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“True prudent
fiduciary practices
should deliver
optimal results.
Poor or partial
fiduciary practices
will deliver sub-
optimal or even
poor results.™

he previous statement is

from written testimony

associated with the March

6, 2007 Congressional
Hearings on “Are Hidden Fees
Undermining Employee Retirement
Income Security?”

Although that statement is
sufficiently clear and simple by
itself, its succinctness may lead a
reader to overlook the greater
substance of its meaning. The
statement reveals that many 401(k)
plans are, to a full or partial degree,
managed by non-fiduciaries, or
more accurately, those who claim
not to be fiduciaries. Service
providers or individuals who resist
fiduciary status also resist the high
level fiduciary standards of care
associated therewith. Those stan-
dards exist for the benefit of partici-
pants and beneficiaries, and are
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critical to producing optimal long-
term results.

Apologists suggest that it does
not matter whether service provid-
ers accept fiduciary status or not.
We disagree. In fact, we believe that
the value of an Independent Fidu-
ciary to both a plan sponsor and
participants is not only measurable,
but is substantial. This paper will
explore and expose the economic
impact of utilizing an Independent
Fiduciary, and inversely, reveal the
cost of the status quo.

Prudence is the keystone of all
Independent Fiduciary procedures,
processes, behaviors, actions, etc.
Without it, sub-optimal results are
certain. But what is prudence?

Prudence is: “the attitudinal
environment of loyalty in which
all circumstances and events are
judged, decisions are made, actions
are taken, consequences of those
decisions and actions are evalu-
ated, and responsibility taken for
those decisions and actions.” >

It is within that environment of
loyalty, resting upon Four Pillars of
Prudence, that optimal results are
produced.3

+ Fiduciary Judgment

+ Fiduciary Decision

« Fiduciary Evaluation

+ Fiduciary Accountability

An Independent Fiduciary’s
practice, founded upon those four
pillars and operating with an
environment of loyalty, will produce

optimal results for participants and
beneficiaries. We assert that the

value to an ordinary thirty-five year
old 401(k) plan participant over the
next thirty years exceeds $450,000.

re costs really that impor-

tant? Yes. Morningstar’s

director of mutual fund

esearch, writes, “Look

for low costs—still the best predic-
tors of performance.” Managing
plan costs may best be accom-
plished by a professional Indepen-
dent Fiduciary due to its inherent
complexity. The compelling eco-
nomic reasons will follow.

As a matter of meeting fiduciary
standards of care, managing costs is
the first item of business. Decision
makers, whoever they may be, must
at first be able to evaluate whether a
particular service is sufficiently
valuable to pay for. Yet the current
state of the industry obscures both
fees/costs and the services they
underwrite, impeding a fiduciary’s
fundamental duty.

In 2006 the 401(k) industry
generated roughly $85 billion in
revenue through investment man-
agement fees and administrative
charges. That $85 billion equates to
over 3 percent of the combined
retirement savings of the 50 million
American workers who actively
invest in 401(k) plans. The conse-
quences of those fees are significant.
Using Government Accountability
Office assumptions, fees of 3 per-
cent will cut retirement income by
over 70 percent over a forty-year
career. If the present situation
persists, millions of American
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workers will be deprived of the
opportunity to retire with dignity.

There are several significant
inefficiencies in the 401(k) industry
that illustrate the present situation,
including but not limited to a lack of
transparency or disclosure of fees
and a misalignment of incentives on
the part of employers and providers.

The two primary concerns about
the current 401(k) environment are
fiduciary indifference and the lack
of fee disclosure. Sadly, these two
issues are closely aligned.

The retirement plan industry has
failed to provide clear and easy-to-
understand fee disclosure. Plan
providers, brokers, brokerage firms,
insurance companies, mutual fund
companies and third-party adminis-
trators and other non-fiduciaries
have all contributed to this problem.
Unfortunately, the retirement
security of millions of plan partici-
pants has been put at risk because
of hidden fees, high expenses,
conflicts of interest and poor
investment returns.

However, many plan fiduciaries
are also guilty for what has trans-
pired because they have not taken
their responsibilities seriously,
devoted the time necessary to

Table 1

After 20 Years

Lifetime income assuming $68,964 in additional savings

Sixty-Five Year Old Male
Sixty-Five Year Old Female

After 25 Years

Lifetime income assuming $120,675 in additional savings

Sixty-Five Year Old Male
Sixty-Five Year Old Female

After 30 Years

Lifetime income assuming $181,440 in additional savings

Sixty-Five Year Old Male
Sixty-Five Year Old Female

become educated and failed to hold
their service providers accountable.
Many plan fiduciaries have exposed
themselves to significant liability for
failing to clearly identify and under-
stand the total cost of their plans.
Most importantly, they have failed
their participants by allowing costly
plans to eat away at retirement
savings. For example, additional
plan expenses of only 0.50 percent
over a 30-year period can reduce
retirement income by over 13
percent.5
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$68,964

Year 10

$16,531

Year 15
$36,283

Monthly Annual
Income Income
$477 $5,724
$447 $5,364
$835 $10,020
$783 $9,396
$1,255 $15,060
$1,177 $14,124

Since a fiduciary has a duty to
ensure the plan only pays reason-
able expenses, it follows that the
fiduciary must know who is being
paid and how much compensation
is being received for the services
provided to the plan. Only by know-
ing can a fiduciary decide if the plan
fees are reasonable. Appointing an
Independent Fiduciary to lead this
process is a wise decision.

Chart 1 illustrates the effect high
fees can have on a thirty-five year
old participant who has an account

Year 25

$120,675

Year 30
$181,440
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balance of $66,650,° makes $7,500
in annual contributions and earns a
7 percent annual rate of return.
Reducing total cost from 2 percent
to 1 percent yields a cost savings
sufficient for this worker to retire
with an additional $181,440 in
assets.

o put this into perspective,
assume the participant
retires at age 65. Using
the additional assets, the
participant could purchase an im-
mediate annuity’” guaranteeing a
monthly stream of income for the
rest of their life (see Table 1).
Consider what an additional
$450 to $1,250 in monthly income
could do for a retiree’s quality of
life. It could provide the ability to
pay for additional food, medication,
or a trip to see the grandkids. For
some, it may even eliminate the
need to choose between paying the
rent or the power bill each month.
Appointing an Independent
Fiduciary to identify and reduce the
costs associated with a retirement
plan is a prudent decision for any
plan trustee. Such a professional
has the expertise required to un-
cover both the explicit fees (such as
expense ratios) as well as implicit
fees (such as trading costs, revenue-
sharing, etc.) that serve to reduce
participant returns and threaten
retirement success. In the example
above, the Independent Fiduciary
created over $181,000 of value
during the career of this single
participant simply by maintaining
vigilance over plan fees. Multiply-
ing this value creation across an
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entire workforce makes the argu-
ment of hiring an Independent
Fiduciary even more compelling.

n February 20, 2008 the
Supreme Court ruled
unanimously in LaRue
v. DeWollff that plan
participants can sue plan admin-
istrators for breaching their fidu-

Annual Participant Returns

8.0%

Do-it
yourself

Professionally
managed
approach

ciary duties. The good news is that
an employer’s ability to mitigate
most if not all practical day-to-day
fiduciary risk is well within their
reach. Not only is it economically
viable for a Plan Sponsor to receive
protections from fiduciary risk, it is
economically viable for participants
as well. It is also equally simple.
But how?

High costs, while a major threat
to the retirement security of mil-
lions of Americans only represents
part of the problem. When these
costs are combined with less than
optimal investment performance,

participants are virtually ensured of
unsuccessful retirement outcomes.

A study commissioned by John
Hancock tracked the performance
of 14,487 plan participants from
1997-2006 and compared the
results of those participants who
selected a professionally managed
approach (John Hancock Lifestyle
Portfolios) to those who chose to
make their own investment deci-
sions (do-it-yourselfers).®

The study determined that 84.2
percent of do-it-yourselfers would
have fared better in a single profes-
sionally managed portfolio than
they fared by selecting their own
investments. In addition, partici-
pants who chose to allocate all their
contributions to a single profession-
ally managed approach outper-
formed do-it-yourself participants
by 1.9 percent annually (7.2 vs. 5.4
percent). Do-it-yourselfers as a
group ended the period with 11
percent lower account balances.

The study also demonstrated
that do-it-yourselfers typically
shared the following characteristics:

« Lack of Diversification: The
average number of funds selected
was 3.9.

+ Lack of Discipline: These par-
ticipants tended to allocate their
balances to popular funds at the
time of their enrollment and
made few changes afterwards
(such as systematic rebalancing).

« An Unbalanced Approach: These
participants tended to allocate
their accounts at opposite ends of
the risk spectrum (conservative
or aggressive) rather than taking
a more balanced approach.

Further research paints an even
bleaker picture. A recent study? by
DALBAR Financial Services tracked



investor’s behavior in chasing
market returns from 1987-2006.
Over this twenty year period the
S&P 500 yielded 11.8 percent per
year while the average investor only
earned 4.3 percent.

The data clearly demonstrates
that the vast majority of partici-
pants lack the knowledge, skill and
discipline to make good investment
decisions. A better overall approach
is for an Independent Named
Fiduciary to appoint an Indepen-
dent Investment Fiduciary (known
as a 3(38) “investment manager”) to
build and manage model portfolios
for participants. The investment
manager accepts ERISA “discretion”
over plan assets and assumes full
responsibility (and therefore liabil-
ity) for those fiduciary functions.*
As well-known ERISA attorney Fred
Reish points out, in this scenario
the Independent Investment Fidu-
ciary takes on “virtually all of the
fiduciary responsibility.”"

Noted fiduciaries Jeffrey C.
Chang, W. Scott Simon and Gary K.
Allen have asserted the value of this
approach:

“Yet few 401(k) plans offer
portfolios as investment options.
Instead, they offer stand-alone

mutual funds or individual stocks
as investment options. Such options
can be likened to the parts that
make up a car. The participants
are asked, in effect, to assemble all
the parts (i.e., stand-alone invest-
ment options) on their own in order
to manufacture a car (i.e., a port-
folio). With a model portfolio, the
parts are already assembled for
the participant; all he or she needs
to do is provide the ERISA-defined
investment manager with enough
information so that the manager
can select the appropriate car from
the menu of five or six investment
options that comprise the cars sit-
ting on a showroom floor. There is
simply no better way to diversify
the risk of a portfolio.”

This professionally managed
approach not only benefits the plan
sponsor through the transfer of
fiduciary responsibility but should
deliver better returns over time for
plan participants.

Commenting on the LaRue vs.
DeWolff ruling, attorney George L.
Chimento raises a valid question:

“Are participants really better
off self~managing their retirement
assets, doing something they were
not educated to do? Perhaps it’s

safer, and better for all parties, just
to have an “old fashioned” man-
aged fund, without participant
direction, and to employ properly
certified investment managers who
can be delegated fiduciary liability
under ERISA. A dividend of LaRue
is that it may cause employers to
step back and reconsider the cur-
rent, expensive, and dangerous fad
of self-direction.” 3

Earlier, we demonstrated the
significant economic value an
Independent Fiduciary creates for
participants simply through the
reduction of plan fees. However,
this value is multiplied nearly 2.5
times by combining lower costs with
better investment outcomes.

Chart 3 assumes the same basic
information as our first illustration
but uses different investment
returns. In the first scenario, we
assumed that a participant earned a
7 percent annualized rate of return,
except costs were reduced from 2 to
1 percent. In this scenario, we
compare the difference between a
participant making their own
investment decisions and earning a
return of 5.3 percent annually with
expenses of 2 percent versus the
same participant choosing a profes-

Participant Savings (Cost Reduction + Improved Returns)
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Table 2

After 20 Years

Lifetime income assuming $179,107 in additional savings

Sixty-Five Year Old Male
Sixty-Five Year Old Female

After 25 Years

Lifetime income assuming $305,424 in additional savings

Sixty-Five Year Old Male
Sixty-Five Year Old Female

After 30 Years

Lifetime income assuming $450,099 in additional savings

Sixty-Five Year Old Male
Sixty-Five Year Old Female

sionally managed portfolio that
earns 7.2 percent annually with
expenses of 1 percent. The combi-
nation of these two factors means
that over a thirty-year period this
participant would retire with an
additional $450,099.

Table 2 illustrates the guaran-
teed lifetime income that could be
purchased by the participant with
the additional assets.

Consider for a moment how
critical the decision is whether or
not to hire an Independent Fidu-
ciary. Using our example, this step
could mean more than $450,000 in
additional retirement assets for an
average participant, representing
anywhere from $1,200 to $3,100 in
additional monthly retirement
income for life.

Prudent plan sponsors who
understand their duty to act “solely

Monthly Annual
Income Income
$1,239 $14,868
$1,162 $13,944
$2,113 $25,356
$1,982 $23,784
$3,114 $37,368
$2,921 $35,052

in the interest of the participants
and beneficiaries and for the exclu-
sive purpose of providing benefits to
participants and their beneficiaries”
would be wise to engage an Inde-
pendent Fiduciary. This decision
alone could determine whether
participants “retire with dignity or
in despair” as industry expert
Brooks Hamilton has stated.

Retirement Income —
What Participants
Want Most

he powerful statistics

above show the flaw in

permitting participants

to control their own ac-
counts. By so doing, what they want
most — i.e. retirement income — will
likely be diminished. Why encour-
age less when more is well within
the reach of all?

Conclusion
here is a special fiduciary
science behind achiev-
ing optimal results in a
retirement plan. Skilled
Independent Fiduciaries know how
to reduce risk to plan sponsors, in-
crease benefits to plan participants,
and improve the security of future
retirees. The appointment of an
Independent Fiduciary is excellent
“insurance” for a plan sponsor. Like
hiring legal counsel or seeking med-
ical attention from a skilled physi-
cian, appointing an Independent
Fiduciary is the logical, intelligent
solution to dealing with the rapidly
changing, increasingly litigious
retirement plan environment.
More importantly, this decision
may be the difference between a
terrific retirement and a terrifying
one. After all, who wouldn’t want
several thousand dollars of addi-
tional monthly income? That is the
value of an Independent Fiduciary.
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