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Thank you very much for the opportunity to testify today. | am Marilyn Capelli
Dimitroff, Chairman of Certified Financial Planner Board of Standards and President of a
financial planning firm in Detroit, Michigan. | am pleased to be here to testify on behalf of CFP
Board.

CFP Board is a non-profit organization that acts in the public interest by fostering
professional standards in personal financial planning through setting and enforcing education,
examination, experience, and ethics standards for financial planner professionals who hold the
CFP® certification. CFP Board’s mission is to benefit the public by granting the CFP®
certification and upholding it as the recognized standard of excellence for personal financial
planning. CFP Board currently regulates nearly 60,000 CFP® professionals who agree, on a
voluntary basis, to comply with our competency and ethical standards and subject themselves to
the disciplinary oversight of CFP Board under a fiduciary standard of care.

Financial planning professionals provide services that integrate knowledge and practices
across the financial services industry. Financial planners work with their clients to determine
whether and how they can meet their life goals through the proper management of their financial
resources. Financial planning typically covers a broad range of subject areas including
investment, income tax, education, insurance, employee benefits, retirement, and estate planning.

CFP Board appreciates the opportunity to address the use of target date funds in
participant-directed retirement plans such as 401(k) plans. CFP® professionals are heavily
involved in retirement planning, and many are employees, agents, or registered representatives of
fiduciary advisers under ERISA. Target date funds have been around for over ten years, but their
increased popularity is directly related to their treatment as a qualified default investment
alternative under the Pension Protection Act of 2006.

Target date funds, appropriately managed, can be beneficial to investors. They generally
have low minimum investment requirements, professionally managed portfolios, and low
maintenance requirements. Absent target date funds, employers would likely default employees
into money market funds, which have proven to be inadequate retirement savings tools as they
generally fail to keep pace with inflation. However, we have serious concerns that target date
funds are fundamentally misleading to investors because they are allowed to be managed in ways
that are inconsistent with the reasonable expectations created by the name of the funds. The



recent financial crisis has only magnified these concerns, as in 2008, thirty-one funds with a
2010 target date—presumably intended for individuals nearing retirement—averaged losses of
25%. Accordingly, we recommend that the SEC and the Department of Labor institute
regulatory safeguards in connection with the use of target date funds designed to protect
investors from current misleading and harmful practices.

I. Target Date Funds Are Misleading to Investors in 401(k) and Other Retirement Plans

The use of a target date in a fund’s name carries with it a generally understood message
to investors. For example, the name “Target Date 2010” says to the investor: “This fund will
invest in an appropriate mix of investments for someone retiring around the year 2010.”% The
use of the year 2010 in the name of the fund implies that, by 2010, the fund will contain an asset
allocation of equity and fixed-income investments that will be subject to relatively low market
volatility and will provide the investor with ready access to cash assets. In contrast, a Target
Date 2050 Fund would be expected to contain an allocation of equity and fixed-income
investments that would subject the fund to substantially more risk, which is necessary to allow
for growth in the fund over time that will, at a minimum, outpace inflation.

In simplest terms, we can all agree that an 80% stock/20% fixed-income allocation in a
Target Date 2010 Fund would be inappropriate for a 65-year-old retiree, just as an 80% fixed-
income/20% stock allocation in a Target Date 2050 Fund would be inappropriate for a recent
college graduate. The asset allocations in these types of plans should reflect the anticipated
timeframe in which the investor will need to access those funds. Yet target dates are being used
to label funds that have combinations of investments that are well outside expected, generally
accepted asset allocations for the targeted investor. In fact, as SEC Chairman Mary Schapiro has
recognized, target date funds are subject to widely varying strategies among fund managers, with
2010 target date funds ranging in performance from minus 3.6% to minus 41% in 2008.% Put
yourself in the place of a person who is retiring in seven months who thought he was invested in
a safe Target Date 2010 Fund with low volatility and then lost 41% last year. Devastating! A
loss of up to 41% of assets from a fund labeled 2010 is completely inconsistent with an
investor’s reasonable expectation that his or her assets would not be subject to such high market
volatility.

Let me underscore an important point. It can be perfectly appropriate for investors
approaching retirement to employ an aggressive investment strategy with their 401(Kk) funds.
Such investors may have a variety of other assets that can be tapped for their living expenses and
they can legitimately choose to expose themselves to risks in their 401(k) plans needed to
provide growth in their assets needed by someone expected to live thirty years after retirement.
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These are the very types of judgments that financial planners—taking into consideration an
investor’s complete financial history and goals—nhelp their clients make on a daily basis.

That is not what is at stake with target date funds. Such funds are marketed as “auto
pilot” or “cruise control” investments pegged to an investor’s expected retirement date. They are
aimed at investors who do not have a financial planner or advisor, or the time, desire, or ability
to monitor their investments themselves. By their very name, they create a reasonable
expectation that such a fund will have sufficiently reduced volatility and its assets will be
available for the investor’s use as of the target date. Target date funds are not the appropriate
vehicles for implementing aggressive retirement investment strategies for those nearing
retirement.

Inappropriate asset allocations in target date funds affect not only 401(Kk) plans, but also
529 plans. Just as overly aggressive investment strategies can be inappropriate for those nearing
retirement, an 80% stock/20% fixed-income allocation would be wholly inappropriate for a
target date fund underlying a 529 plan for a 2010 high school senior. The parents of such a child
would reasonably expect a stable funding source as college tuition payments near. Instead, many
parents were left with insufficient funds to pay college tuition for their children, primarily
because of the misleading nature of certain 529 plan investment options. As with target date
funds, the asset allocations in 529 plans should reflect the anticipated timeframe in which the
investor will need to access those funds. To go one step further, as Chairman Schapiro
recognized, “A target date fund underlying a college investment or so-called 529 plan . . . would
need to more closely track its target date since it is far more likely that investors would need
access to their investment at or near the fund’s target date.””

It is not an answer to say that misleading fund names can be cured with effective
disclosures. Appropriate disclosures must be required and provided; but we must recognize, in
determining appropriate investor protections, the reality that disclosures are very often not read
and more often not fully understood. Despite our ongoing education and efforts to engage clients
in reading disclosures, my clients continue to ask how they can shut off receipt of prospectuses.
If they receive them by mail, they tell me they just throw them away and it is a waste of trees. If
they receive them electronically, they still complain that they must delete them. Under current
rules, a Target Date 2010 Fund could have an 80% stock/20% fixed-income allocation as long as
the fund’s extremely aggressive investment objectives and strategies are disclosed in the fund’s
prospectus. We believe that this is fundamentally misleading to the investor and that no amount
of disclosure is adequate to counteract the reasonable expectations created by the fund name.

Il. Industry Standards for Asset Allocations in Target Date Funds Can and Should Be
Established to Protect Investors

The SEC can and should take steps to strengthen its securities regulations to protect
investors from the use of misleading target date fund names. In 2001, the SEC adopted a
misleading fund names rule—Rule 35d-1—that defines four types of funds for which the name
may be materially deceptive and misleading. Because of the latitude under the rule for fund
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managers to correct misleading fund titles through disclosures in the fund’s prospectus, the rule
has not been enforced as to target date funds in a manner that provides adequate investor
protection. We recommend that the SEC amend Rule 35d-1 to provide that a target date fund’s
name is materially deceptive and misleading unless the fund’s investments fall within an
acceptable range of asset allocations consistent with its name.

We recognize that there is variation among investment professionals regarding the
appropriate allocation of assets as investors approach retirement, and agree that some variation is
entirely appropriate. Nevertheless, we believe that appropriate ranges of asset allocations, based
on reasonably accepted industry practices, can be established for each date reflected in a target
date fund. The goal would be to align target date funds’ glide paths and asset allocations with
investor expectations.

Establishing industry standards for asset allocations in target date funds is a reasonable
undertaking. A panel of experts in retirement planning and investment allocation could be
established from the financial services industry, including experts in ERISA, registered
investment advisers, and CFP® professionals. They could be tasked with developing a schedule
that lists acceptable ranges for categories of investments that are consistent with reasonable
industry practices for each date reflected in a target date fund. The ranges of allocations would
identify acceptable industry parameters that would reduce the fund’s exposure to market
volatility consistent with the fund’s target date.

The Thrift Savings Plan Lifecycle Funds established for employees of the United States
Government and members of the armed services are an example of such reasonable industry
standards. The Lifecycle Funds have asset allocations that reduce exposure to volatility over
time, with the understanding that greater risk can be taken the longer one has before making
withdrawals from the account. As of January 1, 2009, an L Income fund was invested in 80%
government securities and bonds and 20% securities, with the time horizon for immediate access
to the funds. Similarly, an L 2010 fund was invested in 70% government securities and bonds
and 30% equity securities, with an appropriate time horizon between 2009 and 2014. In contrast,
an L 2040 fund had an allocation of 80% securities and 20% government securities and bonds
with a time horizon of 2035 or later.

CFP Board is not advocating that the Lifecycle Funds represent the only acceptable
allocation of assets; rather, they can serve as a baseline upon which ranges of allocations that
reflect acceptable industry standards can be established. With the establishment of acceptable
ranges, target date fund managers will be able to implement investment strategies within those
ranges of asset allocations to enhance the fund’s performance. This will allow for the promotion
of competition among funds, while at the same time protecting target date fund assets from
exposure to inappropriate risk that is inconsistent with an investor’s reasonable expectation.



I11. Stricter Regulations Are Especially Important Given the Default Investment Status of
Target Date Funds

Establishing acceptable ranges of asset allocations for target date funds is especially
important given that target date funds qualify as qualified default investment alternatives, also
known as QDIAs, under the Pension Protection Act of 2006. The fact that the federal
government has qualified target date funds as QDIAs sends two important messages. First, it
conveys to employers that the government believes that the allocations in target date funds are
appropriate for individuals based on their expected date of retirement. An employer generally
defaults its employees into target date funds based on an employee’s age and work history with
that employer. Such defaults are based on the assumption that the employee will be living off
the account’s lump sum when the employee reaches retirement age. Target date fund options—if
they are to qualify as QDIAs under the Pension Protection Act—should reflect appropriate asset
allocations consistent with this assumption.

Second, qualification of target dates funds as QDIAs conveys to employees that the
government is making an appropriate investment decision on their behalf. Employees who are
defaulted into a target date fund often make no further decisions related to that fund. The
presumption of government approval leads many investors to assume that their retirement funds
are invested in a fund designed to ensure their retirement security. Yet without additional
government guidelines, many default target date funds have proven to have inappropriate asset
allocations for individuals approaching retirement age.

Qualifying target date funds as default investment alternatives serves an important public
policy goal. It allows employers to place their employees in default investment options that are
designed to outpace inflation—something that defaulting funds into money market funds proved
incapable of doing. In fact, over the past four years the percentage of employers using target
date funds as a default contribution option has increased from 5% to 60%.> However, if target
date funds are to be used as default investments, the funds themselves must be managed so as to
provide appropriate asset allocations consistent with their titles.

The same issue arises in the context of 529 plans: because they are offered by
government entities, 529 plans create the appearance of government approval. This in turn
causes investors to assume a fund is appropriate to ensure the availability of funds as of the
target date to pay college tuition without scrutinizing the fund’s asset allocation. As we have
seen, some states permit dangerously aggressive asset allocations in 529 plans, which can result
in catastrophic losses in a bear market.® 1f 529 plans are to come with a government “stamp of
approval,” they must have asset allocations that are in line with investor’s reasonable
expectations.
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IVV. Conclusion

We urge the Department of Labor to work closely with the SEC to establish appropriate
protections to ensure that target date funds can continue to be used as QDIAs with confidence
that they reflect appropriate, industry-sanctioned investment decisions on behalf of plan
participants. We urge the Department to work with the SEC to put in place a process to develop
accepted industry standards that will ensure that target date funds are not misleading to
consumers on either extreme—too much cash for the young investor or too much equity for the
investor near retirement. Should the SEC fail to move toward needed investor protections in the
management of target date funds, we believe the Department should proceed on its own to
regulate target date funds, or alternatively, should rescind such funds’ eligibility as QDIAs.
Further, the SEC should encourage FINRA to prohibit brokers from selling 529 plans unless
investments are made consistent with industry-sanctioned asset allocations appropriate for
someone starting college on the target date.

CFP Board stands ready and willing to provide assistance to the SEC and the Department
of Labor in the development of needed industry standards for target date funds. CFP Board’s
Public Policy Council recently established a strategic public policy goal to promote practices in
the delivery of financial services that protect our nation’s investors and consumers. The creation
of industry standards for target date funds sold through 401(k) or other retirement plans, as well
as 529 plans, is squarely in line with this strategic objective. CFP Board is well positioned to
support such a standards setting effort by contributing professional resources. CFP Board could
facilitate the participation of CFP® professionals who are experts in retirement fund allocations
as well as serve as a catalyst for the participation of other industry experts.



