
SWEET: Lori, let’s start with the 2006 Pension Protection
Act. What are the most notable provisions?

LUCAS: The dominant theme we see in the Pension Protection Act
with respect to defined contribution plans is that the PPA is seeking
to create a more “fool proof ” way for DC participants to accumu-
late retirement assets. The PPA essentially takes some of the features
we typically see in defined benefit plans and creates that experience
in DC plans so that people can be more successful with their savings
and investments. 

For example, about 30% of individuals who are eligible for 401(k)
plans typically do not invest in them. That’s a huge concern in an
environment where the 401(k) plan is increasingly the primary—or
only—employer-sponsored source of retirement income. Provisions
that help people save in 401(k) plans, such as automatic enrollment,
got a lot of support in the Pension Protection Act. For example, the
PPA offers 404(c) protection for qualified default investment alterna-
tives (QDIAs) that can be used with automatic enrollment. This
makes it much easier for plan sponsors to offer automatic 
enrollment.
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What do you mean by a QDIA?

LUCAS: A QDIA is an investment that is
used as a default for automatic enrollment
that meets a specific list of criteria. The
Department of Labor’s draft guidelines for
QDIAs say that such investments must be
either a target-date fund, a balanced fund
(target risk), or a managed account. If the
default is one of these investments—and
meets certain other criteria—then money in
that investment has safe harbor protection,
meaning plan sponsors are liable for choos-
ing the investment, but they are not respon-
sible for the participants’ use of the invest-
ment. Such safe harbor protection is impor-
tant to many plan sponsors. In the past,
though, there has been no clear way to have
404(c) protection with defaulted monies.
This new provision in the Pension
Protection Act provides this safe harbor
relief.

What has been used as an investment
default historically, and where might
that be shifting?

LUCAS: Traditionally, plan sponsors have
often used capital preservation vehicles such
as money market funds or sta-
ble value funds as defaults.
This was considered a “safer”
choice from a fiduciary per-
spective. However, the Pension
Protection Act specifically
states that not only capital
preservation, but also capital
appreciation are important
features of a QDIA. The
DOL went one step further in
its guidelines by not including
stable value or money market
funds as QDIAs. Plan sponsors
can still use them as defaults—
they just won’t have 404(c)
protection.

What does this mean for
stable value and money
market options in the
future?

LUCAS: We envision that if
the draft DOL guidelines
become permanent in their
current form, we will likely see
many plans shift their defaults

from stable value and money market funds
to the three qualified default investment
alternatives. This will then result in a shift in
plan assets from these capital preservation
funds to target date funds, balanced funds,
and managed accounts. Today if you look
at the typical 401(k) plan, you will likely find
a large amount of assets in stable value;
going forward you’ll likely see a large per-
cent in QDIAs. 

Related to that point, there has been
an increase in target maturity prod-
ucts. How can providers differentiate
their target maturity products? 

LUCAS: Our research does find a large
number of target maturity, or target date,

mutual funds coming to market. We also see
burgeoning interest in creating target matu-
rity collective trusts. One differentiator is
structure type. We observe everything from
the typical mutual fund structure to looking
at ways of creating custom target maturity
portfolios out of the core investment funds
in the 401(k) plan.

There is enormous differentiation among
the glide paths that are being used in these
funds. For example, we find that the termi-
nal equity allocation among glide paths
across major target date mutual fund
providers varies from 17% to 44%. On the
opposite end of the spectrum, the initial
equity allocation varies from 81% to 93%. 

We also find differences
among the scope of the asset
classes employed in the glide
paths. There is greater use of
everything from emerging
markets, TIPS and REITs,
to high yield investments.
These types of investments
are not often used as stand-
alone options within defined
contribution plans, which
therefore provides opportu-
nities for investment man-
agers offering these 
strategies. 

Can you expand on that
last point?

LUCAS: For example, say
an investment manager
wishes to bring to market a
target maturity fund contain-
ing REITs, but the invest-
ment manager doesn’t have
a REIT fund. That invest-
ment manager might use a
sub-advisor, or in some other
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way, allow a non-proprietary REIT fund to
be part of its target date funds. 

Beyond that, there are opportunities for
managers to be very creative in coming up
with ways that would allow target maturity
portfolios to benefit from the return and
diversification benefits of the types of asset
classes traditionally used within the defined
benefit arena. For example, there are many
studies that show how much worse the typi-
cal 401(k) participant does in investing ver-
sus a defined benefit plan. There are several
reasons for this—poor asset allocation deci-
sions, market timing, cash flows, as well as
the fact that 401(k) participants don’t have
access to all the great diversification oppor-
tunities we often see in defined benefit plans
because of the need for daily valuation and
liquidity. However, within target maturity
portfolios, there are opportunities to add
these additional strategies for diversification.
Direct real estate, hedge funds, commodities
—these are all types of funds that would
add a lot of value from a diversification
standpoint within target maturity portfolios
and offer opportunities for investment man-
agers to fit into target maturity portfolios.
Because these areas are so specialized, man-
agers who do feature such investment
expertise are in a good position to have
their products added to externally operated
target maturity portfolios. 

What are some of
the variables
defined contribu-
tion plan sponsors
focus on when
selecting a target
maturity vehicle?

LUCAS: We encour-
age plan sponsors to
evaluate target maturi-
ty portfolios based on
what they’re trying to
achieve from a retire-
ment income adequa-
cy perspective. So,
looking at plan demo-
graphics and plan
goals, what makes the
most sense in terms of
how aggressive the
equity allocation is,
what types of investments they are using,
and the fees being assessed.

To what extent is Callan working with
clients to create custom 
target maturity portfolios?

LUCAS: Callan works with clients to create
both custom risk based portfolios and 
custom target maturity portfolios. 

We see this as another great opportunity to
help large plan sponsors, and for investment
managers who are not in the business of
providing record keeping services. 

Large sponsors may wish to offer custom
target maturity funds to control fees, accom-
modate the unique needs of the participant
population, avoid draining monies from the
core investment funds, monitor underlying
managers effectively, and replace them indi-
vidually if they do not fulfill expectations—
without disrupting the entire structure. 

For investment managers, the opportunity is
to see their funds become part of the target
maturity structure if they manage the core
investment funds, and to provide non-core
“sleeves” that will enhance the diversifica-
tion of the custom target maturity portfo-
lios. Again, we’re talking about everything
from emerging market funds to REITs,
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TIPS, and high yield bonds—as well as illiq-
uid investments I mentioned earlier.

What should an investment manage-
ment firm take away from these
changes?

LUCAS: There are certainly a lot of oppor-
tunities right now for investment managers
around QDIAs. In fact, QDIAs are poten-
tially the most fruitful area of focus, espe-
cially for firms with alternative and special-
ist capabilities that don’t have a major pres-
ence in the 401(k) arena. Plan sponsors have
very little appetite to expand their invest-
ment fund line up and add alternatives
directly to it, or even necessarily to
rearrange the core investment fund line up
to include managers that they’re not famil-
iar with and that are newer to the defined
contribution arena. 

Even if investment managers with alterna-
tive products are successful in getting their
funds on a record keeping platform and
having plan sponsors choose their funds—
if it is an asset class such as emerging mar-
ket equities, TIPS, or REITs—participants
don’t tend to use those funds. Participants
don’t understand them and instead tend to
keep their monies in investments they’re
familiar with, such as large U.S. equity or
company stock. The opportunity for man-
agers to not only get into the 401(k) plan but
to collect assets is really through these
QDIA vehicles, either by developing a target
maturity portfolio of their own or by being

part of a target maturity port-
folio as a sub-advisor or alter-
native “sleeve.”

Beyond what we’ve dis-
cussed, where do you see
opportunities for invest-
ment managers to partici-
pate in the defined contri-
bution arena?

LUCAS: As unfortunate as the
recent fee litigation has been, it
certainly has caused more plan

sponsors to focus on plan costs. Plan spon-
sors could benefit from more education on
the types of vehicles that can help them
reduce costs, such as separate accounts and
commingled funds. They could also benefit
from a better understanding of how to uti-
lize managers in their DB plans to create
more cost-effective investment options for
plan participants. Plan sponsors may worry
that such approaches will just raise costs
from a custodial perspective or in some way
create complexities or risks. To the extent
that investment managers can mitigate and
address these concerns, this provides anoth-
er opportunity for investment managers who
have a big presence in the DB arena to have
an entrée into the DC world.

Thank you Lori.
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Callan Associates, headquartered in San Francisco, California, is an innovative, nationally recognized leader in the institutional investment
consulting industry—an industry co-founded by Edwin C. Callan in 1973. Callan provides consulting services through five lines of business:
Fund Sponsor Consulting, Independent Adviser Group, Institutional Consulting Group, Callan Investments Institute and the Trust Advisory
Group. Callan employs more than 170 people and maintains four regional offices located in Denver, Chicago, Atlanta, and 
Florham Park, N.J.
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