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CONGRESSIONAL AND REGULATORY CHANGES TO TARGET DATE FUNDS

l. Target Date Funds

A. Performance Issues Concerning Target Date Funds.

Target date funds are popular default investment vehicles for 401(k) plans. As a legal
matter, these investment products are typically established as mutual funds (i.e., open-end
investment companies registered under the Investment Company Act of 1940), although these
products can also be formed as bank collective funds and other pooled investment vehicles.

Target date funds are a type of balanced fund, with investments in a mix of asset classes.
They are designed to provide a convenient investment solution for individual investors who do
not want to be burdened with the responsibility of finding the right mix of assets for their
retirement investments. The defining characteristic of a target date fund is its “glide path,”
which determines the overall asset mix of the fund over time. The fund’s asset allocation
automatically becomes more conservative (i.e., higher allocation to fixed income investments
and lower allocation to equity investments) as the fund gets closer to its target date.

Despite the immense popularity of these financial products, Congress and regulators have
voiced deep concerns regarding the design of target date funds, especially funds with near-term
target dates. The average investment loss for funds with a target date of 2010 was roughly -25%
due to the market turmoil in 2008, with individual fund losses running as high as -41%,
according to an analysis by the SEC.!

B. Administration’s Proposals for Target Date Funds.

1. Retirement Policy Objectives.

In light of the surprising level of volatility across a number of target date funds
intended for the oldest of retirees, the Obama Administration now seeks to improve the
“transparency of target date and other default retirement investments.”?

Specifically, the Administration aims to require “clear disclosure regarding target-
date funds, which automatically shift assets among a mix of stocks, bonds, and other
investment over the course of an individual’s lifetime. Due to their rapidly growing
popularity, these funds should be closely reviewed to help ensure that employers that
offer them as part of 401(k) plans can better evaluate their suitability for their workforce
and that workers have access to good choices in saving for retirement and receive clear
disclosures about the risk of loss.”*

! Based on SEC staff analysis of data as of October 14, 2009, as presented in the testimony of Mr. Andrew J.
Donohue, Director, SEC Division of Investment Management, before the United States Senate Special Committee
on Aging on October 28, 2009.

2 Budget of the U.S. Government, Fiscal Year 2011, Office of Management and Budget.

® Annual Report of the White House Task Force on the Middle Class, February 2010.



2. SEC and DOL Comments at Senate Hearing.

The Administration’s announcement is consistent with comments made by senior
representatives of both the U.S. Securities and Exchange Commission and the DOL at a
hearing before the Senate Special Committee on Aging on October 28, 2009.*

At this hearing, the Director of the SEC’s Division of Investment Management
reported that it was focusing on the regulation of target date funds, with a view towards
making recommendations in 2 areas: (1) fund names (e.g., use of a target year in the
name of the fund), and (2) fund sales materials.

The Assistant Secretary of Labor of EBSA reported that the DOL was re-
examining the QDIA regulations to ensure meaningful disclosure is provided to
participants and that it was also considering more specific guidelines for selecting and
monitoring target date funds as a default investment and as an investment option. Both
agency representatives acknowledged that additional rules were necessary to protect plan
participants, and both agencies appear to favor enhanced disclosure with respect to target
date funds.

3. DOL’s New Guidance on Target Date Funds.

On April 26, 2010, the DOL announced in its Spring 2010 Semiannual Regulatory
Agenda that it will be amending its QDIA regulations to ensure participants receive
proper disclosure whenever target date funds are used as the plan's default investment.

On May 6, 2010, the DOL and the SEC issued joint guidance on target date funds
entitled, “Investor Bulletin: Target Date Retirement Funds,” proving basic guidance
concerning the features of target date funds, and the ways to evaluate a target date
retirement fund that will help increase awareness of both the value and risks associated
with these types of investments.

As announced in its Regulatory Agenda and as recently confirmed by Assistant
Secretary Borzi, the DOL will also be issuing a “best practices” fiduciary checklist later
this year, which is designed to assist small and medium-sized plan sponsors evaluate and
select target date funds.

4. SEC Proposal to Change Advertising Rules for Target Date Funds.

* Testimony Concerning Target Date Funds by Andrew J. Donohue, Director, Division of Investment Management,
U.S. Securities and Exchange Commission, Before the United States Senate Special Committee on Aging, October
28, 2009; Testimony of Phyllis C Borzi, Assistant Secretary of Labor, Employee Benefits Security Administration
Before the Special Committee on Aging, United States Senate, October 28, 2009.
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The SEC voted unanimously on June 16, 2010, to propose rule amendments
requiring target date funds to clarify the meaning of the date in a target date fund’s name
and to enhance the information provided in advertisements to investors.

Under the proposed rules, if adopted, marketing materials for target date funds
that include a date in their name would also have to include the fund’s expected asset
allocation at the target date as a “tag line” immediately adjacent to the fund’s name. The
newly proposed rule would also require the marketing materials to include a visual
depiction, such as a chart or graph, showing a fund’s glide path over time.

Marketing materials would also have to include a statement of the target date
fund’s asset allocation at the “landing point” (i.e., when the fund becomes most
conservative) and when the fund will reach the landing point. In addition, the marketing
materials would need to state that a target date should not be selected solely based on age
or anticipated retirement date; that the fund is not a guaranteed investment and that asset
allocations may be subject to change without a vote of shareholders

In response to the SEC's request for comments on its proposed regulations, the
SEC received less than 50 response letters. However, three U.S. Senators submitted a
well-publicized letter on August 23, 2010 (the last day of the comment period)
recommending that the SEC require additional disclosures, including the relevance of the
date used in the fund name and the use of any affiliated underlying funds.

The 3 Senators included Sen. Tom Harkin (D-lowa), Chairman of the Health,
Education, Labor and Pensions (HELP) Committee; Sen. Michael Enzi (R-Wyoming),
Ranking Member of the HELP Committee; and Sen. Herb Kohl (D-Wisconsin),
Chairman of the Aging Committee. The letter also expressed the Senators' deep concern
"about the limited scope of the proposed rule™ which currently applies to mutual funds
only, and encouraged the SEC to work closely with the DOL to the extent the SEC lacks
jurisdiction to broaden the scope of its rule to non-mutual fund target date products

C. Conflicts of Interest in Fund-of-Funds Structure. Target date funds typically have

a “fund of funds” tiered investment structure. Instead of investing in portfolio securities directly,
the target date fund actually invests in other mutual funds, which in turn invest in portfolio
securities. A conflict of interest arises in this fund-of-funds structure because many target date
funds invest in affiliated mutual funds.

From a product development perspective, when a fund family creates a target date fund, it

naturally has a financial incentive to include as many affiliated underlying funds as possible in
the fund-of-funds product, increasing its aggregate compensation through the fees paid to the
underlying fund managers. Such compensation would be in addition to any wrap-fee that is
charged directly by the manager of the target date fund. In the report prepared by the Senate
Special Committee on Aging, it was reported that target date funds have higher expense ratios

The Wagner Law Group — Specializing in ERISA, Employee Benefits and Executive Compensation Law

3



than the rest of the core portfolio in 401(k) plans.® Furthermore, although many target date
funds invest in affiliated underlying funds exclusively, the reality is that many fund families do
not have “best in class” funds for each and every applicable asset class.

A related conflict arises with respect to the mix of funds that underlie the target date
fund. Because equity funds typically pay higher fees than other funds, the fund family has an
incentive to design the target date fund so that it has a higher exposure to equity, increasing its
aggregate fees at the expense of plan participants and also increasing the product’s expected
volatility. This conflict arises at the product design stage and persists to the extent the fund
manager has the discretion to increase allocations to underlying equity funds.

The Senate Special Committee on Aging, as well as the DOL, have observed that target
date funds have what appears to be an over-concentration in equity investments. Thus, even in
funds with a target date of 2010, underlying equity funds constituted up to 68% of assets, which
in turn contributed to recent volatility and investment losses.

Although an investment manager for a target date fund is permitted to invest in affiliated
underlying funds under the Company Act, it would not be permitted to manage the target date
fund’s investment in this conflicted manner if it were actually subject to the fiduciary standards
under ERISA.

D. DOL Advisory Opinion 2009-04A (Requested On Behalf of Avatar Associates).

1. Fiduciary Status of Asset Managers. Generally, when a person or firm
manages the assets of an ERISA plan, the person or firm becomes a fiduciary with
respect to the plan and is subject to the standard of care mandated under ERISA.
However, there is a general exception that applies when a plan invests in shares of a
mutual fund.

e Under Section 401(b)(1) of ERISA, when a plan invests in a security issued
by a registered investment company, “the assets of such plan shall be deemed
to include such security but shall not, solely by reason of such investment, be
deemed to include any assets of such investment company.” Thus, when a
plan invests in shares of a mutual fund, the underlying assets of the mutual
fund are not deemed to be plan assets.

e Under ERISA Section 3(21)(B), a plan’s investment in a registered investment
company “shall not by itself cause such investment company or such
investment company’s investment adviser” to be deemed to be a fiduciary.
Accordingly, the mutual fund’s investment adviser is generally not deemed to
be a fiduciary of the plan investing in such mutual fund.

® Target Date Retirement Funds: Lack of Clarity Among Structures and Fees Raises Concerns, Summary of
Committee Research, United States Senate Special Committee on Aging (October 2009).
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The combined effect of these rules is to create a carve-out from ERISA’s
fiduciary rules for mutual fund investment managers. To illustrate its significance, let’s
assume that a plan sponsor has appointed a professional asset manager to invest a
segment of the plan’s portfolio in U.S. large cap securities. The appointed asset manager
would clearly be a fiduciary subject to ERISA’s fiduciary requirements.

Similarly, if the plan sponsor decided to invest this segment of the plan’s portfolio
in a bank collective fund investing in U.S. large cap securities, the bank managing this
collective fund would automatically be deemed a plan fiduciary. However, if the plan
sponsor were to invest this segment of the plan’s portfolio in a U.S. large cap mutual
fund, the fund’s manager would not be subject to any of ERISA’s fiduciary requirements.

2. Are Mutual Fund Managers Ever Subject to ERISA? The Wagner Law
Group believes that the managers of target date funds can as a matter of law be held
responsible for their conduct as ERISA plan fiduciaries in certain instances. Section
3(21)(B) of ERISA provides that a plan’s investment in a mutual fund “shall not by itself
cause such [fund] or such [fund’s] investment adviser or principal underwriter to be
deemed to be a fiduciary (emphasis added).” This wording demonstrates that the
exception whereby target date fund advisers escape fiduciary status does not apply in all
instances and is not absolute.

In the firm’s recent request to the DOL on behalf of Avatar Associates, it
requested clarification on the scope of this exception as applied to target date funds
investing in other affiliated mutual funds. In its response letter, Advisory Opinion 2009-
04A, the DOL declined to rule that the investment advisers to such funds should be
viewed as fiduciaries to investing plans.

3. Plan Sponsors Are Alone in Fiduciary Responsibility. The implications of
the DOL ruling are clear and may be surprising to many plan sponsors. A participant
who is defaulted into a QDIA is responsible for his or her passive decision, or “negative”
election, to invest in this specific investment option. However, the preamble to the
DOL’s final regulations on QDIAs states that the plan fiduciary continues to have the
obligation to prudently evaluate, select and monitor any investment option that will be
made available to the plan’s participants, including any option that is used as a default
investment for a plan with an automatic enrollment feature.

The Assistant Secretary of Labor of EBSA, in her testimony regarding QDIAs
before the Senate Special Committee on Aging, stated that “[the plan sponsor] continues
to have the obligation to prudently evaluate, select, and monitor any investment option
that will be made available to the plan’s participants and beneficiaries.” In other words,
the plan sponsor remains responsible for ensuring that the QDIA, just like any other
option in the plan’s investment menu, is a prudent investment choice.

Since the managers of target date funds do not have any fiduciary duty under
ERISA with respect to the plans investing in them, plan sponsors alone are responsible
for the selection and monitoring of target date funds and the construction, management
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and oversight of their portfolios of underlying funds. Unfortunately many plan sponsors
incorrectly believe that they do not need to evaluate the target date fund’s underlying
investments, and they wrongly assume that fund managers have accepted this
responsibility as ERISA fiduciaries on their behalf.

E. Congressional Scrutiny of Target Date Funds.

On December 16, 2009, U.S. Senator Herb Kohl (D-WI), chairman of the Senate Special
Committee on Aging, announced his intent to introduce legislation that would require target date
fund managers to take on ERISA fiduciary responsibility in order for such funds to be eligible
for designation as the plan’s QDIA. Senator Kohl was quoted as taking issue with the fact that
“[m]any target date funds are composed of hidden underlying funds that can have high fees, low
performance, or excessive risk” and concluding that “there is no question that we need greater
regulation and transparency of these products.”

Unlike the Obama Administration’s regulatory proposal to improve disclosure with
respect to target date funds, Senator Kohl’s legislative proposal involves imposing ERISA’s
fiduciary standards on target date fund managers. Due to the nature of ERISA’s prohibited
transaction rules, Senator Kohl’s proposal would require substantial changes to the current “fund
of funds” structure and fee arrangements in many target date fund products.
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