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SECRETARY

CORRESPONDENCE / MEMORANDUM

DATE: February 16, 2015
TO: Deferred Compensation Board Members
FROM: Shelly Schueller

Deferred Compensation Director

SUBJECT: Vanguard Target Date Funds — Collective Trust Option

The Investment Committee recommends the Board consider changing the
Vanguard Target Date fund offerings from retail mutual funds to lower-cost
collective trusts.

Background
Wisconsin Deferred Compensation Program (WDC) investment options fees and

expenses were discussed throughout 2014 at Board meetings. The Board requested
staff obtain confirmation from the WDC'’s investment providers that the WDC is offering
its option at the lowest possible cost. Vanguard recently informed staff that the WDC
might be eligible to convert existing Vanguard Target Retirement Date Funds to
collective trusts, which would be lower in cost.

The Board has offered collective trusts to participants since 2001. The four BlackRock
funds currently in the WDC core line up are collective trusts.

Since June 2007, Vanguard has offered lower-cost commingled or “collective
investment trust” versions of the target date funds to select institutional investors that
meet the requirements of section 401(a) of the IRC and certain government retirement
plans described in s. 818(a)(6) of the IRC. As a s. 457(b) governmental plan, the WDC
is a qualified governmental plan and could offer the collective trusts to participants.
Additionally, Vanguard reserves the right to offer the collective trusts only to clients who
meet certain asset minimum amounts.

Investment Committee Discussion
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The Investment Committee discussed the pros and cons of the Vanguard Target Date
collective trusts with Bob Lawler of Vanguard at the February 10, 2015 meeting. The
Target Date collective trusts offer the identical investment approach as the Vanguard
Target Date funds (including glide path and target allocation). The appeal of changing to
collective trusts is that they are lower in cost than mutual funds. The Vanguard Target
Retirement Date Funds offered through the WDC have expense ratios ranging from 16
to 18 bps (basis points). If the WDC'’s Target Retirement Date funds were converted to
collective trusts, the expense ratios would drop to 8.25 bps.

Like mutual funds, commingled or collective trusts have specific investment objectives,
may purchase stocks and bonds, etc., and are offered through investment managers.
Collective trusts are pooled investment vehicles that are created and maintained by a
bank or a trust company (in this case, the Vanguard Fiduciary Trust Company or VFTC)
that holds ultimate responsibility for the investments. Collective trusts are subject to
federal regulations via the Internal Revenue Service and Department of Labor, but not
federal securities laws. The underlying mutual funds in the trusts are registered
investment companies subject to the same regulatory oversight as other mutual funds.
Per Vanguard, its Target Retirement Trusts are “structured as ‘master-feeder’ trusts.
Each 5 year mandate (2015, 2020, 2025, etc.) has a master trust that actually invests in
and holds Vanguard mutual fund shares. Clients [like the WDC] invest in shares of the
feeder trusts (sometimes referred to as ‘sleeves’ or ‘sleeve trusts’) that in turn invest in
units of the master trust.”

As stated previously, the primary appeal of collective trusts for the WDC is that they
have lower expense ratios than mutual funds. However, there are a few potential
drawbacks for collective trusts:

1) Collective trusts do not have to produce a prospectus, nor do they have to
comply with federal Securities and Exchange Commission regulations. However,
collective trusts are subject to their anti-fraud provisions, as well as banking laws,
the Internal Revenue Code, ERISA and Department of Labor regulations. Annual
audited financial reports are available to plan sponsors.

2) Collective trusts do not trade publicly, therefore transparency is lost. Investors
cannot simply look up a trust via a ticker symbol. Note: Vanguard has stated that
information on the performance of its collective trusts is available on the
Vanguard website and can be made available directly to the WDC's record
keeper and other interested parties.

3) Collective trusts are only required to provide an annual net asset value (NAV),
whereas mutual funds report daily NAVs. Note: Vanguard has stated that it will
include a daily NAV for its commingled trusts on the Vanguard website and will
make them available directly to the WDC'’s record keeper and other interested
parties.

4) Collective trusts aren’t required to distribute dividends and realized capital gains.
Rather, the value of these distributions are retained and reflected as an increase
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in share price. This is in contrast to mutual funds, where any capital gains must
be distributed and in most cases are reinvested in the form of additional shares.

Although moving to collective trusts would decrease some transparency currently
provided by offering the retail mutual fund versions of the Target Date funds, this
change would be consistent with the Board’s policies regarding offering low-cost options
and should result in better returns for participants investing in the Vanguard Target Date
options.

The Investment Committee asked several questions of Vanguard, including requesting
that Vanguard make the annual audited financial statements for the collective trusts
available for posting on the WDC website. Vanguard agreed to provide this along with
performance information on a regular basis.

The Investment Committee requested certification or documentation from Vanguard that
the Target Date collective trusts are subject to compliance regulations similar to those
under which the mutual funds operate, and also requested a statement regarding the
level of risk in collective trusts relative to the mutual fund versions of the target date
funds. The committee is interested in learning where compliance requirements are
different and how Vanguard addresses these differences. Mr. Lawler from Vanguard
agreed to follow-up on these requests and report back to the Board.

Recommendation

If Vanguard can provide documentation or certification indicating that the regulatory
compliance requirements and risk of the target date collective funds are similar to the
mutual fund versions, and this information can be included on the WDC website for
participants, then the Investment Committee recommends changing the Vanguard
Target Date offerings from mutual fund options to collective trusts.

Staff from Vanguard and the Department will be available at the Board meeting to
discuss the contents of this memao.

Attachment: 2014 Vanguard comparison of target retirement funds vs. target retirement
trusts
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