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ALTERNATIVE AND ESG INVESTING IN THE DC SPACE

An introduction

In a world of aging populations, changing demographics and
issues of inequality, it’s imperative that the average US worker
has access to quality investments to help them build and
maintain their wealth, particularly when it comes to retirement.
Unfortunately, the typical defined contribution (DC)
participant doesn’t have access to the same types of investment
strategies currently available to institutional investors and high-
net-worth individuals, such as private equity, hedge funds and
direct real estate.

Given the long-term nature of retirement savings, some
investors believe they can also benefit from other diversification
tools such as responsible and sustainable investments. Indeed, an
increasing number of investors feel that environmental, social
and governance (ESG) factors can materially affect the long-
term success of a company and the returns of its securities.

PGIM recently completed a survey of more than 130 DC
plan sponsors in an effort to capture insights about the current
landscape related to the implementation of alternative
investments in DC plans. Our research also examined the use
of ESG investments. Here we offer our findings. (Part 1 of our
research series, focusing on the expanding role of OCIOs, can
be read here.)

How we conducted our research

PGIM canvassed more than 130 DC plan sponsors to learn
about the current trends in the DC market. The research was
conducted by Greenwich Associates using an online, quantitative
approach with DC plan sponsors who have at least one 401(k)
plan and a minimum of $100 million in 401(k) assets. See an
explanation of our methodology at the conclusion of this report.

Bringing institutional solutions to individual participants

USE OF ALTERNATIVES IN DC PLANS

BY THE NUMBERS

Sophisticated investors of all kinds understand the benefits of
unique investment strategies to grow wealth and manage risk.
Given that plan sponsors and consultants have the ability to
bring this approach to the typical participant, at institutional
pricing, there is a compelling case to be made that they try and
do so. But do they?

Our proprietary research shows that most DC plan sponsors
do not offer alternatives as part of their target date funds
(TDFs). Indeed, within TDF arena just 5% of plans say they
currently offer or are considering offering hedge funds to their
participants via their target date fund, while 7% currently offer
or are considering offering private equity. Real estate private
equity has the support of 11% of plan sponsors.

The lack of alternatives use is at least in part a function

of sponsors believing that, because most participants are
novice investors, they should not have exposure to more
“sophisticated” investments that other institutional investors
often use. But if there are suitable investment options available
it seems all participants should have access. To the extent it is
operationally feasible, DC sponsors should look to portfolios
of their institutional counterparts as guidance when designing
mvestment options.

Thus is the second in a three-part series from PGIM taking a deep
dive into key trends in the DC space in the United States and
contains analysis specific to the United States.

Plan sponsors should look to portfolios of their institutional peers when designing investment options, most notably around

extended credit sectors, alternatives and private assets.

As an example, private real estate has historically been a strategic allocation in institutional portfolios and also relied upon by

individuals in building and growing their wealth.

In analyzing private real estate’s impact on retirement outcomes, we have found that a modest allocation in multi-asset portfolios

results in a meaningful reduction in both the magnitude and range of projected portfolio drawdowns.

The benefits of this effect can be significant in reducing sequence of return risk around retirement and keeping plan sponsors

committed to their investment selections.
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CURRENTLY USING ALTERNATIVES AS PART OF TARGET DATE FUNDS

® @ @

Real estate private debt Hedge funds

® @ @

Real estate private equity

4%

Liquid alternatives

4%

Private equity

CONSIDERING USING ALTERNATIVES AS PART OF TARGET DATE FUNDS

THE ROLE OF TDFs
EASY, BUT NOT SIMPLE

The objectives of investors often differ, as will their investment
solutions, and it is the institutional approach taken by these
investors that can improve the success of defined contribution
plans. And the need for simple-to-use solutions like target date
funds does not necessarily mean the underlying investments
must be simple.

As an example of an institutional approach, alternative asset
classes such as private real estate have historically been a
strategic allocation of institutional portfolios. But individuals
also rely on investments in property to build and grow their
wealth, highlighting the importance of consideration for
inclusion in DC menus.

According to National Real Estate Investor, 62% of high-net-
worth individuals hold average allocations to real estate of
5-25%. Typical American workers are not accredited investors

and therefore can’t access many of these strategies on their own,

but it can be done within a DC plan.

Our research reveals that more larger plans are offering TDFs

with alternative investment options embedded in their offerings,
and real estate 1s a main component. Of the plans surveyed with

between $1 billion to $5 billion in AUM, 19% say real estate
private equity are offered within their TDFs.

ALTERNATIVES AS PART OF 401(K) PLAN - TDFs
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RISKY BUSINESS?
TO OFFER OR NOT OFFER ALTERNATIVES REASONS FOR NOT CONSIDERING ADDING

One of the biggest drivers of the trend toward the simple ALTERNATIVES TO INVESTMENT MENU OR
approach in DC plans has been perceived litigation risk by TARGET DATE FUND - TOTAL

plan sponsors. Ironically, one could argue that the trend of

moving towards simpler and cheaper investment menus actually B Participant education

creates more legal risk by putting sponsors’ interests ahead of il Operationalchallenges

participants’ interests. Importantly, the Department of Labor’s M Litigation risk

(DOL) stance on the use of private equity in DC plans has Cost

changed, giving plan fiduciaries the opportunity to take a more

. . B Lack of internal expertise
innovative approach.

Il Other*
To be sure, the DOL’s recent information letter was not a safe Do not believe in alternatives
harbor, nor was it a new regulation. The DOL merely stated from an investment perspective

its view that the inclusion of private equity is not inherently 67%
improper. The letter did provide some special considerations

a plan sponsor should evaluate given the unique nature of

this asset class. Whether it’s private equity, other alternative
strategies or any investment strategy, a fiduciary should be able
to go through a process and rely on their own expertise and the
expertise of their advisors to evaluate whether they believe a
strategy will benefit their participants.

The most common reason cited in our research for not
considering adding alternatives is the need for enhanced
participant education, followed by the operational challenges
presented by using alts and litigation risk. What’s more, 28%
Of respondents said they dOn’t beheve il’l alternatives frOm an *Other includes liquidity risks, mismatch with fiduciary expectations, complexity for non sophisticated
. . investors, Covid-19 circumstances, limited demand from participants.

mnvestment perspectlve.

REASONS FOR NOT CONSIDERING ADDING ALTERNATIVES TO INVESTMENT MENU OR TARGET DATE FUND
BY TOTAL AUM IN 401(K) PLAN
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A MIXED BAG
ESG INVESTING IS OF CONTINUED INTEREST
FOR INVESTORS

As part of our research, we also asked plan sponsors about their
ESG use. ESG investing is of continued interest for investors in
the US and around the globe - it’s an evolving area with varying
views, differing definitions, and where new research is being
unecarthed on a regular basis.

In our survey, almost a quarter of plan sponsors (4% who
strongly agree and 20% who somewhat agree) said they have
taken action to incorporate ESG approaches into their 401(k)
plan over the last 1-3 years, while 52% (30% who strongly
disagree and 22% who somewhat disagree) said they have not,
with the remaining respondents on the fence.

Late last year, the DOL issued its final rule outlining

its stance on ESG investing. The ruling requires plan
fiduciaries to select investments based on pecuniary factors
— that is, any factor that a responsible fiduciary prudently
determines is expected to have a material effect on risk
and/or return of an investment.

Some in the industry may invest in an ESG strategy purely
for social reasons, but doing so for an ERISA plan would
be imperm . But many also believe it’s important to
consider ESG factors when investing because doing so may
result in better long-term performance.

regulations and
pronouncements around it seem to be s cal that this
approach has investment merits. The r
make it critically important for fiduci
prescrik ‘
ESG in
plan sponsors who be

ments. The

nec /'S or will 1 roo such investments out

. so expect the
Blclul administration to revisit th( current policy.

We asked, “To what extent do you agree with the following statement. Over the last 1-3 years, we have taken action to incorporate ESG

(Environmental, Social and Governance) approaches into our 401(k) plan.”

INCORPORATION OF ESG IN 401(K) PLAN TOTAL

20%

22%

30%

Somewhat disagree
1 Strongly disagree

1 Strongly agree
I Somewhat agree
I Neither agree nor disagree

BY TOTAL AUM IN 401(K) PLAN

Over $5B Il% 57%
5o Ills% 19% . 46%
s I‘. 31% 24% I24%
Soom I‘lw% 31% Iz1%
- ol I v [
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CONCLUSION
RAISING THE BAR IN THE DC SPACE

Defined contribution should have access to the same types of
investment strategies currently available to institutional investors
and high-net-worth individuals, including alternatives and ESG
mvestments to address their long-term investment challenges.
Starting with alts, the DC market is an obvious place to focus on,
the result of:

Fiduciary Oversight:

There is no higher fiduciary standard than ERISA, and
participants in a DC plan have a fiduciary that needs to ensure
their best interests are served.

Institutional Pricing:

Employers can use their scale to bring certain institutional
investments to the average American worker at a price they could
not have achieved on their own.

Professional Management:

In a DC plan, certain alternatives can be incorporated in
professionally managed solutions like TDFs, overseen by
knowledgeable investment professionals.

Long-Term Time Horizon:

Many alternative investments are illiquid and require a long-term
holding period to pay off. Saving for retirement can be a half-
century or more proposition, making certain alts an investment
option for less liquid investments with a longer-term payoff.

Broadest Access:

For most middle-income Americans, the bulk of their wealth is in
housing and their retirement plans. If we want to provide access
to alternative investments to a majority of Americans, DC plans
are where this can best happen.

What’s more, as investors look to diversify their portfolios with
responsible and sustainable investments, they will require more
than one-size-fits-all strategies to meet their changing needs

and shouldn’t be faced with compromised returns. While there

is no “right way” to approach ESG investing, as the DC space
continues to evolve workers should have made available to

them more investment options that are aligned to their ESG
preferences and that meet fiduciary standards of appropriateness.

There is a fairness case to be made to democratize investment
opportunities and allow more American workers access to the
types of strategies that only institutions and wealthy Americans
currently utilize. While many plan sponsors have fiduciary
concerns in adding these to DC plans, there are similarly
fiduciary concerns of not making these investments available
given the compelling case to do so.

For more info contact Josh Cohen, Head of Institutional Defined
Contribution, PGIM Institutional Relationship Group at

Josh.cohen@pgim.com or learn more at pgim.com/de

PGIM DEFINED CONTRIBUTION &


mailto:josh.cohen%40pgim.com?subject=
http://www.pgim.com/dc

ALTERNATIVES & ESG AS LONG-TERM

SOLUTIONS FOR LONG-TERM CHALLENGES

APPENDIX

METHODOLOGY

The research was conducted by Greenwich Associates from March 5th to July 17th 2020, using an online, quantitative approach with DC plan sponsors in
the United States who have at least one 401 (k) plan and at least $100m in 401(k) assets.

The research was conducted on an unsponsored/blind basis with no mention of PGIM as the study sponsor.

Participants were incentivized to participate with a summary of the research findings as well as a charitable donation to the American Red Cross or AMEX
gift card ($100).

Respondents had the option to determine whether to disclose their participation and/or individual responses.

Figure A1: Most DC plan sponsors do not offer alternatives in their investment menu or as part of their TDF; liquid alternatives
and real estate private equity most common

ALTERNATIVES AS PART OF 401(K) PLAN
TARGET DATE FUND TOTAL (138)

Real estate private equity
Real estate private debt
Hedge funds

Private equity

Liquid alternatives

1 Currently part of
[ Considering adding

1 Not considering adding
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Figure A2: More larger plans are offering TDFs with alternative investment options embedded in their offerings

ALTERNATIVES AS PART OF 401(K) PLAN

TARGET DATE FUND
BY TOTAL AUM IN 401(K) PLAN

Over $5B (7) $1B to $5B (26) $500m to $999m (29) $250m to $499m (42) $100m to $249m (34)
CA NCA (Hi] CA NCA CPO CA NCA
Real estate private debt

NCA CPO CA
n n
Hedge funds 0% n

Real estate private equity

Private equity 0%

Liquid alternatives

CPO = Currently Part Of
CA = Considering Adding
NCA = Not Considering Adding

Figure A3: The most common reason for not considering adding alternatives is the need for enhanced
participant education; over a quarter do not believe they are appropriate

REASONS FOR NOT CONSIDERING ADDING ALTERNATIVES TO INVESTMENT MENU OR TARGET DATE FUND

TOTAL (93) BY TOTAL AUM IN 401(K) PLAN
By Total AUM in 401(k) Plan
Partici
eg:;zltli)s;t 67% $500m to $250m to $100m to

Over $3B(6) | $1B10$5B (14) | cagom(19) | sagam2e) | $249m(25)

Operational
challenges

Litigation risk

Cost

Lack of internal
expertise

33% 29% 32% 31% 16%

Other* 17% I 14% 21% 17% 16%

33% 21% 5% I 17% 8%
0% I 2% 26% 14%

*Other includes liquidity risks, mismatch with fiduciary expectations, complexity for non sophisticated investors, Covid-19 circumstances, limited demand from participants.

Do not believe in alternatives
from an investment perspective
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Figure A4: Almost a quarter of plan sponsors have taken action to incorporate ESG approaches into their 401(k) plan over the
last 1-3 years; slightly more common for those using an OCIO

INCORPORATION OF ESG IN 401(K) PLAN

TOTAL (138) BY TOTAL AUM IN 401(K) PLAN
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3] Strongly agree
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4 Strongly disagree
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IMPORTANT INFORMATION

Important Information Professional Investor Use Only. All investments involve risks, including possible loss of principal. Past performance is not indicative of future results. PGIM

does not establish or operate pension plans. The information contained herein is provided by PGIM, Inc., the principal asset management business of Prudential Financial, Inc. (PFI), and an
investment adviser registered with the US Securities and Exchange Commission. PFI of the United States is not affiliated in any manner with Prudential plc, incorporated in the United Kingdom
or with Prudential Assurance Company, a subsidiary of M&G plc, incorporated in the United Kingdom. The PGIM logo and the Rock symbol are service marks of PFl and its related entities,
registered in many jurisdictions worldwide. PGIM Limited (registered office: Grand Buildings, 1-3 Strand, Trafalgar Square, London, WC2N 5HR) is authorised and regulated by the Financial
Conduct Authority of the United Kingdom (registration number 193418) and duly passported in various jurisdictions in the EEA.

In the United Kingdom, information is issued by PGIM Limited with registered office: Grand Buildings, 1-3 Strand, Trafalgar Square, London, WC2N 5HR. PGIM Limited is authorised and
regulated by the Financial Conduct Authority (“FCA”) of the United Kingdom (Firm Reference Number 193418). In the European Economic Area (“EEA”), information is issued by PGIM
Netherlands B.V., an entity authorised by the Autoriteit Financiéle Markten (“AFM”) in the Netherlands and operating on the basis of a European passport. In certain EEA countries, information
is, where permitted, presented by PGIM Limited in reliance of provisions, exemptions or licenses available to PGIM Limited under temporary permission arrangements following the exit of the
United Kingdom from the European Union. These materials are issued by PGIM Limited and/or PGIM Netherlands B.V. to persons who are professional clients as defined under the rules of

the FCA and/or to persons who are professional clients as defined in the relevant local implementation of Directive 2014/65/EU (MiFID II). In certain countries in Asia-Pacific, information is
presented by PGIM (Singapore) Pte. Ltd., a Singapore investment manager registered with and licensed by the Monetary Authority of Singapore. In Japan, information is presented by PGIM
Japan Co. Ltd., registered investment adviser with the Japanese Financial Services Agency. In South Korea, information is presented by PGIM, Inc., which is licensed to provide discretionary
investment management services directly to South Korean investors. In Hong Kong, information is provided by PGIM (Hong Kong) Limited, a regulated entity with the Securities & Futures
Commission in Hong Kong to professional investors as defined in Section 1 of Part 1 of Schedule 1 (paragraph (a) to (i) of the Securities and Futures Ordinance (Cap.571). In Australia, this
information is presented by PGIM (Australia) Pty Ltd (“PGIM Australia”) for the general information of its “wholesale” customers (as defined in the Corporations Act 2001). PGIM Australia is

a representative of PGIM Limited, which is exempt from the requirement to hold an Australian Financial Services License under the Australian Corporations Act 2001 in respect of financial
services. PGIM Limited is exempt by virtue of its regulation by the FCA (Reg: 193418) under the laws of the United Kingdom and the application of ASIC Class Order 03/1099. The laws of the
United Kingdom differ from Australian laws. In South Africa, PGIM, Inc. is an authorised financial services provider — FSP number 49012. In Canada, pursuant to the international adviser
registration exemption in National Instrument 31-103, PGIM, Inc. is informing you of that: (1) PGIM, Inc. is not registered in Canada and is advising you in reliance upon an exemption from
the adviser registration requirement under National Instrument 31-103; (2) PGIM, Inc.’s jurisdiction of residence is New Jersey, U.S.A.; (3) there may be difficulty enforcing legal rights against
PGIM, Inc. because it is resident outside of Canada and all or substantially all of its assets may be situated outside of Canada; and (4) the name and address of the agent for service of process
of PGIM, Inc. in the applicable Provinces of Canada are as follows: in Québec: Borden Ladner Gervais LLP, 1000 de La Gauchetiére Street West, Suite 900 Montréal, QC H3B 5H4; in British
Columbia: Borden Ladner Gervais LLP, 1200 Waterfront Centre, 200 Burrard Street, Vancouver, BC V7X 1T2; in Ontario: Borden Ladner Gervais LLP, 22 Adelaide Street West, Suite 3400, Toronto,
ON M5H 4E3; in Nova Scotia: Cox & Palmer, Q.C., 1100 Purdy’s Wharf Tower One, 1959 Upper Water Street, P.0. Box 2380 - Stn Central RPO, Halifax, NS B3J 3E5; in Alberta: Borden Ladner
Gervais LLP, 530 Third Avenue S.W., Calgary, AB T2P R3.

These materials are for informational or educational purposes only. The information is not intended as investment advice and is not a recommendation about managing or investing
assets. In providing these materials, PGIM is not acting as your fiduciary. These materials represent the views, opinions and recommendations of the author(s) regarding the economic
conditions, asset classes, securities, issuers or financial instruments referenced herein. Distribution of this information to any person other than the person to whom it was originally delivered
and to such person’s advisers is unauthorized, and any reproduction of these materials, in whole or in part, or the divulgence of any of the contents hereof, without prior consent of PGIM is
prohibited. Certain information contained herein has been obtained from sources that PGIM believes to be reliable as of the date presented; however, PGIM cannot guarantee the accuracy of
such information, assure its completeness, or warrant such information will not be changed. The information contained herein is current as of the date of issuance (or such earlier date as
referenced herein) and is subject to change without notice. PGIM has no obligation to update any or all of such information; nor do we make any express or implied warranties or representations
as to the completeness or accuracy or accept responsibility for errors. These materials are not intended as an offer or solicitation with respect to the purchase or sale of any security or other
financial instrument or any investment management services and should not be used as the basis for any investment decision. No risk management technique can guarantee the mitigation

or elimination of risk in any market environment. Past performance is not a guarantee or a reliable indicator of future results and an investment could lose value. No liability whatsoever is
accepted for any loss (whether direct, indirect, or consequential) that may arise from any use of the information contained in or derived from this report. PGIM and its affiliates may make
investment decisions that are inconsistent with the recommendations or views expressed herein, including for proprietary accounts of PGIM or its affiliates. Any projections or forecasts
presented herein are as of the date of this presentation and are subject to change without notice. Actual data will vary and may not be reflected here. Projections and forecasts are subject to
high levels of uncertainty. Accordingly, any projections or forecasts should be viewed as merely representative of a broad range of possible outcomes. Projections or forecasts are estimated,
based on assumptions, and are subject to significant revision and may change materially as economic and market conditions change. PGIM has no obligation to provide updates or changes to
any projections or forecasts. The opinions and recommendations herein do not take into account individual client circumstances, objectives, or needs and are not intended as recommendations
of particular securities, financial instruments or strategies to particular clients or prospects. No determination has been made regarding the suitability of any securities, financial instruments
or strategies for particular clients or prospects. For any securities or financial instruments mentioned herein, the recipient(s) of this report must make its own independent decisions. Conflicts
of Interest: PGIM and its affiliates may have investment advisory or other business relationships with the issuers of securities referenced herein. PGIM and its affiliates, officers, directors and
employees may from time to time have long or short positions in and buy or sell securities or financial instruments referenced herein. PGIM and its affiliates may develop and publish research
that is independent of, and different than, the recommendations contained herein. PGIM 's personnel other than the author(s), such as sales, marketing and trading personnel, may provide oral
or written market commentary or ideas to PGIM ’s clients or prospects or proprietary investment ideas that differ from the views expressed herein. PGIM does not provide legal advice and these
materials do not contain or purport to provide any legal advice.

© 2021 PFl and its related entities. PGIM, the PGIM logo, and the Rock symbol are service marks of Prudential Financial Inc., and its related entities, registered in many jurisdictions worldwide.
21/1-1020
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