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ATTENTION: Fee Disclosure RFI - - . . 

Re: Fee and Expcnse Disclosures to Participants in Individual Account plans:? 
{RIN 1210-AD07) 

near 1,adies and Gentle~nen 

Wc appreciate the opportunity to provide coinments to the U.S. Departn~ent of Labor's 
request for ~ntbt-mat~on regarding fee and expense disclosures provided to participants in individual 
account plans (the "rnI"). We are pleased that ~ h c  Dcpartmcnt is focused nn these important issues. 

As employee benefits attorneys, our prac ticc incluclcs providing guidance to plan 
sponsors and service providers to rclircment plarls regarding the requiren~ents of the Employee 
Retirement Income Sccurjty Act of' 1974, as amended (EKISA). In reviewing the RFI, we noticed that 
commcnts previously prepared ht- testimony Fred Reish delivered to the 2006 ERISA Advisvry Council 
worki tlg group on select issues of a procedurally prudent invcstmcni process are particularly respot~sive to 
the information requested by the Departmunt and, in par1 icular, Question 7 .  As such, we have enclosed a 
copy of written comments regarding thar. test i ~nnny.  

Please note that wc will alsn he addressing the categories of information in the RFI in 
separate letters. 

Very truly yours, 

A&- 
/ STEPHANIE L. BENNETT 

CFR:SI.R:csk:lnes 
Enclosure 
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lntroductiou 

My name is Fred Reish. I am a sharcholdcr in the law firm of Rejsh Luftmau Reicher & Cotien in 
Lus A I ~ ~ c ~ c s ,  California. My firm specializes in employee benefits and tax rnattcrs. I have more 
than thitty years experience as an cmployee benefits attorney. 

I am liere to present my vicws on section 404(c) of the Employee Retirement Tiicome Security 
Act ("ERISA") and the regulation thereunder. (In this testimony, I r ek r  to the statute and the 
rcgulalion, colleclivel y, as 404(c) unless othenvi se specifi en.) My views reflect my cx tcnsivc 
experience in this area. That cxpcricncc includes: assisting employers in complying with 404(c); 
advising providers on their programs to assist fiduciaries in cornplyirlg with 404Cc); auditing 
plans for 404(c) compliance; writing and speaking about fiduciary and 404(c) issues; and acting 
as an expert witness on 404(c) cotnpliance. hi my cxpcricncc, the vast rnajurily of plans do no1 
salisSy lhe condilions for obtaining 404(c) protection. As a result, for the vast rnajol-ity of plans, 
the fiduciaries retain respo~~sibjljty i b r  thc prudence o r  all inveslmenl decisions made, including 
participant-directed investn-lent decisions. 

Further, it is my ohsen at inn that most patlicipants, and many fiduciaries, do not understand that, 
under ERISA, Ihe investment role of the participant is to develop a portfolio in his account by 
allocating his money airlong pn~dcntly sclcctcd invcsttncnt options. That is, the obj ectivt: is for 
participants to properly balance their toleraiice for risk and their need for investment retuims by 
dcvclup~ng appropriate portfulios in their accutmts. While that concept is incorporated into the 
404(c) regulation, it  is actually based on ERISA's adoption of Moderri Por-tfo t io Thcory ("MPT") 
and other generally accepted investment theories. (ERTSA's adoption of MPT is well 
ducu~~~cr~ tcc l  i n  DOL guidaricc and court dccisions.) UnPorlimatcly, it is now obvious lo even lht: 
most casual crhsener that most participa~~ts lack the kiin\vledge to develop appropriate portfolios 
in their accounts. (That would require, for example, an understanding of basic investment 
coilccpts-such as asset classcs, correlation, stratcgic nssct allocarjon and rc-balancing-which 
most participants lack.) Nonetheless, participat~t-directed plans are popular with hath employers 
and employees, and art: the primary retiremen1 vehcles for many Ameri~an workers. Thus, 
participant-directed plails must be tnacle to work and to work well. In order to achieve th is  goal, 
the interests of employers, fiduciaries and participants must be balanced in a way that the system 
cncouragcs and erlhrlrlces quality retirement henei-~ts and that plan sponsors and fiduciaries enjoy 
reasonable protectiot~s when participants control their investments. But that can only work if the 
404(c) regulation requires lhal bull] ineaningl'ul inSonnation and prudcnt invcstmcnts bc oll'crc J. 

Backpround 

Employer sponsorship of defined contribution plans, particularly participant-directed 401(k) 
plans, has p w n  in recent ycars. Thcsc plans arc now seen as the primary retiren~ent vehicle-- 
by both empIoyers and employees. However, in many ways the responsibilities u C plan sponsors, 
fiduciaries and employees are not well-understood and, in some cases, are commonly 
misunderstood. For z?ramplc, sumc plan sporlsors ar~d fiduciaries (cnl lectivzly referred to as 
"plan sponsors" in this testimony) do not believe that they can be Iegally responsible for the 
pr irdcncc ol' part ~cipant investn~ent decisions. Further, in my experience many plan sponsors 
believe that their plans comply wilh 404(c), cvcrl thougl~ they are not aware of the detailed 



requircmcnts in ihc regulation.' That is, both of tl~ose groups of plan sponsors bclievr ihat, even 
i f participants make imprudent invcst~ncnt decisiuns, the officers who senre as fiduciaries are 
protected from liability. However, based on my experience and on conversatiuns with others in 
the industry, fcw plans aclually comply with the conditions in the 4041~) regulation. As a ~.esult, 
most plan decision-makers, including conlr~littcc mcmbcrs, are legally responsible for the 
prudence of participant investment decisions. As the court in Rnron opined, "lf a plan dvcs r~ot 
qualify as a jj404(c) [plan], the fiduciaries retain Iiability for all investment decisions made, 
including decisioils by the plan participants."2 

Before the Eruon judge madc that ruling, shc had read the "friend of the court" brief submitted 
by the U.S. Department of Labor: 

The only circumstmces in which EHSA relicvcs thc fiduciary uf 
responsibility for a participant-directed investment i s  whei~ the 
plan qualikics as a 404(c) plan. . . . Under ERISA @404(cj . . . 
fiduciary is not liable for losses to the plan I-esulting fro111 the 
parlicipanl's selection of inveslmenls in his own account, provided 
that the participant exercised control over the investtuetlt aud the 
plan met the detailed requirements of a Department of 1,ahor 
regulation.' (Emphasis addcd. ) 

The benefits of 404(c) compliance are sibvificant. Cornplian~e provides fiduciaries o1 
participant-dirccted plans with protectior~ from liability for allocation decisions made by 
participai~ts4 (that is, the fiduciaries ~ v i l l  not be legally responsible for how the participants use 
the investments). There are approximately 20 to 25 dislincl conditions in thc 404(c) rcgulation5 
that a pla~l spo~>sor must satisfy to obtain 404(c) protection. Of course, the opposite is true, such 
that in the case nf a plan which does not meet the conditions of 404{c), the fiduciaries are 
responsible for the prudence uC participant-dircctcd invcstmcnt decisions.' 

In my experience, the most common failures lo comply wilh 404(c) arc thc iiillowing: 

1. Failure to provide a cupy US thc pruspcctus rrlost recently received by the plan to a 
participant inurizdiatzly preceding or follnwing a participant's initial investments 
it1 at1 optinn; 

1 ,Tee neloitte 200512006 Annual 401(k) Be~lclmlarking Survey in ~vliich 87% of plans surveyed by Deloitte reported 
that they complied with 404(c). 
' Tiitlc v. Enrnl~ C I I ~ ~ . ,  284 F.Supp.2d 5 1 1, 578 (S.D. Tex. 2003). 
3 DOL Erum Atrlicus Brief, Pal3 1, August 30, 2002. 

29 C.F.R. F )  2550.404~- l(b)(2)(iXBX 1). 'lhose conditions under 404(c) musl b r  sulislierl f u ~  both participants and 
beneficiaries. This report uses "participant" to refcr to both 

29 C. F.K. $ 2550.404~-l(b) 
6 SEE Y'i t tI~ tl. Enlnn Gorp., 284 F.Supp.2d 5 1 1, 578 (S.D. Tex. 2003). Btdt rrr Jtwk1~r.c 1, ) ' I Z ~ P I '  S- il,lirl At?rt.rrc.rr 

Autflworks, /nu., No. 04-4258 (7th Circuit, April 16, 2006); I:red Keish and Rrucc Ashtun: "JurlXtti~ 1'. Yfzgul-: The 
Courl Or Appeals Gets It Wrong," JUUKNAL OF PENSION RF,KEFITS, VOL. 14, NO. 1 (fo~-thcollling I \ U ~ ~ I T I ~ I  7006). 



2. Failurc to notily the participant of the identity of the 404(c) fiduciary, that is, \he 
fiduciary (often the plarl committee) who is responsible foi- overseeing the 
satisfaction of the conditions in the regulation; 

3. Failure to notify the participants of the five categories oi'inlbmation thal must be 
givcn to thcm upon request; 

4. Failure to notify thc participanls that Lhe plan intends to comply with 4041~) a 
that, as a result, fiduciaries may he relieved of lia bility; and 

5. For plans that offer company stock, the failure to develop and co~~~rnurlicatc a 
conlidcntiality procedure lo protect the identity of participants who buy, sell, I~old 
and vote cnliIpany stock, and the failure to operatc thc plan consistcrlt wilh Ihe 
404(c) requirements for that procedure. 

While mosl plans do not comply with those (and some of the other) 4041~) conditions, the good 
news is that, for the most part, plan sponsors and providcrs arc furnishing parlicipants wilh the 
balance of the information required in 404(c). 

It is my recommendation that the 4041~) regulation be improved by the following: 

A. Addition of a participant education element; 

B. Clarification on what information must be furnished to participants; 

C. Elimination of the prospectus delivery requirement; 

D. Disclosure of a11 expenses, revenue and conflicts of inlerest; 

E. Addilion oS disclosures regarding company stock; 

F. Natificatiuns that thc sumrnary plat1 dcscriptiorl trmsfcrs liability; 

G. Represenlalion in lhc SPD concerning fiduciary respo11sibiIity and participa~~t 
respo~sibilities; 

H. Facilitation of use of default il~vestinents; 

I. Clarification of responsibilities concerning brokerage accounts; 

J. Modification of definition of broad range; and 

K. Facilitation of electronic delivery. 



A. Addition of a participant education clement 

The 4i)-C(c) regulation states that plan Iiduciaries are not obligated to provide iilvestnler~t 
advice to participants, nor are they obligated to assist participanls in any way to 
understand prospectuses, financial reports, or other materials that are passed on to them. 
In Interpretive Bulletin 96- 1 ,  the DOL reiteratcd its position and, unfortunately, further 
provided ha1 plan sponsors are not obligated to provide investment cducatiorl to 
participants.7 

Although the 404(c) regulation dues no1 include a condition that would require fiduciaries 
to provide investn~el~t education to participants, the gcr~cral Iiduciary provisiuns under 
ERISA Scction 404ja) could reasonably be interpreted to require that the fiduciaries offer 
a prudent package of investmetit products and scrvices lo participants-including 
investment options, education, information, advice, and other services-that wurlld 
pennit participants to 111akc jnlbrmed and reasoned investment decisions for investitlg for 
retirement. (In effect. 1 am sayil~g that, under the circun~stanccs now pre~ailing, a 
fiduciary of a participant-directed plan, when acting wit11 "care, skill, pnldence and 
diligence," would rlccd to provide participanls with the basic information and knowledge 
needed to understand the investments and to use them properly.) In this rcgard, there is a 
considerable amount of data showing that most e~nplo yees Iack basic investment ski I Is: 

2 Must participants don't change the allocation of their accounts during their 
pa~licipation in a plan;' 

, Appro~imately 20% of the participants hold only one ~llutual fillid i n  their accourlt- 
and the mutual fund only represents only one asset class;' 

> Aboi~l 31% of the participants own only two investment options in their account, 
representing only one or two asset classes;1° 

';r Many pa~ticipants hold amounts of col-npany stock at a level that investment 
professionals consider to be risky; ' 

3 Many participanls hvld high leveIs or cash equivalents in their accuunts-to a point 
that investlnel~t experts are concerned about whether the accounts can grow 
adequately to provide needed retirenlent benefits; 

P Many participants mis-use Iifeslyle fi~nds by treating them as Ihe equivalenl of a 
mutual fiind, that is, they hold several lifestyle funds or they hold a lifestyle fi~nd 
together with other mutual funds." 

Because of these problems, I believe that the regulation should include parlicipanl 
cducatiori as a condition for obtaining relief under section 404(c). That education sllould 

' 29 C.F.R 9 75119 9h-I ,  n 1 
' Putnarn Invcstmcnt.u, DC Pliins Missing he Forest for h e  Trees, 2004. 

Fi~l~likv, B u i l d i ~ l ~  Futu-ts ,  2004 Aulual Report; Hewitt Universe Benchn~arks. 7UU3 
I U  He,+ in, How Well Are Etnployees Saving and Investing in 401 (k) Plans. 2005 
I ' I d  
'' Punlam Invesrnlcnrs. Kr -thinking the Smorgasbord Approach lo DC Full1 Offerings, 2003. 



be consistent with the guidance under lntcrprctive Bulletin 96- 1 (d). As a practical matter, 
for the vast majority of plans, basic investmer~t cducation is already offered to 
participants and thcse services are already included in the cost stn~cture of thc plan. To 
the extent that my recommendation, if adopted, wuuld impose additional investment 
cducation requirements on some plans, both the burden and expensc of providing ihat 
education would most likcly ihll on the providers, rather than plan sponsors and 
participating employees and the al~ility to pass through thc cost would be limited by 
inarketplacc forccs bccause must quality providers aIready offer those services. That is 
because, in most cases, the niarketplace li~nits thc abilitics 01 pruvidws to charge more 
than a competilivt: price. 

B. Clarification on what information must he furnished to participants 

The 4041~) regulation requires that participants be provided with: 

sufficient information to make informed decisions with regard to 
itivcstmcnt alternatives available under lhe plan, and incidents of 
owilersllip appui-tenant to such investments. For purposes of this 
subpara~aph, a padicipant or beneficiary will not be considered to 
have sufficient investlnent infor+nlation unless-'" 

The regulation goes on to describe the infomation that must be furnisllcd to tfic 
participants. The current wording of the regulation leaves the reader questioning whether 
providing participants with thc cnumcratcd inibrmation is sufficient iu satisfy the 
requirement or if the language "sufficient iilfnm~ation to make infonned decisions" 
imposes an additional requirement upon fiduciaries of 4041~) plans. 

The 404(c) nolice requiremenis art: best understood when lhey art: analyzed in light of 
mutual funds and similar investmei~t vehicles. However, a weakness in the regulation is 
revealed when one applies them to illiquid or non-diversified or non-publicly traded 
investments. Irl cKcct, thc 404(c) rcgulation appcars to placc thc grcatcst disclosure 
requireine~lts on diversified mutual funds, which may be the easiest o f  the different types 
of investments to evaluate (in the sense that there is a great deal of information that is 
publicly available, ror cxamplc, thc popular mcdia, thc finar~cial 111cdia and the internet). 
In my opinion, the disclosure requirements should he just the opposite, that is, the 
greatest disclosure burden should atlach to the investments lhal are ihe mosl risky and 
that arc the most difficult to evaluate. 

While it seems clear that, under the regulation plan sponsors must at least furnish the 
information enumwated in the rcgulation, it is Irly bclicf that the language in the 
regulation should be expanded to require (or to clati fy that it already requires) fiduciaries 
of 4041~) plans to provide participants with the information nccdcd to makc inlormcd and 
reasoned decisiolls about using the investment choices offered by the plan. For example, 
parlicipanls eilher must bc provided, or have the right to get, financial statements and 
reports about the investments, to the extent those repurls arc supplicd to the plan.'4 I 'he 

l3  21) C.F.K. 5 2550. 4 0 4 ~ -  1 (b)(2)(i)(J3). 
j 4  29 C.F.R. $2550.404~- l(b)(Z)(i)(B}(2). 



rcgulation should be more specific and prnvide explicit nilcs about what should be 
provided to the participants. That is, the regulation should c la i f y  whcthcr the plan 
spoilsor is responsible for providing othcr, possibly conflicting. information such as 
analysts' rcports to the employees (which may not be ge~~erally available to thc pitblic 
without charge). The need for this changc is highlighled by the expanding lineups of 
1tlvc.s tmenls being offered to participants and by the in ttixluction of new invcstrncnl 
vehicles, sucl~ as hedge fu~lrls and partrlcrship intert.sls. 

Viewed tt-om the participants' pcrspcctivc. it scems clear that plan sponsors should be 
required to furnish participants with sufficient information about the itlvestmcnts oii'crcd 
by the plarl-particularly when one considers the difference in investment sophistication 
between the plan sponsors and the averagc participant. Further, lhat information 
requiremen1 should not be limited to the information supplied to the plan. Since the plan 
sponsors decide which invcstrr~cr~ts a plan will oiTer, they are in the position to ensure 
that the inveshnent provider will deliver sufficient information to the plal nor. if it will 
not, to rcfusc to iricludc that itlvestrnenl in Ihe plan. In olher words, as the gateway to the 
plan, the plan sponsol-s car1 require that investment providers give the plan mid thc 
participant adequate information to properly evaluate and use the investments. Finally, in 
my opinion, 404(c) protection should not apply in situations where the plan sponsors 
cannot provide adequate ii>formatioi~ to the participa~~ts to enable them to i~lake j~lfoln~ed 
and reasoned decisions. 

C. Elimination of prospectus delivery requirement 

The 404(c) regulation requires thal participants be provided with: 

in Ihe casc oS arl invcstrncnt altcnlativc which is sub-jcct to thc 
Securities Act of 1433, and in which the participant or l~cucficiary 
has no assets invested, immediately following the participmt's or 
beneficiary's initial invcstmcnt, a copy of the most recent 
prospectus provided to the plan. This condition will be deemed 
satisfied if the participant or beneficiary has been provided 
with a copy of such most recent prospectus immediately prior 
to the participant's or beneficiary's initial investment in such 
alternative. . . .I5 (Eniphasis added.) 

Notc that the plan must comply wit11 this requirement only if the prospectus is "provided 
to the plan" but not otherwise. The importance of this language is illuslratcd by plaris that 
use a group am~ui ly  lo Sirnd thc plan. Ltl most cases, for plans that invest in group anl~uity 
contracts which hold mutual funds, insurance companies are not required to provide 
inutual fund prospectuses to the plans. That is because, for group annuity contracts, the 
insurance company is vjcwcd as the sliareholder. Those plans would not, as a practical 
consequence, need to deliver prospectuses undcr thc securities law and, as a practical 
consequence, under 4041~). (instead, insurance companies lypically dclivcr fact slleets 
and olher inlbnnatiorl to participatlts. 'That informatiol~ usually is an easy-to-read and 



easy- to-undersland summary of key data about the mutual Funds.) Howcvcr, where a plan 
invests directly in mutual fuads, the mutual fund is required by federal securities laws to 
prclvide prospectuses to the plan. Ti1 my opinio~l the prospcc t us delivery requirement 
s!~ould be modificd to instcad require that the plan make the prospectuses avai [able (for 
example, through the plan's 01- the provider's websitc). 

As a practical matter, one must corlsidcr wllcthcr Ihe prospecLus delivery accomplishes 
the goal of educating participants about the ii~vestments. A recent survey revcalcd that 
lnorc than 60% 01 investors find prospectuses "very or somewhat difficult to 
understa~id."" The survey also revealed that more than half oi' invcstors said they read 
little or none of the prospectus, 12% don't read it but save it for later ai~d 1 8% throw i t  
away. ' 
So it seems thal must investors find little, if any, value to prospectuses. As a result, 
prospectuses are not the ''hest" fonuat for hmishing participants thc inlbm~ation lhey 
need to make decisions about investment options. Therefore, T also 1-ecommend that the 
rcgulation rcquirc a rilorc cl'lcc t ivt. rtleans or communicating Ihe information participants 
need regardins the investment op tiotis. Tn nmy view, the regulation should reflect thc 
induslry praclices that have been developed by quality recordkeepers and service 
providers. Fol- exaalple, the regulatiorl should identify t l~e sources of information that 
most investors rely on for investment assessment (c.g., Morningstar, Lipper and Standard 
& Yoors) and sllould consider the format uscd, and the information provided, by thosc 
services. This could he done by amending the regulation to pen~lit  pla11 sponsors to 
satisfy the ''prospectus" requiremenl by prubiding the essential information from 
prospectuses, and other needed information, in otl~er formats that ir~vestors rely on and 
deem relevant. 

D. Disclosure of all expenses, revenue and conflicts of ifiterest 

']'he c u ~ ~ e n t  regulatioll requires that: 

A description of any tl-ansaction fees and expenses which affect the 
participant's or beneficiary's account balance in connection wilh 
purcl~ascs or sales of interests in i~lvestinent alten~atives (e .g . ,  
commissions, sales load, deferred sales charges, redemption or 
exchange kes)." 

The weakness in thc rcgulation is that the requirement to disclose fees is only triggered 
by paiticipant purcliases or sales. As stated in the preamble to the regulation: 

This requirement relates to the disclosure of fees and expenses 
dircctly nsscsscd against the pal-tici p a ~ ~ t ' s  or beneficiary's account, 
not expenses, fees or comrnissjons incurred by the investment 

Ib Tract y Lurlgo "Advisurs in the Spotligl~t" Financial Advisor July 70(Jh citing to an Investment Cotnpany Inslilult. 
Survey 
171d. 
IS  29 {_'.I. .K. g: 7550.401~-1 (h)(2)(i)(B)( l)(v). 



altcrnalive attendant to the operation and management of the 
invzstme~t alternative. 

This weakness i s  illustrated whcn one considers that participant accou~~ts may bc chargud 
lor cerlain pIan level expenses or fees that are not thc rcsul l  of participant acts. For 
example, in the case of a siurcnder charge on a group annuity cnntract or a market valuc 
adjustment on a stable value it~vestment that is triggcrcd when the plan surrenders the 
contract, undcr tllc currenl 404(c) regulation the participants are not rcquircd to be 
notified of such fees or adjustments, but thcir accounts may be negatively inipacteci ill 
thusc sit uaiions. Thus, for transparent y and mean i t~gful disclosure, thc regulalion shouid 
he al~lended to requirc mandatory disclosure of the existence of all fees or possible 
charges that impact or could impact the valuc of thc parlicipanls' benefits, and not just 
thosc triggered by participant-directed purchases and sales. That i~cludes iofbrnlation 
about pla~i expenses such as ir~vcstmcnr advisory fees,  ont tract charges, administration 
rees and other fees charged to the plan as whole. 

In addition, the regulation should incorporate guidance 01.1 the impact of fccs. That is, 
plan sponsors s11011ld bc rcspotisible Sor explaining, in language calculated to he 
understood by the average participant, that expenses and fecs rcducc bcnclits availabIe lo 
thcm at rctircment." Although this seems like an obvious cnnclusion, a recent 
experimental study reveals that investors do not givc adcy consideration to the effect 
of fees and expenses on their investments." 

E. Addition of disc tosures regarding company stock 

In urdrr for a plan to provide a participant with the opportunity tn exercise control over 
assets in  11js account, the participant must bc provided (or have the opportunity to obtain) 
sufficient information to make informed decisions wit11 regard to investment alternatives 
availab1c under thc p1ar1.22 The informalion is not sufficient unless the participant is 
actually provided wit11 (as opposed to it being made available), at thc least, the 
ir~formation specified in the 404(c) regulation (although more may be required) including, 
but not limited to, the following: 

( i i )  [A] dcscriplion UP the inveslment allematives available imder 
the plan and, with respect to each 'designated invest~~le~lt 
a l t e rna t i~e '~~  a general description of the investment objectives and 

l 9  57 FR 46906 a t  469 1 1. 
70 Spp Alicia 11. Mu~mell, M a u r ~ c ~ o  Soto, Jerilyn Libby and John Pn~lz~vallt. "It~vestment Returns: Uefmed U ~ n e f i t  
VS. 4Ul(k) Plans," AN ISS'JE I N  URIEF CENTER FOR RETIREMEKT RESEARCH AT BOSTON COLLEGE, Number 52, 
September 2006. ']'his report presents the results of a study of rates of rerum on defined benefit and 401(k) plans 
over the period of 19SR-2004. The outcome of the study revealed that  over the per~od of  1988-20n4 defined benefit 
plans ou~pcrformcd 40 I (k )  plans by o ~ c  pcrccnlagc poinL. The au~hors a1hibutt.d part or h i s  diCTcrerlce to the higher 
fees charged to drfi~led contribution plans. 
'I Jarlles J. Clloi, David Laibsoll and BI-igine C. Madi-ian, "CVhy Does the Law of One P r ~ r e  Fall'.' An Experiment on 
ludcx Mutual Funds" (May 4, 2U06), nvnilnbl~, nt: http:i.:'www.som.yale.edu/facuItyljjc~3lfees.pdf 
'' 29 C:.18 .K. 9 2550.404~-1 (b)(Z)(i)(n). 
I' A rle.q,lgnlrtd investment uIleraalive is a specific investment identified by a plan fiduciary as ail available 
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risk and rclurn characteristics of each such alternative [rcf'crrcd to 
as the 'Description of Available Investments'], including 
information relating to the type and diversification ol' asseis 
col~~pri sing a portfolio of thc desipaled investment alt ematjves.14 

Urlder the rcgulation, the Description of Available Tnvestnlents must include: ji) a 
description of each investment alterrlativc; (ii)  a gcneral descrip tion of its investment 
objectives and risk and return characteristics; and (iii) information relating to thc typc and 
divzrsi ficatiorl of asscts comprising a portfolio of the designated itlvestlnent 
alt ernativzs." 

The regulation should be clarified to provide that disclosurc of the risk and return 
characleristics of an investment should include an additional disclosure for non- 
diversified investment s. This disclosurc should bc similar Lo the disclosure language in 
the DOL's model blackout notice, which states "You should be aware that there is a risk 
to holding substantial portiuns 01- y u ~ u  assets in the securities of any one company, as 
individual securities tend to have wider price swings, up and down, in short pcriods oS 
time, than investments in diversified f~ulds."'?he regulation could also require language 
similar to that which will be drnftcd by tlic DOL Ibr thc cluartcrly participant slalemenls 
under the new Pension Protection Act provision on that subject." Because of the extreme 
losscs suffcrcd by some parljcj y ant s when their employers have gone bankrupt {for 
example, Enron), the notice should also imentioi> the possihi lity o f  total atid pe~manent 
loss. 

F. Notificatinns that the summar)r plan description transfers liability 

The 4041~) regulation provides that the participants must be provided with: 

an explanation that the plan is intended to constitute a plan 
dcscribcd in scct iclrl 404(c) 01' thc Employcc Rctircrricrlt lncornc 
Security Act, and Title 29 of the Cudc of Federal Regttlations 
Sectiun 2550.404~-1. and that thc Iiduciarics of thc plan rnay bc 
relieved of lial~ility for any losses which are the direct and 

21 29 C.F R 9 2550.4OJc- 1 (h)(2)(i)(R)( i ) ( i~) .  
'5 29 C.F.R 255O.JT)Jc- I (h)(2)(i)(R)(l)(ii). 
26 29 C.F.R. 5 2520.101 -3(ej(2). 
'' Pcnsion Prt~lrclion Act of 2006 & 508; sec Jcrlnt Conu~urtee of Taxation Report on the Pension Protection Act of 
2006 cilmmcnts on 508. "A quar~rrly btnrfit stilttment piovided to a participant or benetic~ary who has the right to 
direct investments 111ust also provide: (1) an explanation of any linutations or restrictions on any  right o f  thc 
individual to direct an alvestment; (2) an explanation, writren in a maniicr calculated to bc untlervloud by Lhr 
average plan partlclpant, of the importance, fnr the long-tcrm rctircmcnl sccuriiy uC participants and bencficiarics, of 
a well-balanced and diversified invcstmcnt pclrtfolio, includhg a statelllent of the iisk that holding more rhan 20 
percent of a portfolio in thc sccurily or one entity (such as employer securities) may  not ht adequately d~vrrsified: 
and ( 3 )  a nolicc directirlg the participant or beneficiary to the Internet webs~tr: o f  the neparhncnt r l f  Labor fur 
sources oC ix~1or11l;ltiou on individual investing and diversification." 



necessary rcsult or investment instructions gillen h y sllch 
participant or beneficiary. . . . 28 

There lire two aspects to the explanation: first, that tllc plan is jnlended to be a 4041~) 
plan; and, sccond, that [he fiduciaries of the plan nnlay he relieved of liability. Uric 
disclosure without the other fails to satisfy thc 404(c) condiljon and, as a result. precludes 
404(c) protection for the fiduciaries. 

Thcrc is no specific requirement in the 404(c) regulations that the d~sclosures be niadc i t 1  

the Summary Plan Description ("SPD"). Howcvcr, Iht: reg~~lalion governing the contents 
of the SPD requires that the employer state in its SPD whether the plan is a 4C)3(c) plan.''' 
This statement, by itself, would not satisly the requirement to explain the impact of the 
plan electing to be a 404(c) plan. 

In my view, the SPD is the most effective instruil~ei~t for informing the participar~ts that 
the plan intends to satisfy the 404{c) conditions and to obtain the relief provided by 
404(c), that is, relieving the fiduciaries of any losses which arc tho dircct and ncccssary 
result of investment instructions by participants and beneficiaries. It is the one dclcunieilt 
that is almost certainly providcd to all participants. arid ttlcre is little risk thal Iht: 
information will be mislaid or not delivered. Thus, it is illy recommendation that the 
404(c) regulation and Ihe SPD regulalion bolh be amended lo require that the notification 
to the participants (that the plan intends to comply with 404(c) and that, as a result, 
fiduciaries may be reIieved of liability) be included in the SPD. 

T l ~ e  proposed modj ficat~on would not impose an additional burden as the SPD regulation 
alrcedy rcqnjres t l ~ a t  tha t  SYU state whether the plan is a 404(c) plan, therefore 
implementing the recomn~endation would only require that an additional statement be 
addcd to thc SPD providirlg that, as a rcsult, thc fiduciaries of thc plan may be rclievcd of 
liability resulting from participant investment decisions. 

C;. Kcprcscntation in tbc SPD concerning fiduciary responsibility and participant 
responsibilities 

404(c) of  ERISA provides fiduciaries of participant-directed plans protection from 
liability lor allocatior~ decisions made by participants (that is, the fiduciaries will not be 
legally respoilsil~le for how the participants use the investments), as long as Ihe plan Iully 
complies wilh Lht: cunditions uC 404rc). Dcspite this co~lditional relief, fiduciaries of 
pat.ticipat~r-ili rzc ted plans remain responsible for the prudence of the investment options 
under the platl. as lhe DOL stared in thc prcamblc to thc final 4041~) regulation: 

All of the fiduciary provisions oC ERISA remain applicable to both 
the initial designatio~~ of investment alternatives and investment 
managers and the ongoing dctcmiiriation that such alternatives and 
managers remain suitable and prudent investment alternalivcs for 

'"9 C.F.R. 5 2550-.404c- 1 (b)(2)(1)(U)(1 xi) 
" 29 C.F.R. 5 2520.102-3(d) 



the plan. Therefore, thc particular plan fiduciaries responsible for 
performing these fuiictinns must do so in accordance wilh 
ERISA.~' 

Included in lhat obligation is the duty to remove specific investnlents when, under R 
prudence standad, they should no longcr continuc lo be available as investment optiol~s 
for participants: 

Thus, for exaniple, in the case of look-through invesrment vehicles, 
the plan fiduciary has a fiduciary obligation to pi-udently select 
such vehicles, as well as a residual fiduciary obligation to 
periodically evaluate the performance of such vehicles to 
deternline, based on that cvaluation, whcthcr thc vohiclcs should 
continue to be available as participant investment options." 

In my opinion the participants should he aware of the ongoing duties of fiduciaries of 
404(c) plans as well as their ow11 dulies wiih respeci to lhe plan. That is, h e  participants 
shouid be informed of the duties of fiduciaries to prudently select and monitor the 
investment choices and of their own responsibility to allocate the assets jn their accounts 
among the investment choiccs ol'l'crcd by thc plan in ordcr to balancc tllcir ~lcuds for 
retun] and their tolerailce for risk. 

It i s  ni y recorllmendation that, in order to obtain 404(c) protection, the regulation requires 
plan spunsors to state in the SPD that thc j~lvcstmcnt options arc pntdcrltly salccted and 
mo~~itored as i~~vestnleilts for retirement purposes. This representation would heighten 
awareness among plan sponsors u f  lhis ongoing duty to pnidcntly monitor, and possibly 
rcplace, the investments. More importantly, it ~vould emphasize to both fiduciaries and 
participants that their respective roIes are: 

Tor iiduciarjcs-to prudc~~tly select arid lnonitur niutual funds and to offer a broad 
range o f  asset classes; and 

fur participants-to collibine prudently selected funds in a manner which develop 
portfolios in their accounts that properly balance risk and rcward. 

In addition, the SPD or a separate 404(c) conlrnur~ication should explain the mle of the 
participant. That is, the SPD should explain that the participant's responsibility is to 
allocate the assets in his account among the plan's invcstmcllt optior~s in order to properly 
balance the participarlt's riccd for return and tolerailce for risk. 

Ullimalely, thcsc rcco~ll~neilded changes would not impose any additional burdens, as thc 
fiduciaries responsible for selecting and monilorjtlg the invest~uzats already have an 
ungoing duty to cont i~~ual  I y monitor those investments. Fiather, plans are already 
required to furnish SPDs to particiyn~its, so that the inclusion of language in lhe SPD 



informing participanls of their role as well as that of the fiduciaries would imposc littlc, 
if any, additional burden. 

B. Facilitation of use of default investments 

Tn order for the 404(c) protections to bc applicablc, thc participanl must have exercised 
independent controI over the investment of his accouiit. The Pension Protection Act of 
2006 (PPA) cxtcrlds 404(c) protection lo fiduciaries of plans that invest participant 
account balances, in the ahsence of a participant investnle~lt election, into "dcfault 
investmenls," provided that certain requirements are met. In order to obtain this relief, the 
plan must comply with new a LIOL reglilation (which the PPA directed thc DOL to issuc 
within six months from the date of enactment) and to provide notice to participants." The 
statute requires that the new regulation definc thc critcria for dctcrmining whcthcr an 
investment qualifies for this 404(c) protection, including the requirement that the 
investments consist o r  muIliple asset classes. (For ease of reference, my testimony refers 
to these vehicles as "quali fyng default investme~~ts" andlor as "professionally designed 
portfolios.") IIopefully, the regulation will also require that the investments be structured 
in a manncr consistcnt with Modcrn Porthlio Thcory, which is the Ioimdalion oS 
ERISA's investtlle~~t ~~rovisions. 

Lrl addition to the guidance about default investments, I reco~lunend that the DOL develop 
404(c) guidelines (either through the new regulation or in separate guidance) that would 
pcrmit a plan to exclusively offcr agc or risk-based lifestyle or lifccycle mutual funds 
and/or managed accounts to satisfy the broad range requirement." Some employers are 
inlerested in sponsoring plans thal ofkr only those investments, but it is not clcar lhat 
such an mangement would satisfy the 404(c) broad range requirement. 

In addition, while the new guidance will encourage employers to offer aulomalic 
enrollrncnt programs (siacc thcy will be able to obtain relief from certain aspects of 
fiduciary liability where they default participants into qualified multi-asset class 
investments), the notice requirement containcd in scction 404(c)(5) raises additional 
issues that should be addressed. Tn particular, section 404(c)(5)(B) provides that each 
participant must receive a notice before the beginning or lhe plan ycar. Whilc 1 do not 
take issue with thc anrlual notice requirement, there is a danger that the notice 
I-equiremeilt will be interpreted to apply only to default arrangemenis that are 
implemented at lhe beginning of a plan ycar. That is because the statute literally requires 
that notice be provided before the heginning of the year. IIowever, a plan may decide tu 
switch to a safe harbor inveslmenl in the middlc of'thc ycar. In that case, a literal reading 
of thc provision on the tinling of the notice could lead to a conclusion that the nolice 

'' Pension Protection Act of 2006 $ 624. 
33 Scc Vanguard Keport, "1Iow America Savcs 2005: A rcport on Vuriguard 2004 defined contributioil plan data," 
o w i l a h l ~  rrt: 
h~~ps://in.~t~~z~t~0nuI2.1aa,~ul-il.uum/VGAp~/ii~/Rusearch . ~ C n f e g u ~ ~ = R ~ t i r ~ ~ ? ~ e ? ~ ~  Kese~rchB FW Acti~~i~:=LihruwAu 
t~vit))& FW Event=uute~ury Tlle report reveals that life-cycle funds are being misuscd hy many invrstors. The 
sludy Could that 29% of people who in vested in life-cycle funds as part of thcir compurly' retirenierlt plan used 
them as an all-in-one investment, however, ahnut 49OA invcstod in a life-cycle find and one or more stock filnds and 
22% of investors owned more than nnc lifc-cycle lurid. 



requirement cannot be satisfied until the next yeas and, as a rcsult, [he fiduciary 
protections would be delayed. Therefore, I encourage the DO1 to issue guidance that 
would allo\rp a plan that switchcs to a qualifying defdull investment in the middle of the 
year to issue a notice of such change during that year, hut within a reasonable time before 
the changc is madc. Ry providing this guidance (he DOL will further encourage the use 
of professionally designed portfolios as default investments. 

1. Clarification of responsibilitics ronccrni~~g brokerage accounts 

The 404(c) regulation does not clear1 y address whether certain vehicles are coilsidered to 
bc invcstmcnts. As a rcsult, thc appljcatjon uP the regulation is not clear. Fur example, is 
a brokerage account an investment or a service? If the latter, which 1 believe it is, then 
apparenlly the 404(c) regulation applies to the thousands of investments that may be 
purchased through the brokerage account. l'tiat should be clarified. Assuming that a 
brokerage account is a service, or at least is not an investment, the regulation should be 
clarilied lo provide that there is no 404(c) protection Sor the issuc ol' whcthcr it is prudcnt 
to offer the brokerage accowlt. (That is, fiduciaries make tliat decisio~~ subject to the 
prudence standard.) The regulation shoilld firrther provide thal 404(c) pro tecliun for 
!wokerage accounts, if available, extends orily to investment decisions in the underlyng 
investments. 

J. Modification o f  definition of  broad range 

The regulation states that, in order for a participant to be considered to have exercised 
cunlrol over thc asscts in his accourlt, the par-ticipmt must have tile uppurtu~lity to clloose 
ti.0111 a broad range of  investments, which consist of at least three diversified investment 
alternatives, each of which has materially dii'lkrcnt risk a~ld  rcturrl ~haractet.istics.~" 

The regulalion should be arncr~dcd to incrcasc the number of diversified investtnci~t 
alternatives from three to at least five. This change would reflect prevailing investment 
industry thinking and would pose little addj tional burden, since thc avcragc plan already 
offers 15 to 20 investment options to In addition, it would encourage better 
analysis of asset classes at both the fiduciary and the participant levels. 

K. Facilitatiou of electronic dclivcry 

Current guidance makes the use of electronic delivery lor satisfying certain notice 
requirements ~lifliicult.~" rrccorlllllcnd a sigtli ficant expansion of the rules concerning the 
use of electronic delivery for communicating information to participants. I aclu~owledge 
that electronic delivery may have somc drawbacks. For example, participants may pay 
less aft cnfio~i to electronic i~~formation than they would to hard cupies oP jrili>r~~lation. Of 
course, that concern is countcr-balanced by the fact that many participanls do nol read 
what they believe are routine mailings from thc employes. In weighing these and other 

33 29 U.I:.R S; 1550.404~- I (h)(3)(i)(B). 
i S  Tjelnittc 20i)5.:'2006 hulual  401 (k) Benclmlarking Survey. 
3b 29 C.F.R. 8 1S20.10Jb-l(cj. 



con~petiilg cni~siderations, it seelns that tile bellefits affordcd by clectrunic delivery (that 
is, reduced plan expenses) outweigh the possibility that electronic communications may 
not be given as much attcrition by parlicipanls. (Where plan sponsors do not have valid 
email addresses for some participai~ts, the plan information could he delivered in the 
samc rnarlncr as thc cmploycr uscs to comrnu~nicate o1ht.r c.ri(ica1 or required information 
to employees.) Further, it is likely that, for some of the less-engaged participants, the new 
n~lcs  on safc harbor automatic enrollment plans and defaull in\ eshents will protecl those 
individuals fiom any lii~litations of electroi~ic communications. 

'I'l~ank you for thc opporturlity to cxprcss my vicws to the Advisory Co~nncil. I would be glad to 
answer any questions fro111 members of the Advisory Council or from the staff at the Employee 
Benefils Security Administralion of [he U.S. Departmenl or Labor. 


