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Exhibit |
Information Required by Investment Options—Example Plan
Investment Assets at Annual Benchmark | Benchmark | Management | Management
Option 12/31in Return Description Retumn Fees Fees in $000s
Description Millions in % in % (in bps) Calculated
Company Stock S &80 9.0% N/A N/A 2bp $10
Large Cap Growth $150 10.5% S&P500 10.0% 76 bp $1,140
S&P 500 Index 5 &0 10.0% S&P500 10.0% 25 bp $125
Int’l EQuity $ 80 14.5% MSCI EAFE 15.0% 120 bp $600
Bond Fund $180 8.0% Lehman 7.9% 35 bp $525
Aggregate
Total Assets $450 Total Costs $2,400

(MONITORING, from page 5)

and costs? Many plan sponsors are now
using an annual 401(k) benchmarking
database, like the one offered by CEM. In
return for completing a survey, partici-
pants are sent individualized results that
include a comparison of their total return
and cost performances relative to other
survey participants. This allows them to
compare their plan’s total performance,
fees and costs relative to other prudent
experts.

To take part in a 401(k) benchmarking
database and effectively monitor your
plan, you will need certain information.
Exhibit I shows the information required
to adequately monitor your plan at the
investment option level.

Exhibit Il

List of Ongoing Administrative & Fiduciary Costs—Example Plan
Description $ (in 000s)
Recordkeeping $540
Communication/Education $ 49
Fiduciary/oversight $112
Custodial & Trustee $117
Audit 37
Other (loan, hardship, QDRO, legal, etc.) S 45
Total Admin. & Fiduciary $900

To estimate dollars spent on manage-
ment fees, multiply the basis point man-
agement fees with the holdings invested in
each option. Exhibit I shows the calcula-
tion for our example plan.

You also need to know your adminis-
trative and fiduciary costs. Exhibit II
shows the ongoing costs that you will need
to be aware of.

You can also estimate your plan’s total
value added relative to passive alternatives
by comparing each investment option’s
actual return to its benchmark return, and
weighting each investment option’s value
added by its holdings.

What are reasonable costs for your plan?
Is 73 basis points (total costs of $3.3 mil-
lion /$450 million total assets) for our
example plan reasonable? Total plan costs
in CEM’s database range from a low of
four basis points to a high of about 80 basis
points. However, comparison of total costs
across plans of different asset size and
different asset mix is meaningless. This is
because size greatly impacts your costs,
and there are large differences in the costs
of investment options depending on their
various investment mandates.

To adjust for these differences, CEM
calculates a benchmark cost (an estimate of
what the costs for a plan should be) for
each plan. The benchmark cost is calcu-
lated by inputting each plan’s unique size
and asset mix through the benchmark cost
equation (derived using regression analy-
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Therefore, the
example plan’s total cost
of 73 basis points is higher than expected
by 14 basis points. Our expectations are
based on what other participants in our
database spend for their plans. The bench-
mark equation’s coefficient of determina-
tion or R? is 56 percent, which means our
equation explains 56 percent of total cost
differences. What explains the other 44
percent?

Factors that explain higher costs

To assess whether your costs are reason-
able, you need to understand why your
plan may be high, low or normal cost. The
major reasons include:

1. Higher proportion of passive man-
dates.

A passive mandate is where the manager

is expected to replicate a

market index rather than

CEM average of 32 percent of plan assets
invested passively. This is one reason why
our example plan is high cost.

2. Higher investment management fees.
Investment management fees are the bulk
of plan costs. If you are paying more than
similarly sized plans for similar mandates,
then your total costs will be higher. To do
this analysis right, you need to compare:

®  All-in investment management fees,
which include an allocation for
administrative costs. This is to ensure
apples-to-apples comparisons with
bundled cost arrangements whereby
investment management fees include
or subsidize administrative costs.

(See MONITORING, page 8)

the noted variables is statistically significant and impacts total costs.

sis). The benchmark cost Exhibit Il
equation calculates the 2000 CEM Benchmark Cost Regression Equation
‘relationship between :
total costs (the depen- Coefficient 2
dent variable we are Constant or Starting Estimate 91 bp 9.6
trying to explain) and oy
size and asset mix (the Size in mils (log 10) -16 bp -5.5
independent variables Percentage of total assets invested in:
fﬁlat impact total costs). * Company stock, traditional GICs, mutual fund
e 2000 CEM Bengl- window & self-directed account -26 bp -4.1
mark Cost equation is
shown in Exhibit ITI. ® Foreign assets 123 bp 29
The benchmark cost
for our example plan is Standard Error 11.1
59 basis points. It is R2 0.56
calculated as is shown
in Exhibit IV. Note: The absolute value of the 't for each variable is greater than 2. Thus, each of

outperform it. Plans with Exhibit IV

a greater proportion of Benchmark Cost Calculation for Example Pian

plac? assets _mvestecii t Vahios %
un ?I‘ passive mandates Values Coeff. Coeff.
are likely to have lower

costs. Our example plan Constant or Starting Estimate Q1 bp 91

has 12.5 percent invested

passively (S&P 500 Index Size (log 10 of $450 total assets) 2.7 -16 bp -42 bp
of $50/ total assets of o : -

$450 million less $50 % of total assets invested in:

million invested in * Co. stock = $50 mils/$450 mils total 11.1% -26 bp -3 bp
company stock, which is

neither active nor pas- * Foreign assets = $50 mils/$450 mils total 11.1% 123 bp 14 bp
e cothpated. 1052000 Calculated Benchmark Cost 59 bp
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4-year Cost-Effectiveness for Plans in Our 1997-2000 CEM Database
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Exhibit V

you must assess what you receive. One
way we do this at CEM is to measure

4%

2%

High Value-Low Cost 4

0%

-6%

Low Value-Low Cost

total plan “value added” relative to
passive alternatives. This is an impor-
tant aggregate measure of what you
received for your management fees,
which make up the bulk of most plans’
costs.
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Total plan value added is a weighted
average sum of individual investment
options’ value added relative to their
passive alternatives (i.e., actual total
return less benchmark return). The
weightings equal the percentage of
| assets invested in each option. Com-
pany stock options are neutralized by
setting their benchmark return equal to
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{MONITORING, from page 7)

® Against similar-sized plans, because
total plan size greatly impacts how
much you pay for services.

® Similar style mandates, because
different styles have very different
costs. For example, international
mandates are generally more expen-
sive than domestic mandates.

3. Higher administrative and fiduciary
costs.
If you are paying higher administrative
and fiduciary costs than similarly sized
plans, than this is contributing to your
higher costs. Though administrative costs
are usually priced per member, we have
found that plan size is a better predictor of
administrative costs than number of plan
members. You also must compare your
costs with plans with similar arrange-
ments. For example, if you have an un-
bundled cost arrangement, compare your
administrative costs to plans with un-
bundled arrangements and not bundled
arrangements.

lue received

Last but not least, to assess reasonableness

40bp

the actual return. The example plan’s
total value added is 14 basis points.

In the 2000 CEM database, total plan
value added ranged from a low of -5.8
percent to a high of 11.7 percent. However,
“value added” is best reviewed on a
longer-term basis because short-term
performance tends to be volatile. The 4-
year value added experience of plans in
our CEM database range from a low of 5.4
percent to a high of 3.3 percent, with an
average value added of 0.2 percent.

Cost-effectiveness

By combining total value added and the
results of the benchmark cost analysis, we
can assess a plan’s cost-effectiveness.
Exhibit V shows the cost-effectiveness
experience of plans with four years of data
in our database.

Is there a relationship between spend-
ing more and higher value added? For the
period 1997-2000, there is no statistically
significant relationship between spending
more and getting more value added—
another reason for staying on top of your
plan costs besides the very persuasive
fiduciary ones. m-

PROFIT SHARING /MAY-JUNE 2002



