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Over the past decade, the retirement industry and all involved have witnessed a

tremendous amount of change, which was marked by the growing importance of defined contr

ibution (DC) plans. The shift toward DC plans has not been without its critics, who

doubt the ability of participants to achieve retirement readiness in this new world.

While there is no silver bullet to achieving retirement readiness, nor is there a

guarantee, there are ways plan sponsors can improve the probability of success for their

participants. Simply stated, the probability of success is improved when people save

more money, for a longer period of time, while invested in a diversified portfolio. 

While these basic concepts are well known across the retirement industry and easy to

grasp, plan participants often look past them as they focus on more immediate needs and

desires early in their careers. Thankfully with the passage of the Pension Protection Ac

t (PPA) in 2006, plan sponsors were afforded various safe harbors that automated

meaningful improvements across these critical areas:

 

Basic automatic enrollment:(automatic contribution arrangement [ACA])

 

Allows an employer to automatically deduct elective deferrals from an employee’s

wages unless the employee makes an election not to contribute or to contribute a

different amount

 

Qualified automatic contribution arrangement (QACA)

 

Uniformly applies the plan’s default deferral percentage to all employees after

giving them the required notice

 

Qualified default investment alternative (QDIA)

 

An investment option that is appropriate as a single investment capable of meeting a

worker’s long-term retirement savings needs and could include target date funds,

management accounts or balanced funds

 

Over the long term, the above should work to significantly improve retirement readiness.

 

For example, if a participant delays saving by one year, the ending balance at

retirement declines by ~5%, all else equal. If that delay stretches out to five years,
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the ending balance declines by more than 22%.

 

At Retirement Balance

 

Packing an even larger punch is the savings rate, in which a 1% increase over a 40-year

working career can mean an 11% higher balance at retirement. Should the employee

participate in auto-escalation, where the savings rate increases 1% per year from 6% to

10%, the ending balance increases a staggering 39%.

 

At-Retirement Balance

 

Of course, it isn’t enough to simply identify the impact that saving more for longer in

a diversified portfolio can have. These tools must be utilized if participants are to

reap their benefits. The good news is that in our conversations with plan sponsors,

consultants and advisors, we are constantly told that these features have been widely

adopted. More broadly, according to Callan’s 2017 Defined Contribution Trends Survey,

roughly 65% of DC plans employ auto-enrollment, with one-third of plans not using auto-

enrollment because their participation rate is already sufficient. Furthermore, auto-

escalation has enjoyed rapid adoption in recent years, going from 35% in 2011 to 63% in

2016.

 

With respect to QDIAs, we’ve also witnessed significant adoption. According to Vanguard’

s How America Saves 2016, eight in 10 plans have elected a QDIA. Why is this
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significant? Because, according to research, participants receiving some level of

professional help versus the do-it-yourself participants enjoy a positive performance ga

p of more than 3%. Our work suggests that a performance gap of even 1% yields an at-

retirement balance increase of more than 27%. 

At-Retirement Balance

 

When considering actual participant data as provided by the Employee Benefit Research In

stitute, we can observe a clear difference in usage, with younger participants and those

with shorter tenure making greater use of balanced funds (either target date or target

risk funds). Couple that with the inertia that dominates DC plan participants and we

have strong reason to believe that a significant number of participants will not suffer

the performance gap of the do-it-yourself crowd in the future.

 

As you can see, there is much reason for optimism that tomorrow’s DC plan participants,

ever more reliant on their defined contribution balances to fund their retirement, will

invest better and save more for longer moving forward. 

Of course, participants face many challenges in their quest to achieve retirement

readiness, which will be the subject of a future post.

For standardized performance and the most recent month-end performance click here NOTE,

this material is intended for electronic use only. Individuals who intend to print and

physically deliver to an investor must print the monthly performance report to accompany

this blog.

For more investing insights, check out our Economic & Market Outlook

View the online version of this article here.
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IMPORTANT INFORMATION

U.S. investors only: Click    here to obtain a WisdomTree ETF prospectus which      

contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign

investing involves currency, political and economic risk. Funds focusing on a single

country, sector and/or funds that emphasize investments in smaller companies may

experience greater price volatility. Investments in emerging markets, currency, fixed

income and alternative investments include additional risks. Please see prospectus for

discussion of risks.

 

Past performance is not indicative of future results. This material contains the

opinions of the author, which are subject to change, and should not to be considered or

interpreted as a recommendation to participate in any particular trading strategy, or

deemed to be an offer or sale of any investment product and it should not be relied on

as such. There is no guarantee that any strategies discussed will work under all market

conditions. This material represents an assessment of the market environment at a

specific time and is not intended to be a forecast of future events or a guarantee of

future results. This material should not be relied upon as research or investment advice

regarding any security in particular. The user of this information assumes the entire

risk of any use made of the information provided herein. Neither WisdomTree nor its

affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal

advice. Investors seeking tax or legal advice should consult their tax or legal advisor.

Unless expressly stated otherwise the opinions, interpretations or findings expressed

herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or

re-disseminated in any form and may not be used as a basis for or component of any

financial instruments or products or indexes. None of the MSCI information is intended

to constitute investment advice or a recommendation to make (or refrain from making) any

kind of investment decision and may not be relied on as such. Historical data and

analysis should not be taken as an indication or guarantee of any future performance

analysis, forecast or prediction. The MSCI information is provided on an “as is” basis

and the user of this information assumes the entire risk of any use made of this

information. MSCI, each of its affiliates and each entity involved in compiling,

computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly

disclaims all warranties. With respect to this information, in no event shall any MSCI

Party have any liability for any direct, indirect, special, incidental, punitive,

consequential (including loss profits) or any other damages (www.msci.com)

 

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom,

Tripp Zimmerman, Michael Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph

Tenaglia, Jeff Weniger, Matt Wagner, Alejandro Saltiel, Ryan Krystopowicz, Jianing Wu,

and Brian Manby are registered representatives of Foreside Fund Services, LLC.

 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

Defined contribution : Type of retirement plan where participants decide to defer part

of their current compensation into the plan and assume the risk of having sufficient

future assets in retirement.

Pension Protection Act (PPA)     : An act of legislation that makes a large number of

reforms to U.S. pension plan laws and regulations. It also attempts to strengthen the

overall pension system and reduce the reliance on the federal pension system and the

Pension Benefit Guaranty Corporation.&nbsp.
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