VOLUME 74 ¢ NUMBER 5

Employee Benetit
M Plan Review

DOL: Plan Fiduciaries Can Include Private Equity
Investment Options for Defined Contribution

Retirement Plans

BARTON B. CLARK, ANDREA J. SCHWARTZMAN, NEAL J. REENAN,
KATE H. WITHERS, ROBIN L. STRUVE, AND SANDHYA P. CHANDRASEKHAR

he U.S. Department of Labor
(“DOL”) recently issued an informa-
tion letter (“DOL Letter”)" that could
provide sponsors of private equity
and other private investment funds a new
source of investor capital — some of the esti-
mated $8 trillion-plus in assets” held by defined
contribution retirement plans (i.e., 401(k),
profit sharing, 403(b), and 457 plans). These
plans typically permit participants to direct the
investment of their individual accounts, but
the plan fiduciaries’ selection of those invest-
ment choices must comply with the Employee
Retirement Income Security Act (“ERISA”). The
DOL Letter confirms that including a private
equity component as part of a multi-asset class
vehicle would not, per se, violate ERISA fidu-
ciary duties and sets forth the specific factors
for plan fiduciaries to address when selecting
and offering their plan participants such an
investment vehicle.

PRIVATE EQUITY FUNDS AS
A DEFINED CONTRIBUTION
INVESTMENT

Defined contribution retirement plans have
not traditionally offered private equity invest-
ments as part of their investment mix due to
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ERISA fiduciary concerns as to whether such
investments satisfy ERISA’s prudence standard,
mainly because of their relatively higher invest-
ment fees, complexity with respect to ERISA
valuation requirements, long-term investment
horizon, and risk profile as well as practi-

cal concerns regarding investment liquidity.
(Although the DOL Letter is specific to private
equity investments, its principles could poten-
tially apply to other private investment funds,
such as venture capital, infrastructure, or real
estate funds.)

Selecting plan investment funds is subject
to ERISA’s fiduciary obligations. This means
that plan fiduciaries must satisfy a “prudent
expert” standard and diversify the plan invest-
ments to minimize the risk of large losses.
Fiduciary breaches can result in significant
liability.

The DOL Letter is intended to alleviate some
of these ERISA fiduciary concerns by both:

e Clarifying that offering a professionally
managed asset allocation fund that has a
private equity component does not, in and
of itself, violate the fiduciary requirements
of ERISA, as long as such investment is
otherwise prudent; and
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e Setting forth helpful guidelines
on how a plan fiduciary could,
in compliance with ERISA, make
a prudent decision to add a
private equity component as part
of a plan’s overall investment
alternatives.

OPPORTUNITIES FOR
INVESTMENT MANAGERS

In order to be an ERISA-
compliant investment for a defined
contribution retirement plan under
the DOL Letter, the private equity
fund would need to be, among other
things, a component of an otherwise
diversified, professionally managed
multi-asset, multi-class allocation
vehicle structured as a custom target
date, target risk, or balanced fund
(asset allocation fund). The DOL
Letter contemplates that these asset
allocation funds will take the form
of collective investment funds or
“fund of funds” vehicles designed to
offset their aggregate private equity
exposure with appropriate levels
of liquid, non-private assets. The
asset allocation fund may be either
bespoke, set up by plan fiducia-
ries and managed with the aid of a
professional investment advisor, or
ready-made in the form of a pre-
packaged offering put together by
a financial institution. In all cases,
professional investment managers
would decide the makeup of the
asset allocation fund and the alloca-
tion of investments among the fund’s
asset classes, including those to be
allocated to private equity invest-
ments. Individual plan participants
would make only the investment
decision with respect to investing in
the asset allocation fund and would
not make any individually directed
investment into a private equity
fund. The DOL Letter, therefore,
creates opportunities for finan-
cial institutions to create specific,
appropriate asset allocation funds
for defined contribution plans that
include private equity investments as
a component.

2 JULY-AUGUST 2020

Depending upon how asset
allocation funds are marketed (e.g.,
broadly to all investors or targeted
to defined contribution plans), they
are likely to treated as “plan assets”
under ERISA to the extent that
ERISA plans make up more than 25
percent of the invested capital. As
such, asset allocation funds will likely
need to be managed as ERISA funds,
with appropriate procedures for
satisfying ERISA fiduciary, plan asset,
and prohibited transaction rules.

CONSIDERATIONS FOR
PRIVATE EQUITY FUND
SPONSORS

In order to gain access to defined
contribution capital consistent with
the DOL Letter, private equity spon-
sors will need to make their underly-
ing private equity funds available
through intermediate asset allocation
funds. As noted above, such interme-
diate vehicles will need to offset their
aggregate private equity exposure
with appropriate levels of liquid,
non-private equity assets.

*  Private equity fund sponsors
will likely collaborate with other
managers to facilitate such vehi-
cles, e.g., independently managed
asset allocation funds configured
to include the sponsor’s underly-
ing funds, private-label managed
products, joint venture struc-
tures, or other arrangements; and

*  Alternatively, private equity
sponsors could organize their
own asset allocation funds in
order to engage directly with
defined contribution plans
and their fiduciaries. As noted
above, as a practical matter,
unless defined contribution plans
represent less than 25 percent of
the aggregate commitments to an
asset allocation fund, the assets
of the fund will be “plan assets,”
and the manager of the asset
allocation fund will be an ERISA
fiduciary and subject to ERISA’s
fiduciary, plan asset, and prohib-
ited transaction rules.

Whether or not private equity
sponsors participate in the construc-
tion of a defined contribution plan
asset allocation fund, they may wish
to consider how their products can
be configured to assist investment
managers and other plan fiduciaries
in making their determination to
include their fund in an asset alloca-
tion fund. By engaging proactively
with investment managers and plan
fiduciaries, private equity sponsors
could anticipate and respond to plan-
and manager-specific concerns, as
manifested through asset allocation
funds. For example, private equity
offering and investor communication
materials could be modified to take
into account the need for participants
to receive adequate information about
the fund, as discussed further below.

Private equity sponsors should
bear in mind that all or a portion
of an asset allocation fund’s invest-
ment could constitute “plan assets”
under ERISA and, therefore, would
need to be taken into consideration
in determining whether benefit plan
investors are “significant” (i.e., repre-
sent 25 percent or more of aggregate
third-party-fund commitments to the
private equity fund). If benefit plan
investment is significant, a private
equity fund can avoid “plan asset”
status by operating as a “venture
capital operating company” (a cat-
egory where the fund obtains certain
“management rights” in respect of a
majority of its portfolio investments,
which are required to be invest-
ments in “operating companies”).
Otherwise the sponsor will need to
manage the fund as an ERISA plan
asset fund, with appropriate proce-
dures for satisfying ERISA fiduciary,
plan asset, and prohibited transaction
rules.

CONSIDERATIONS FOR
ERISA FIDUCIARIES

The guidance offered in the DOL
Letter creates opportunities for plan
fiduciaries (including investment advi-
sors and ERISA plan asset managers)
to offer participants an investment
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option with exposure to private
equity investments. This option may
be particularly attractive in the cur-
rent low-interest-rate environment,
which may continue for some time.
Plan participants may benefit through
professional management and the
possibility of higher net returns.

In order for plan fiduciaries to
meet their fiduciary obligations in
selecting plan investments, the DOL
Letter suggests that they ask the fol-
lowing questions when evaluating
the risks and benefits associated with
adding and selecting an asset allo-
cation fund that contains a private
equity component:

°  Will the asset allocation fund
offer plan participants a more
diversified investment alterna-
tive within an appropriate range
of expected returns, net of fees
(including management fees, per-
formance compensation, or other
fees or costs that would impact
the returns received) by compari-
son to funds that do not include
a private equity component?

*  How will the asset allocation
fund be managed? Will it be
overseen by plan fiduciaries
(using third-party experts) or
will it be managed by investment
professionals? Do these manag-
ers have the appropriate capabili-
ties, experience, and stability to
manage the asset allocation fund
effectively given the nature, size,
and complexity of the private
equity activity?

*  Does the asset allocation fund
limit the allocation of private
equity investments in a way that
appropriately addresses any issues
related to cost, complexity, disclo-
sures, and liquidity? For example,
does the fund have features that
enable participants to both take
distributions and direct exchanges
among the plan’s investment
lineup? Without mandating a
diversification limit for private
equity, the DOL Letter states
that a fiduciary could consider
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whether to follow the 15 percent
limitation on illiquid investments
applicable to open-end investment
companies (i.e., mutual funds and
exchange-traded funds).

e Does the asset allocation fund
align with the plan’s character-
istics and meet the needs of plan
participants in light of the plan’s
features and participant profile,
such as participant ages, nor-
mal retirement age, anticipated
employee turnover, and contribu-
tion and withdrawal patterns?

*  How will participants be fur-
nished with adequate informa-
tion about the character and
risks of the investment alterna-
tives, so that they may make
informed decisions regarding
their investments in the fund?

These questions should guide
ERISA fiduciaries when considering
participant investment choices that
include private equity and other simi-
lar private investment funds.

SOME LIMITATIONS

While the DOL Letter offers
welcome guidance, it does not
expressly authorize and does not
require ERISA fiduciaries to make
private equity investments available
as defined contribution plan invest-
ments. Further, if plan fiduciaries
do make private equity investments
available to participants, the private
equity investment option cannot be
the only asset class; rather it must
be part of a multi-asset class offer-
ing. Finally, the DOL Letter does not
offer a safe harbor to plan fiducia-
ries. When selecting plan investments,
plan fiduciaries still need to meet
their ERISA obligations.

CONCLUSION

The DOL Letter provides mean-
ingful guidance as to how plan
fiduciaries may satisfy their ERISA
obligations when offering plan
participants access to an asset class
that had typically been unavail-
able. The guidance potentially helps

to unlock a significant source of
investor capital for private equity
fund sponsors. It could also open up
opportunities for plan investors to
further diversify the investment of
their retirement assets and partici-
pate in an equity class that may have
attractive diversification and return
benefits to individual investors. The
authors expect investment banks and
financial advisory firms to be active
in designing investment products that
comply with the guidance set forth in
the DOL Letter. Private equity funds
and investment advisors seeking to
tap defined contribution retirement
plans as a source of investor capital
should consider consulting counsel
regarding the scope of the DOL
Letter and understanding the ERISA
obligations imposed on plan fiducia-
ries when creating and selecting plan
investments.

TAKEAWAYS

e Private fund sponsors and “fund
of funds” can now potentially
access large pools of defined con-
tribution retirement plan capital
that, as a practical matter, had
been off limits.

¢ Financial institutions (and other
investment managers) are likely
to create investment vehicles
designed to capture some of this
market by creating appropriate
multi-asset class vehicles that
include private equity invest-
ments as a component.

®  The Department of Labor letter
offers plan fiduciaries, including
investment advisors and asset
managers, helpful guidance on
how to meet their ERISA obliga-
tions when designing, selecting,
and offering participants an
investment option that includes a
private equity component. &
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