this topic, the authors have relied as much on professional judgment and experience as
guantitative research. There is an intuitive touch to the process of building a matrix, and the hope is that this

article will spark spirited debate.1
The Critical Questions

How many investment options should the typical 401(k) plan offer? Which asset classes should be represented
by those options? What is the due diligence that a fiduciary? must demonstrate in the selection of those
investment options?

Tough questions, and to our knowledge the subject of developing an implementation matrix for defined
contribution plans has never been tackled before. For that matter, fiduciaries or advisors for any type of
retirement plan, foundation, endowment or even private trust should be asking the same relevant questions:
"How many?" "What kind?" and "How to select?"

There is a hierarchy to these questions, and fiduciaries are responsible for developing a process for the
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management of these critical decisions. These are the questions, in order of importance: How many investment
options should be offered?

. Which asset class should be represented by each option?

. Which asset class should be represented by each option?

. How should the investment options be structured or managed?

. What type of due diligence should be followed in selecting the money manager or fund for each option?

A WDNPE

Unfortunately, too many fiduciaries lack such procedural prudence and end up reversing this hierarchy of
decisions. The latest hot money manager is added as an option with no regard given to the asset class
represented by the manager. Like a fishing tackle box, the portfolio ends up with a mismatched assortment of
once brightly colored spinners and lures that serve no current purpose.

First Decision: How Many Investment Options?

There is no formula that a fiduciary can follow to determine the "best" number of investment options—the
"appropriate” number is determined by facts and circumstances. As a starting point, participant-directed DC plans
that have elected to formally, or informally, adopt 404(c) (the Department of Labor’s interpretive ruling on the
"safe harbor rules" for participant-directed plans) must offer participants at least three investment options. Most
plans have moved well beyond three choices, adding new investment options each year.3 Why? Three possible
explanations:

1. Service vendors have broadened their menu of investment options, and fiduciaries have taken advantage

by adding new asset classes.

Fiduciaries have felt the pressure to add options in response to participant demand for "hot" new funds.

3. Fiduciaries have been reluctant to perform their duty to “fire" funds that have not performed, and have
added options in lieu of getting rid of the deadwood.

n

Of these explanations, we hope the reason for the increase is the first response (adding new asset classes) as
opposed to the last two (adding "hot" funds and the reluctance to "fire"). Unfortunately, our personal observations
support the notion it's the latter two. Nevertheless, the starting point for this discussion will be to examine what
plans of similar participant size are doing (although a weak starting point, for it presupposes that the industry is
somehow converging on the right solution). The Profit Sharing Council of America (PSCA) has compiled the data

shown in Table 1, current through 1997.5
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TABLE 1

Mumber of Funds Availabla for Participant Contributions
by Plan Size

2
2
£ s

Source Pref i Shring Counc i of A s s ses p e sog

Most commonly, plans offer between seven and nine options. As a follow-on, the fiduciary may wish to adjust
from industry averages by considering the questions outlined below. In any case, fiduciaries should first
determine whether a fund/option should be eliminated before a new one is added, and should have a prudent
reason or purpose for adding the new option.

Table 2 outlines the number of investment options available depending on various factors.
TRELE 2

Factors Detarmining Investmant Options
Fewer options More op tions

Irves tim e b expoertise of fiduci ary Littl e expern ence Very exp & ienced

Investment expertiseof participan ts Little experience Viery expér ienced
Available stall to assst fiduci ary Part-tirme Full-time

Concern for fi duci ar y liabil ity Concerned Less concermed
S siti vity to plan exp erience Concer ned Less concermed
Source Prof EShming Comnc i of A sk s weee p sog

What is the investment expertise of the fiduciary? If the fiduciary is "inexperienced," fewer options may be
warranted. The fiduciary should become knowledgeable and comfortable with existing choices before expanding
the number of options. If the fiduciary is "experienced,” more investment options than the "average" could be
considered.

What is the investment expertise of the participants? A corollary to the previous question, with similar responses:
Participants should be knowledgeable and comfortable with existing choices before more options are offered. On
the other hand, if plan participants are, in turn, knowledgeable investors, the fiduciary can afford to offer more
choices.
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Does the fiduciary have the time or the staff to adequately manage the investment program? If the management
of investment decisions is just one of many corporate functions for which the fiduciary is responsible,
consideration should be given to fewer options.

If, on the other hand, the fiduciary is fortunate to have the time or an experienced investment staff, consideration
can be given to more options.

Is the fiduciary concerned about liability—being sued by participants? If the answer is yes, the fiduciary should
consider fewer options (but still sufficient to offer appropriate diversification) so that more stringent due diligence
and monitoring can be applied to the existing options. If the answer is no, the fiduciary may wish to consider
more options.

How sensitive is the fiduciary to controlling expenses associated with the plan? Every fiduciary must control and
account for all investment-related expenses, but the fiduciary who is particularly cost sensitive should consider
fewer options. More options will have a direct impact on record keeping, administrative, custodial and participant
education expenses. Indirect costs include the fiduciary’s time for oversight and monitoring of the investment
program.

Second Decision: Which Asset Classes?

Once the fiduciary has decided on the number of investment options, the next question is: "Which asset class
should be represented by each investment option?"6 Each of the models in Table 3 builds upon a previous model
—and each new asset class that is introduced is in italics. In adding an asset class, the objective is to suggest
the asset class that offers the greatest, most relevant benefits to diversification. These models should not be
viewed as the only possible solution, but rather as the most "appropriate,” in the opinion of the authors.

Third Decision: How Should the Investment Options Be Structured or Managed?

The models outlined in Table 3 represent the "core" strategies. Each of these strategies can be expanded upon,
or multiplied, by the way each investment option is structured. The two most important structural questions are
(1) whether active or passive (indexed) strategies are going to be employed and (2) whether the options will be
implemented through mutual funds (commingled accounts) or separately managed accounts.

2000_Issues/jfp0100 (4 of 8)



FPA Journal - Developing an Implementation Matrix: Lessons to Be Learned from Defined Contribution Plans

Model | Asset Class [addivons in falcs)

L0 E (|t hiree i e stment optians ane going to be ofered the most appropriate asset 1. Short bond
Lol T o ses would ardinai by be. .. — ey market,
Ma del —stah b valus,
— Gl
2. Multi-sectar bon d
3, Large-cap equity [blend)

Foiif Building upan the thiee-aption model, the addition of a founh aset cls 4. Inte mat kenal | Blendy
1T o uld be international equities. This would provide panici pants e
LT T cppad tumity for glabal esposure plus additional equity divesifcation.

Fi ve- Adding small-cap equity provides paicl pants goad diversfication o bath 5. Small-cap equity | blend?
LTI |aige cap blend and | ntermational
Mo de|

Sine hen masing to sk aptiens, i s apprapriate o consider adding an additional &, N i ediiade bond
(T T i ed-income option—In this case, intermedi & e bond,
Mo del

Seven- her addition of mid-cap (b lend) prov des panic pants coverage across all equity  EER 5 S5 EE T TGS
Option AP sizes,
Mo diel

Eight- heer e @ the seven-oplion modelexcept that Large Cap Blend is diversified 8000 50 00 TSm0 LT
o1 Bt lange-c ap value and growth, From a modeling stamnd paint, the
LTS T combi nation of The tao (value and growih) has the same lang-ferm dsks/return
profile as the kg e-cap blend. Howewer paticipants may be able o benefit fram
Transitory shon-to-intermed ae-term performance variations exhibied by
alue and qrowth allocations,

Mir & AL this point, it wioukd be appiopi ae to oons der addi ng emergi ng markets o 9. Eivengdng fiarke s
Lol Thie matrie Simce numensus studies support the thearythat a Brge percentage
LUST  of panticl paints evenly di dde thelr ponfalio acnss alli reestment optionsg
addi ng emerging markets before this point may not be prodent. For esaimple, if
mergi g markets was introduced a1 the sx-option pal g, itis conce vable tha
hetypical pamicipant would allbcate 1 7 percent (156) 1o that asset clas—a
raher aggressive allocation fior the average paticipant.

Tén- Real estae s added atthis paint, but it isimportant to undestand the
1 L0 s i ficant differences betwesn the Typical real estats investment trust (REM)
Ma del md, wersus the s k'return characteristos of awning a diversifi ed panfalio of
cal estare Most REMs invest imequity instruments. “They have cash flow
characteristics of commercial real estate, bt inthe shortterm may exhibit s hane
price volati ity similar to that of small capstocks”

ST O T e et bogical addition to & matixis hig heyield bond, By adding hig b yiekd, 11 High-yield bond
LTI thie broad rnge of fxed-income stategies (s coversd [with the exception of
LTS P |- emn band s which ane seldom | mplemeanted with etiremant ponfalios)

Twelve- her core madiel is built by adding gl bal bond. At present it is difficult 1o find 2
Lo LT It Intermational ficedd oo me fund bec ause most funds have asizable
LT I & location to the LS, market.

Sourex P kETheing Courcl of Amecs s praog

Active Versus Passive

Either an active fund/manager or an index fund, or both, could implement each of the aforementioned options.
For example, the fiduciary that wanted to offer 18 options could take the 12-option model and offer both active
and passive funds for each of the equity options.

There are several advantages to selecting index funds over actively managed accounts. First, the index should
more accurately reflect the modeled risk/return characteristics of the intended asset class of the investment
option. Second, investment expenses are generally lower. Third, the index will stay fully invested (obviously not a
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positive attribute during a market meltdown). And fourth, there is generally less fiduciary liability associated with
the selection of index funds because there is no "manager selection risk"—selecting a top performing manager
only to discover ex-post that the manager’s performance was a matter of luck, not brains.

Separate Accounts Versus Mutual Funds

Another important structural question is whether the investment option is going to be implemented through a
mutual fund or a separately managed account—an appropriate question even for defined contribution plans.
Again, the fiduciary has a responsibility to control and account for all investment-related expenses, particularly
those expenses borne by the participants. Larger plans (assets in excess of $200 million) should compare the
costs of a separately managed account (the custodian would need to be able to unitize the various separate
accounts for daily record-keeping purposes), versus the expense ratios of available mutual funds. Or the plan
should at least give priority to seeking institutional versus retail-level mutual funds.

There are additional structural issues worth considering. One is to further diversify the mid- and small-cap equity
options along the lines of large-cap—making an allocation between value and growth styles, recreating
Morningstar’s familiar nine-cell matrix, as shown in Table 4.

TABLE 4

Matrix: Diversification
of Mid- and Small-cap
Equity Options

Growth

Sourex o rnin geias

The fiduciary also may want to consider offering socially responsible investment (SRI) funds as an added
alternative to an existing option. To meet Department of Labor guidelines, the fiduciary can offer a socially
responsible fund only if the participant has access to a traditional fund within the same asset class/option. For
example, if the fiduciary wanted to offer the Domini Social Equity Index Fund (large-cap blend socially
responsible index fund), another traditional large-cap blend fund would also have to be offered.

Global Diversification

Finally, the fiduciary may further diversify "international” by (1) cap size, (2) region, (3) industrialization (emerging
versus developed countries) and (4) style (value versus growth).

Fourth Decision: What Type of Due Diligence Should Be Followed in Selecting the
Money Manager or Fund for Each Option?

Fiduciaries have a responsibility to establish a due diligence process for selecting money managers and funds,

and to monitor the activities and performance of the selected managers. The criteria to select and monitor
obviously should be similar in scope and content.
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The most important and appropriate document to record the criteria and aforementioned decisions regarding the

portfolio’s investment options is the investment policy statement (IPS). The IPS should include, at a minimum, (1)
a discussion of the number of investment options to be offered, (2) the asset classes that will be represented, (3)

the process that will be followed for selecting managers and funds, and (4) the performance criteria against which
the managers and funds will be compared.

The due diligence process should incorporate, at a minimum, the following analysis and standards:

1. Regulatory oversight. Each investment manager should be subject to regulatory oversight by either a
bank, an insurance company, a mutual fund organization or a registered investment adviser.

2. Correlation to style or peer group. The product should be highly correlated to the asset class of the
investment option (peer group). This is one of the most critical parts of the analysis since most of the
remaining due diligence involves comparisons of the manager with the appropriate peer group.

3. Performance relative to a peer group. The product’s performance should be above median for the peer
group for annual and cumulative periods (1-, 3-, and 5-year returns).

ok

Performance relative to assumed risk. The product should have above-median risk-adjusted performance
measured against the manager’s peer group—considering the fund’s alpha, Sharpe, or Morningstar risk-
adjusted measures.

6. Minimum track record. The product’s inception date should be greater than three years and the same
portfolio management team should have been in place for at least two years.

7. Assets under management. The manager should have at least $75 million under management within the
screened product.

8. Holdings consistent with style. The screened product should have no more than 20 percent of the portfolio
invested in securities "unrelated" to the asset class. For example, a domestic growth fund should not hold
more than 20 percent in cash, fixed income or international securities.

9. Expense ratios/fees: The screened product should not be in the top quartile (most expensive) of their peer
group.

10. Stability of the organization: There should be no perceived organizational problems—personnel turnover,
regulatory issues, assets coming in faster than the manager can handle, or an inability to demonstrate
"best price and execution" in trading.

In summary, fiduciaries have a legal and moral responsibility to serve their constituency by providing an
appropriate matrix of investment options. A rigorous and disciplined process must be developed and applied in
the construction of that matrix. Deviations from the process to chase the latest Wall Street fad, or the failure to
properly monitor and supervise an investment program, should be avoided so that participants have the
opportunity of achieving long-term investment success.

Endnotes

1. J.P. Morgan/American Century Retirement Plan Services originated the concept of developing a
"solutions" matrix for their 401(K) clients and commissioned the Investment Management Council (Trone)
to do the research. The results of that research comprise the main body of this text, and American
Century Investments has graciously permitted its usage. Particular recognition is given to Tom Kmak,
John Lopez, Zung Nguyen, Kristina Kalebich and Greg Johnsen.

2. Afiduciary is defined as either (1) a person who holds assets for the benefit of another person (trustees of
an investment committee), (2) a person who has discretionary control over assets (money managers), and/
or (3) a professional held in capacity of trust and renders investment advice.

3. PSCA’s Annual Survey of profit sharing and 401(k) plans. For further information, contact PSCA at Profit
Sharing/401(k) Council of America, 10 South Riverside Plaza, Suite 1610, Chicago, IL 60606; (312) 441-
8550; or www.psca.org.

4. Editorial review by Robert DiMeo on number of investment options per DC plan, DiMeo Schneider &

2000_Issues/jfp0100 (7 of 8)


http://www.psca.org/

FPA Journal - Developing an Implementation Matrix: Lessons to Be Learned from Defined Contribution Plans

Associates, Chicago, (312) 853-1000.

Ibid. PSCA’s 41st Annual Survey, Table 19, p. 16.

6. We have used common industry terms to describe the various asset classes/ styles. We have assumed
that each of the asset classes has retained its historical long-term risk/return characteristics and that the
correlation coefficients between the various asset classes have not significantly changed. For ease, we
have chosen to keep each option a single asset class. However, most vendors can offer their clients
balanced, life cycle or funds of funds that are single options diversified across multiple asset classes. The
fiduciary standards of care associated with the handling of multi-asset class investment options warrant a
separate article.

7. Editorial review by Samuel R. Karetsky on REIT investing, European Investors Incorporated, New York,
NY, (212) 644-0794.
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