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REDEFINING ‘FIDUCIARY’: ASSESSING THE
IMPACT OF THE LABOR DEPARTMENT’S
PROPOSAL ON WORKERS AND RETIREES

Tuesday, July 26, 2011
U.S. House of Representatives
Subcommittee on Health, Employment, Labor and Pensions
Committee on Education and the Workforce
Washington, DC

The subcommittee met, pursuant to call, at 10:05 a.m., in room
2175, Rayburn House Office Building, Hon. David P. Roe [chairman
of the subcommittee] presiding.

Present: Representatives Roe, Thompson, Walberg, Hanna,
Rokita, Bucshon, Barletta, Roby, Heck, Andrews, Kucinich,
Loebsack, Kildee, Hinojosa, McCarthy, Tierney, Holt, and Scott.

Also present: Representatives Kline and Biggert.

Staff present: Andrew Banducci, Professional Staff Member;
Katherine Bathgate, Press Assistant/New Media Coordinator;
Casey Buboltz, Coalitions and Member Services Coordinator; Ed
Gilroy, Director of Workforce Policy; Benjamin Hoog, Legislative
Assistant; Ryan Kearney, Legislative Assistant; Brian Newell, Dep-
uty Communications Director; Krisann Pearce, General Counsel,
Molly McLaughlin Salmi, Deputy Director of Workforce Policy;
Linda Stevens, Chief Clerk/Assistant to the General Counsel,;
Alissa Strawcutter, Deputy Clerk; Joseph Wheeler, Professional
Staff Member; Kate Ahlgren, Minority Investigative Counsel;
Aaron Albright, Minority Communications Director for Labor;
Tylease Alli, Minority Clerk; Daniel Brown, Minority Junior Legis-
lative Assistant; Jody Calemine, Minority Staff Director; John
D’Elia, Minority Staff Assistant; Brian Levin, Minority New Media
Press Assistant; Megan O’Reilly, Minority General Counsel; Mere-
dith Regine, Minority Labor Policy Associate; and Michele
Varnhagen, Minority Chief Policy Advisor/Labor Policy Director.

Chairman ROE. This hearing of the Labor and Pensions sub-
committee will come to order.

Good morning everyone.

Welcome Assistant Secretary Borzi. We appreciate the time you
have taken to be with us today.

Recently, we learned about the challenges confronting retirement
security of workers and retirees. The lingering effects of the reces-
sion and the uncertain regulatory environment reaffirmed the need
for policy makers to tread carefully as they consider changes to the
rules that govern retirement investment.
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Policies in this area should provide clear guidance that protect
workers but also be flexible enough to permit a wide range of in-
vestment opportunities. Striking the right balance between these
two competing demands remains a constant policy goal.

We are here this morning to discuss the Labor Department’s pro-
posal to redefine the term fiduciary. The Employee Retirement In-
come Security Act (ERISA) charges fiduciaries with the highest
level of care to individuals participating in a retirement plan.

Anyone who provides investment advice should be well trained,
committed to high ethical and professional standards, and devoted
to the best interests of those financial resources are entrusted to
their care. However, the dramatic shift proposed by the department
may well disrupt stable effective relationships between retirement
savers and service providers.

For more than 35 years regulations surrounding fiduciary re-
sponsibilities have provided certainty to employees and other re-
tirement plan sponsors. Currently an investment advisor is consid-
ered a fiduciary under the law if they offer individualized advice
on a regular basis for a fee.

The fiduciary’s advice must be provided pursuant to a mutual
agreement and be the primary basis for resulting investment deci-
sion. However, the labor department has now decided to rewrite
the rules of the road. Among other changes proposed by the depart-
ment, fiduciary status would no longer hinge on whether advice
was provided regularly or served as a primary reason for an invest-
ment decision.

While we support looking at ways to enhance this important defi-
nition, the current proposal is an ill-conceived expansion of the fi-
duciary standard. It will undermine efforts by employers and serv-
ice providers to educate workers on the importance of responsible
retirement planning. Regrettably, the proposal may deny invest-
ment opportunities and drive up cost for the individuals it is in-
tended to protect.

Remarkably, the department failed to examine all the potential
costs of its proposal. For example, despite clear indications this
proposal may force small business plan sponsors to face higher fees
and receive fewer services. The department neglected to conduct
any analysis of the potential ramifications.

Similarly, the department failed to explore how its proposal could
affect the IRA market. One study suggests that some IRA related
fees may increase by as much as 195 percent. That is an unaccept-
able amount of money that will never make it into a retirement ac-
count.

This is a difficult issue, and we should never lose sight of the
real world impact these changes may have on the investments and
long-term retirement security of workers and retirees. We need to
challenge any proposal that would curb investment opportunities,
raise the cost of investing and reduce the return on those invest-
ments for individuals saving for retirement.

I would like to note that leaders on both sides of the aisle have
expressed worry about the department’s proposal. In April, Chair-
man Kline and other Republican committee leaders across the Cap-
itol expressed their concerns and urged the department to re-pro-
pose the rule.
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On May 10th, members of the Democrat’s Blue Dog
coalitiondescribed a number of uncertainties raised by the proposal
and the rushed regulatory process. And finally, members of the
new Democrat coalitionasked the administration to heed public
concern and begin anew.

It is not every day that such a diverse group of lawmakers find
common ground on an issue. Boy, will I ever second that. [Laugh-
ter.]

Conceding the challenges that plague this proposal, the depart-
ment has promised to address concerns for either targeted exemp-
tions or future rulemaking. I am afraid this will only exacerbate
the uncertainty facing investment professionals and increase risk
for workers and retirees.

With all due respect, Assistant Secretary, if this proposal is so
disruptive to our system of retirement saving, then the department
needs to take a step back and start over. I would like to join my
Republican and Democrat colleagues in urging the administration
to do just that.

Once this proposal has been set aside, we believe we can work
together on policies that will strengthen the retirement security of
millions of Americans.

Again, we welcome Assistant Secretary Borzi, and we look for-
ward to your testimony and the testimony of our other witnesses.

I will now yield to Mr. Andrews, the senior Democrat member of
the subcommittee for his opening remarks.

Mr. Andrews?

[The statement of Dr. Roe follows:]

Prepared Statement of Hon. David P. Roe, Chairman, Subcommittee on
Health, Employment, Labor and Pensions

Good morning everyone. Welcome Assistant Secretary Borzi. We appreciate the
time you have taken to be with us today.

Recently, we learned about the challenges confronting the retirement security of
workers and retirees. The lingering effects of the recession and an uncertain regu-
latory environment reaffirm the need for policymakers to tread carefully as they
consider changes to the rules that govern retirement investment. Policies in this
area should provide clear guidelines that protect workers, but also be flexible
enough to permit a wide range of investment opportunities. Striking the right bal-
ance between these two competing demands remains a constant policy goal.

We are here this morning to discuss the Labor Department’s proposal to redefine
the term “fiduciary.” The Employee Retirement Income Security Act charges fidu-
ciaries with the highest level of care to individuals participating in a retirement
plan. Anyone who provides investment advice should be well trained, committed to
high ethical and professional standards, and devoted to the best interests of those
whose financial resources are entrusted to their care. However, the dramatic shift
proposed by the department may well disrupt stable, effective relationships between
retirement savers and service-providers.

For more than 35 years, regulations surrounding fiduciary responsibility have pro-
vided certainty to employers and other retirement plan sponsors. Currently, an in-
vestment adviser is considered a fiduciary under the law if they offer individualized
advice on a regular basis for a fee. The fiduciary’s advice must be provided pursuant
to a mutual agreement and be the primary basis for a resulting investment decision.

However, the Labor Department has now decided to rewrite the rules of the road.
Among other changes proposed by the department, fiduciary status would no longer
hinge on whether advice was provided regularly or served as the primary reason
for an investment decision. While we support looking at ways to enhance this impor-
tant definition, the current proposal is an ill-conceived expansion of the fiduciary
standard. It will undermine efforts by employers and service providers to educate
workers on the importance of responsible retirement planning. Regrettably, the pro-
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posal may deny investment opportunities and drive up costs for the individuals it
1s intended to protect.

Remarkably, the department failed to examine all of the potential costs of its pro-
posal. For example, despite clear indications this proposal may force small business
plan sponsors to face higher fees and receive fewer services, the department ne-
glected to conduct any analysis of the potential ramifications. Similarly, the depart-
ment failed to explore how its proposal could affect the IRA market. One study sug-
gests that some IRA-related fees may increase as much as 195 percent—that’s an
unacceptable amount of money that will never make it into a retirement account.

This is a difficult issue, and we should never lose sight of the real world impact
these changes may have on the investments and long-term retirement security of
workers and retirees. We need to challenge any proposal that could curb investment
opportunities, raise the costs of investing, and reduce the return on those invest-
ments for individuals saving for retirement.

I’d like to note that leaders on both sides of the aisle have expressed worry about
the department’s proposal. In April, Chairman Kline and other Republican com-
mittee leaders across the Capitol expressed their concerns and urged the depart-
ment to re-propose the rule. On May 10, members of the Democrats’ Blue Dog coali-
tion described a number of uncertainties raised by the proposal and the rushed reg-
ulatory process. And finally, members of the New Democrat Coalition asked the ad-
ministration to heed public concern and begin anew. It’s not every day such a di-
verse group of lawmakers find common ground on an issue.

Conceding the challenges that plague this proposal, the department has promised
to address concerns through either targeted exemptions or future rulemaking. I am
afraid this will only exacerbate the uncertainty facing investment professionals and
increase risk for workers and retirees. With all due respect, Assistant Secretary, if
this proposal is so disruptive to our system of retirement saving, then the depart-
ment needs to take a step back and start over. I would like to join my Republican
and Democrat colleagues in urging the administration to do just that. Once this pro-
posal has been set aside, I believe we can work together on policies that will
strengthen the retirement security of millions of Americans.

Again, welcome Assistant Secretary Borzi, we look forward to your testimony and
the testimony of our other witnesses. I will now yield to Mr. Andrews, the senior
Democrat member of the subcommittee, for his opening remarks.

Mr. ANDREWS. Well, good morning, Chairman. I apologize to you,
the other members, and our witnesses for my tardiness. I try to be
prompt, and I apologize for that this morning.

There was a survey released last week that said that about half
the people in the country think the American dream is dead. That
is a very sobering thought, irrespective of which political party we
come from or what point of view we come from. I would think we
have a very high common purpose here to rejuvenate the reality of
the American dream and people’s faith in the American dream.

A big piece of that American dream for people is that they work
very hard week after week, month after month, year after year,
and they save money for their retirement. They count on that
money to give them the kind of lifestyle that they have earned and
so richly deserve in their retirement years.

The rule we are talking about today is about protecting that
piece of the American dream. It is about making sure that every
one of the 70 million people, who are now really their own pension
board of trustees, because they have a defined contribution account
for their pension, that every single one of those 70 million Ameri-
cans, when they get advice, are getting advice that is solely in their
best interest and not in someone else’s. That is a common purpose
that I think we should share and agree with.

Now, we are concerned about the situation where one of those 70
million Americans is about to make a decision about whether to
put her retirement savings in Sam’s mutual fund or Mary’s mutual
fund. That person turns to a person who is somehow affiliated with
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the retirement plan that they enroll in at work. They really need
to know that the person giving them advice doesn’t make more
money if they steer them towards Sam’s mutual fund or Mary’s
mutual fund.

They really need to know that the advice that the advisor is giv-
ing them is based upon their interest and what will be best for
their fund.

The ERISA law has enshrined in statute this conflict of interest
provision since its inception. Section 321 of that law says, “A per-
son is a fiduciary with respect to a plan that he or she renders in-
vestment advice for a fee or other compensation, direct or indirect,
with respect to any monies or any property of such plan or has any
authority or responsibility to do so.”

Since 1974, when that statute was written, the world has
changed. The number of people relying upon defined contribution
accounts has skyrocketed, the complexity of investments has deep-
ened, and the importance of the account has broadened for people.

So the purpose of this rule, which I think we need to support,
is that we never want one of those 70 million Americans to be in
a position where the person giving them advice about whether it
is Sam’s mutual fund or Mary’s mutual fund has interests that are
not strictly aligned with the pensioner or the workers of whom they
are giving advice.

Now, we know that there are practical issues here that need to
be addressed and resolved. And we have two terrific panels today.
Secretary Borzi has expressed in our discussions a sincere willing-
ness to address these practical issues, and I think she and her
team are in the process of doing that.

And the second panel is really outstanding; people who know this
issue from their perspective as legislators, academics, or advocates
of the field. So I am looking forward to hearing what both panels
have to say.

But understand this: many of us do share with the department
a conviction that whether you are getting advice about what the
next decision is in your work life or what the next decision is when
you roll over your defined contribution plan to some other account,
we want to be sure that the underlying principle of ERISA that
avoids conflicts of interest in the giving of advice is universally ad-
hered to so that piece of the American dream where someone can
retire with the certainty that their assets are protected as well can
become real again for the people of our country.

Seventy million Americans depend on this, and I believe it is our
obligation to make sure that their dependence is well placed.

So, Mr. Chairman, I appreciate the chance to hear the panels.

Chairman ROE. Thank you, Ranking Member.

I now yield to Mr. Kildee, from Michigan, for his opening com-
ments.

Mr. KiLDEE. Thank you, Dr. Roe. I appreciate this courtesy.

I came to Congress about 34-and-a-half years ago when Frank
Thompson was your counterpart, and we had a special task force
on ERISA. He told me one day very early, he said, “There are only
two people in Washington who understand ERISA, and that is
Phyllis Borzi and John Erlenborn.”
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John was your counterpart, the Republican, and Phyllis, it is
good to have you here again. You have been a fountain of wisdom
for us through these years.

Since then I can add one more, just by the good luck of buying
a good place, my neighbor right across the street is Don Myers, and
if I have a question coming up on ERISA, I wait until Don walks
to his mailbox, and I will walk over there then.

Stand up, Don.

He gives me some pro bono advice on this, and I appreciate it.

Mr. ANDREWS. Does that make him a fiduciary? I wonder about
that, huh? [Laughter.]

Mr. KILDEE. So, anyway, thank you, Mr. Chairman.

I will say this, Dr. Roe, if everyone conducts themselves around
here as you, we would have a body of civility in this Congress.
Thank you, Dr. Roe.

Chairman ROE. Thank you, Mr. Kildee, for yielding back.

Pursuant to committee rule 7c, all members will be permitted to
submit written statements to be included in the permanent hearing
record. And without objection, the hearing record will remain open
for 14 days to allow such statements and other such extraneous
material referenced during the hearing to be submitted for the offi-
cial record.

[The statement of Mr. Rokita follows:]

Prepared Statement of Hon. Todd Rokita, a Representative in Congress
From the State of Indiana

Thank you Mr. Chairman. I would like to recognize the leadership this committee,
and subcommittee, have taken on this issue. We are here talking about a proposed
regulation by the Department of Labor that would have significant unintended con-
sequences on the financial services industry, as well as active and retired workers.

While I think we all support efforts that would modernize the enforcement of the
rules and laws that govern retirement investment, moving forward with this regula-
tion—that the Department itself acknowledges the costs and effects are unknown—
is just foolish. Moreover, with the recent recession and continued problems with un-
derfunded pensions, countless active and retired workers are already facing a num-
ber of challenges. We do not need to add to that with this proposed rule.

I have significant concerns regarding the Department of Labor’s proposal to rede-
fine “fiduciary.” These concerns range from the process of the rulemaking—with
DoL noting in the preamble of the regulation that its costs are unknown; to the po-
tential impact the rule will have on those that can least afford it—workers and re-
tirees. This rule will reduce the access of workers to financial education, increase
the costs of administering certain retirement plans, and potentially decrease the re-
turn on a workers’ investment.

Approximately 90 Members of Congress, Republicans and Democrats, have called
for DoL to listen to stakeholder feedback and go back to the table and redraft this
regulation. While I agree that those who provide investment advice should be highly
trained, licensed, ethical, and dedicated to the interests of their clients—this is a
hastily written rule that will have far reaching implications. At a time when em-
ployers and workers are looking for economic certainty, Washington should carefully
examine any proposal that could undermine the retirement savings of employees.

[The statement of Mr. Kucinich follows:]

Prepared Statement of Hon. Dennis J. Kucinich, a Representative in
Congress From the State of Ohio

CHAIRMAN KLINE AND RANKING MEMBER MILLER: I strongly support the Depart-
ment of Labor’s (DOL) proposed rule updating the circumstances under which indi-
viduals who provide investment advice for a fee must act as a fiduciary to workers.
The proposed rule would modernize the definition of fiduciary under the Employee
Retirement Income Security Act (ERISA) and would dramatically reduce the confu-
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sion that has long made hard-working Americans vulnerable to exploitation and led
to the loss of millions of dollars of retirement assets.

Under the current rule, any person paid to provide investment advice is a fidu-
ciary, someone who must put their client’s interest first. Yet in practice, the inter-
pretation of the term “paid investment advice” has long been used as a giant loop-
hole by those looking to flout the meaning and the spirit of the law. Advisers can
avoid the legal responsibility of a fiduciary if they claim that they didn’t know their
advice would be used to make an investment decision, or that they only gave the
advice once and not on a regular basis.

When ERISA was adopted in 1975, neither Individual Retirement Accounts
(IRAs), nor 401(k) retirement plans were in existence. The ERISA law simply at-
tempted to define “fiduciary” in a way that tried to prevent self-dealing and conflicts
of interest by those who provide financial advice. Yet today the majority of such
plans are 401(k) plans where workers contribute a portion of their salary and the
employer matches some or all of it. The process of investing in a 401(k) means that
an employee places a significant amount of trust—and risk—in the decisions made
by investment professionals selected by their employer.

Seventy million Americans want to maximize the return on their hard-earned re-
tirement savings and many of them put their trust in investment advisors and
broker-dealers. It only makes sense that the laws protecting workers and their re-
tirements should be as clear as possible. Those criticizing the proposed rule argue
that requiring both the DOL and the Securities and Exchange Commission (SEC)
under the Dodd-Frank Act to create rules regarding fiduciaries will result in further
confusion. However, both agencies have stated publicly that they are working and
will continue to work together to coordinate the rules which both agencies are pro-
mulgating.

I recognize that those who level criticisms of the proposed rule are concerned
about the impact of both the DOL’s and the SEC’s final rules will have on the in-
vestment industry. I believe those concerns are allayed by the fact that both rules
are being promulgated with full public and Congressional input. Also mitigating the
potential negative impact of the rules, under the Department of Labor’s proposed
rule, brokers would still be allowed to earn commissions on securities, mutual funds,
insurance products and annuities. Brokers would still be allowed to act as sellers
without becoming a fiduciary. They would also receive an exemption from the rule
when they undertake transactions that benefit workers.

For many Americans, especially those heading into retirement, their largest asset
is their home. In the wake of a recession in which Americans watched $7 trillion
worth of home values disappear, they deserve the most clear and reasonable protec-
tion that the law provides when they seek out advice from someone who represents
themselves as an investment professional. Adopting a clear fiduciary standard will
ensure that Americans who seek to invest their money receive advice that is in their
best interest, regardless of their advisers’ compensation or other interests.

Chairman ROE. Today we will have two panels of witnesses. It
is my pleasure now to introduce our first witness, Phyllis Borzi,
well known to most people here, who is the Assistant Secretary of
Labor of Employee Benefits Security Administration.

As agency head, she oversees the administration, regulation, and
enforcement of Title 1 of ERISA. Previously Ms. Borzi was a pro-
fessor at George Washington University Medical Center School of
Public Health and Health Services.

She has also practiced law in the private sector and served as a
pension and employee benefit counselor for the predecessor to this
subcommittee, the House Subcommittee on Labor Management Re-
lations of the Committee on Education and Labor for 16 years. I
am glad we changed the name.

Among numerous other professional affiliations and honors, Ms.
Borzi is the former chair of the American Bar Associations Joint
Committee on Employee Benefits. She holds a Master of Arts de-
gree in English from Syracuse University and a J.D. from Catholic
University Law School.
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Before I recognize you to provide your testimony, let me briefly
explain our lighting system, which I am sure you know well. You
have 5 minutes to present your testimony. You will begin and the
light in front of you will turn green, at one minute amber, and then
red we will ask you to wrap your testimony up at that point.

Now, will open—have your opening statement.

STATEMENT OF HON. PHYLLIS BORZI, ASSISTANT SECRETARY,
EMPLOYEE BENEFITS SECURITY ADMINISTRATION

Ms. Borzi. So, thank you and good morning, Chairman Roe,
Ranking Member Andrews, members of the subcommittee. Thank
you so much for inviting me to discuss the Department of Labor’s
fiduciary proposal.

You know, a key part of EBSAs job is helping to safeguard the
money that workers and employers set aside for workers retire-
ment.

Today the retirement universe is dominated by 401k plans and
IRAs, both of which require individual workers to decide how to in-
vest their money. The vast majority of these workers and probably
some of us in the room are not financial experts. They must rely
on professional advisors.

Under both the Employee Retirement Income Security Act of
1974 (ERISA) and the Internal Revenue code, any person paid to
provide investment advice to plan participants or IRA owners is a
fiduciary.

As fiduciaries, they must refrain from self-dealing and that is
when a fiduciary puts his or her own interest first. In the case of
plans, they must also act prudently and in the participant’s sole in-
terest. This has been the loss since ERISA was enacted in 1974.

So on its face the law is clear enough. When retirement savings
are at stake, advisors should put their clients’ interests first. But,
as always, the devil is in the details. So the critical question is
what constitutes paid investment advice.

The proposal we are discussing today will amend a 35-year-old
regulatory interpretation which severely narrowed the laws protec-
tions. The outdated rule too frequently allows advisors to avoid re-
sponsibility for ill-considered recommendations and those involving
financial conflicts of interest and self-dealing.

Current business practices have focused on building a trust rela-
tionship between the advisor and the client. However, under the
current rule advisors are not fiduciaries if they claim that they
didn’t understand that their advice would serve as the primary
basis for the investment decision.

Likewise, an advisor is not a fiduciary if the advice is given just
once and not on a regular basis. So when a worker nearing retire-
ment is advised to invest both his or her savings to purchase a par-
ticular annuity product, the advisor is not a fiduciary.

Let me put a human face on this problem. Larry Brown who
lives in Tennessee lost one-third of his retirement savings after re-
lying on conflicted broker recommendations.

The broker promised Larry that if he retired he could retire at
55, withdraw an amount equal to his monthly salary at work and
still have a nine-percent growth rate on the money he invested
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with him. Instead, to make ends meet, Larry had to take odd jobs
for his church as a janitor and at the daycare center.

The narrowness of this regulation has harmed plans, partici-
pants, and IRA holders. We see it in the research that is linked ad-
visor conflicts with under performance. We see it in the SEC re-
views of certain financial sales practices and in FINRA adjudica-
tions.

We see it in EBSAs own enforcement experience. And finally, we
see it in the underperformance of IRAs relative to plans.

EBSA estimates that from 1999 to 2007 the average annual re-
turn for IRAs, controlling for risk in any other factors, were 4.5
percent compared with 5.4 percent for 401ks.

The problems we are seeing with biased advice weren’t con-
templated when the department wrote its regulation 35 years ago.
There were no 401k plans, congress didn’t even recognize them
until 1978, and not many IRAs.

Today there are trillions of dollars in each of these markets. The
variety and complexity of financial products have increased, inno-
vations in products and compensation of multiplied opportunities
for self-dealing and made fee arrangements far less transparent.

Our proposal is a response to these dramatic changes to the mar-
ket and addresses the problems that have emerged.

Let me just quickly, I know I am running out of time, respond
to some of the concerns.

First, the new definition will not limit access to investment edu-
cation or information. Second, brokers will not have to eliminate
commission-based fee arrangements, restructure all their com-
pensation as wrap fees, or convert all brokerage IRAs to advisory
accounts. Exemptions are already on the books to allow brokers
who provide fiduciary advice to receive commissions for trading the
types of securities and funds that make up the large majority of
IRA assets today.

And finally, we are continuing to coordinate our efforts with the
SEC, the CFTC, Treasury, and the IRS. I can assure you that we
are working together to integrate our rules and won’t put out final
regulations that contradict each other.

We continue to work to improve the rule with input from the
public. The October proposal drew more than 200 comments. We
held 2 days of hearings, left the record open for additional com-
ments.

I met with more than 20 external parties representing financial
service providers, some of them multiple times, and with 30 mem-
bers of Congress and their staffs. We are committed to developing
a rule that doesn’t unduly limit the financial industry’s ability to
provide valuable services, but at the same time we need to correct
an important problem.

Employers, employees, and IRAs investors are not well served by
the current regulation.

So thank you so much for the opportunity to testify. I look for-
ward to working with you and your questions.

[The statement of Ms. Borzi follows:]
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Prepared Statement of Hon. Phyllis C. Borzi, Assistant Secretary,
Employee Benefits Security Administration, U.S. Department of Labor

Good morning Chairman Roe, Ranking Member Andrews, and Members of the
Subcommittee. Thank you for inviting me to discuss the Department of Labor’s pro-
posed amendment to its fiduciary regulation and activities we have undertaken to
date in connection with this initiative. I am Phyllis C. Borzi, the Assistant Secretary
of Labor for the Employee Benefits Security Administration (EBSA). EBSA is com-
mitted to pursuing policies that encourage retirement savings and promote retire-
ment security for American workers.

A key part of EBSA’s job is establishing policies that safeguard the money that
workers and employers set aside for workers’ retirement. There are about 48,000
private-sector defined benefit plans that hold approximately $2.6 trillion in assets.l
In addition, there are nearly 670,000 private-sector 401(k) and other defined con-
tribution account plans that hold about $3.9 trillion in assets.2 Individual Retire-
ment Accounts (IRAs) hold an additional $4.7 trillion.3 In fact, nearly 50 million
households own some type of IRA. That number represents more than 40 percent
of the households in the United States.* Americans’ retirement security depends in
large measure on the sound investment of

The Employee Retirement Income Security Act of 1974 (ERISA) expressly pro-
vides that a person paid to provide investment advice with respect to assets of a
private-sector employee benefit plan is a plan fiduciary. The Internal Revenue Code
(the “tax code”) has the same provision regarding investment advisers to IRAs.
ERISA and the tax code prohibit both employee benefit plan and IRA fiduciaries
from engaging in a variety of transactions, including self-dealing—when a fiduciary
puts his or her own financial interests first—unless the relevant transaction is au-
thorized by an “exemption” contained in law or issued administratively by the De-
partment of Labor. In the case of an employee benefit plan, but not an IRA, under
ERISA a fiduciary also owes a duty of prudence and exclusive loyalty to plan par-
ticipants, and is personally liable for any losses that result from a breach of such
duty. This has been the law since ERISA was enacted in 1974.

The law on its face is simple enough: advisers should put their clients’ interests
first. But as always the devil is in the details—in this case, in the question of what
constitutes paid investment advice. The Department’s current initiative will amend
a flawed 35-year-old rule under which advice about investments is not considered
to be “investment advice” merely because, for example, the advice was only given
once, or because the adviser disavows any understanding that the advice would
serve as a primary basis for the investment decision.

Investors such as pension fund managers and workers contemplating investing
through an IRA should be able to trust their advisers and rely on the impartiality
of their investment advice. That is the promise written into law in 1974. The De-
partment’s initiative sets out to fulfill this promise for America’s current and future
retirees. The impact of investment advice depends on its quality. Prudent, disin-
terested advice can reduce investment errors, steering investors away from higher
than necessary expenses and toward broad diversification and asset allocations con-
sistent with the investors’ tolerance for risk and return. Accordingly, it is imperative
that good, impartial investment advice be accessible and affordable to plan sponsors
and especially to the workers who need it most.

The Department’s October 2010 proposed amendment to its fiduciary rule rep-
resented its approach to accomplishing these goals. The proposal has prompted a
large volume of comments and a vigorous debate. The Department is committed to
developing and issuing a clear and effective rule that takes full and proper account
of all stakeholder views, and that ensures that investment advisers can never profit
from hidden or inappropriate conflicts of interest.

The Law

In enacting ERISA in 1974, Congress established a number of provisions gov-
erning investment advice to private-sector employee benefit plans and IRAs. Under
ERISA and the tax code, any person paid directly or indirectly to provide invest-
ment advice to a plan or IRA is a fiduciary.

Prohibited transactions—Substantially identical provisions in ERISA and the tax
code prohibit fiduciaries from engaging in a variety of transactions, including those
that result in self-dealing, unless they fall within the terms of an exemption from
the general prohibition. The relevant ERISA provisions apply to private-sector em-
ployee benefit plans, and the related tax code provisions apply to both plans and
IRAs. In either case, fiduciaries who engage in prohibited transactions are subject
to excise taxes. ERISA and the tax code each provide the same statutory exemptions
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from the general prohibition against self-dealing. The Secretary of Labor is author-
ized to issue additional exemptions.

What is an exemption? From the fiduciary’s point of view, an exemption is permis-
sive: it allows the fiduciary to engage in certain transactions that would otherwise
be prohibited. From a worker’s point of view, an exemption should be protective, be-
cause it establishes rules of the road that fiduciaries must follow when they self-
deal so that transactions are in workers’ interest. In other words, if an investment
adviser is compensated for steering a worker’s retirement savings toward a par-
ticular financial product, the adviser must first satisfy conditions established by
Congress or the Department to protect the worker’s interests and rights.

Section 102 of the Reorganization Plan No. 4 of 1978 generally transferred to the
Department of Labor the Treasury Department’s authority to interpret the tax
code’s prohibited transaction provisions and to issue related exemptions, thus con-
solidating interpretive and rulemaking authority for these substantially identical
ERISA and tax code provisions in one place—the Department of Labor. At the same
time, the IRS’s general responsibility for enforcing the tax laws extends to excise
taxes imposed on fiduciaries who engage in prohibited transactions. Thus, the De-
partment shares with the IRS responsibility for combating self-dealing by fiduciary
investment advisers to plans and IRAs.

Fiduciary duties—ERISA additionally subjects fiduciaries who advise private-sec-
tor employee benefit plans to certain duties, including a duty of undivided loyalty
to the interests of plan participants and a duty to act prudently when giving advice.
Fiduciaries face personal liability for any losses arising from breaches of such du-
ties. ERISA authorizes both participants and the Department to sue fiduciaries to
recover such losses. These ERISA provisions, however, generally do not extend to
fiduciaries who advise IRAs.

Problems with the Existing Regulation

In 1975, the Department issued a five-part regulatory test defining “investment
advice” that gave a very narrow meaning to this term. The regulation significantly
narrowed the plain language of the statute as enacted, so that today much of what
plainly is advice about investments is not treated as such under ERISA and the per-
son paid to render that advice is not treated as a fiduciary. Under the regulation,
a person is a fiduciary under ERISA and/or the tax code with respect to their advice
only if they: (1) make recommendations on investing in, purchasing or selling securi-
ties or other property, or give advice as to their value; (2) on a regular basis; (3)
pursuant to a mutual understanding that the advice; (4) will serve as a primary
basis for investment decisions; and (5) will be individualized to the particular needs
of the plan.

An investment adviser is not treated as a fiduciary unless each of the five ele-
ments of this test is satisfied for each instance of advice. For example, if a plan
hires an investment professional on a one-time basis for advice on a large complex
investment, the adviser has no fiduciary obligation to the plan under ERISA, be-
cause the advice is not given on a “regular basis” as the regulation requires. Simi-
larly, individualized, paid advice to a worker nearing retirement on the purchase
of an annuity is not provided on a regular basis. Thus, the adviser is not a fiduciary
even though the advice may concern the investment of a worker’s entire IRA or
401(k) account balance.

In a different example, consider an IRA holder who consults regularly with a paid
adviser, and regularly buys and sells securities pursuant to that person’s advice.
The IRA holder may rely on the advice as a primary or even the sole basis for in-
vestment decisions, but if the adviser cannot be shown to have agreed or understood
that the advice would be a primary basis for the investment decisions—then the ad-
viser avoids fiduciary status and is free to self-deal. This example is particularly im-
portant. Today many service providers (such as brokers) attempt to avoid fiduciary
status simply by including disclaimers in their written agreements with IRA holders
explaining that they are not acting as registered investment advisers and that their
advice will not constitute a primary basis for the IRA holders’ decisions.5> An author-
itative study by RAND for the SEC demonstrated that consumers often do not read
such agreements and do not understand the difference between brokers and reg-
istered advisers or the services they provide.6

The narrowness of the existing regulation opened the door to serious problems,
and changes in the market since the regulation was issued in 1975 have allowed
these problems to proliferate and intensify. The variety and complexity of financial
products have increased, widening the information gap between advisers and their
clients and increasing the need for expert advice. Consolidation in the financial in-
dustry and innovations in products and compensation practices have multiplied op-
portunities for self-dealing and made fee arrangements less transparent to con-



12

sumers and regulators. At the same time, the burden of managing retirement sav-
ings has shifted dramatically from large private pension fund managers to indi-
vidual 401(k) plan participants and IRA holders, many with low levels of financial
literacy. These trends could not have been foreseen when the existing regulation
was issued in 1975.

In 1975, private-sector defined benefit pensions—mostly large, professionally man-
aged funds—covered over 27 million active participants and held assets totaling al-
most $186 billion. This compared with just 11 million active participants in indi-
vidual-account-based defined contribution plans with assets of just $74 billion.”
Moreover, the great majority of defined contribution plans at that time were profes-
sionally managed, not participant directed. In 1975, 401(k) plans did not yet exist
and IRAs had just been authorized as part of ERISA’s enactment the prior year.
In glaring contrast, by 2008 defined benefit plans covered just 19 million active par-
ticipants, while individual-account-based defined contribution plans covered over 67
million active participants—including 60 million in 401(k)-type plans.® Ninety-five
percent of 401(k) participants were responsible for directing the investment of all
or part of their own account, up from 86 percent as recently as 1999.° Also, in 2010,
almost 50 million households owned IRAs.19 In dollar terms, by 2010, defined ben-
efit plans, with $2.6 trillion in assets, had been eclipsed by defined contribution
plans which held $3.9 trillion. IRAs held the most: $4.7 trillion, with most of this
attributable to rollovers from plans.1!

The narrowness of the regulation has harmed some plans, participants, and IRA
holders. Research has linked adviser conflicts with underperformance. SEC reviews
of certain financial sales practices may also reflect these influences. Finally, EBSA’s
own enforcement experience has demonstrated specific negative effects of conflicted
investment advice.

One academic study found that investors purchasing funds through brokers gen-
erally get lower returns, even before paying the brokers’ fees, than those who buy
them directly, and do no better at asset allocation. The study’s authors say this
might be evidence of harmful conflicts of interest, but might also be evidence that
investors are buying something “intangible” from their brokers.!?2 Another study
finds that advisers’ compensation structures matter—those with conflicts give poor-
er advice. 13 Other research, relevant to valuation advice, finds that accountants
value property higher when working for sellers than for buyers.14 Still other re-
search finds that disclosure of conflicts fails to protect consumers. A conflicted ad-
viser may feel morally licensed by disclosure to pursue his self interest, and he may
exaggerate his advice to compensate for the possibility that a consumer will discount
it. The consumer may be reluctant to question the advice, not wanting to imply that
the adviser is being dishonest or come between the adviser and his pay.15

It is worth noting that none of this research evidence necessarily demonstrates
abuse. On the contrary, it seems to suggest that conflicts may color advice in some
instances from honest advisers without their even realizing it. But whether delib-
erate or inadvertent, the result where conflicts exist is often the same: adviser con-
flicts are a threat to retirement security. Academic research suggests this, and expe-
rience bears it out.

For additional evidence, consider the underperformance of IRAs relative to plans.
Some gap might be expected, as the comparison is between retail and institutional
customers. But the size of the gap is troubling. Unlike plan participants, IRA hold-
ers do not have the benefit of a plan fiduciary, usually their employer, to represent
their interests in dealing with advisers. EBSA estimates that from 1998 to 2007,
the average annual returns for IRAs were 4.5 percent, compared with 5.4 percent
for 401(k)s.16 Further, in a recent report, the Government Accountability Office stat-
ed that IRA holders often pay fees that can be two to three times higher than the
fees paid by employee benefit plan participants for in-plan investments.1?

A 2007 SEC report provides more evidence. The report examines “free lunch”
sales seminars that market financial products to retirees. The SEC conducted 110
examinations of financial services firms providing “free lunch” seminars. Of these,
only five found no problems or deficiencies. More than half found that materials
used might have been misleading or exaggerated. Twenty-five found that unsuitable
recommendations were made. Seminar attendees often may not have known that
presenters had a financial stake in the products they recommended, the SEC said.18

Finally, consider the evidence provided by EBSA’s enforcement experience. Too
often advisers who put their own interests first escape fiduciary status through a
loophole in the existing regulation. For example, consider the following case: A fi-
nancial services firm often recommended mutual funds that paid it revenue sharing.
Even though some of its consulting agreements with plans acknowledged the firm’s
status as an ERISA fiduciary, it denied being a fiduciary for any ERISA clients.
Consequently, the Department had to interview dozens of the clients in order to de-
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termine whether the firm’s advice met the current regulation’s five-part test. In
many cases, the advice did not meet the “regular basis” requirement because the
firm’s representatives had infrequent contact with plans after the selections of mu-
tual funds. Due to the ambiguous nature of the evidence on the firm’s fiduciary sta-
tus under the existing rule, DOL could not pursue enforcement against it.

Another example involves improper appraisals in connection with employee stock
ownership plans (ESOPs). Since the early 2000s, EBSA began to identify issues in-
volving ESOPs, encompassing a variety of different violations of ERISA and affect-
ing over 500,000 participants. In many instances, the most important investment
advice to a plan concerns how much to pay for an asset. In the case of ESOPs, in
particular, the key decision is typically not whether to buy stock—the plan was es-
tablished precisely to buy and hold employer stock—but rather what price to pay
for the stock. The Department has uncovered abuses reflecting flawed valuation
methodologies, internally inconsistent valuation reports, the use of unreliable and
outdated financial data, and the apparent manipulation of numbers and methodolo-
gies to promote a higher stock price for the selling shareholders. Under ERISA, a
loss remedy is only available from plan fiduciaries. As a result, under the current
regulatory structure, neither the Secretary nor plan participants can hold the ap-
praiser directly accountable for disloyal or imprudent advice about the purchase
price, no matter how critical that advice was to the transaction. The sole recourse
available to the Secretary and plan participants is against the trustee who relied
on the advice, rather than against the professional financial expert who rendered
the valuation opinion that formed the necessary basis for the transaction.

Consequently, the Department believes there is a need to re-examine the types
of advisory relationships that should give rise to fiduciary status on the part of
those providing investment advice services. The 1975 regulation contains technical-
ities and loopholes that allow advisers to easily dodge fiduciary status. Plan fidu-
ciaries, participants, and IRA holders are entitled to receive impartial investment
advice when they hire an adviser. Overview of Proposed Regulation

On October 22, 2010, the Department published a proposed regulation defining
when a person is considered to be a “fiduciary” by reason of giving investment ad-
vice for a fee with respect to assets of an employee benefit plan or IRA. The proposal
amends the current 1975 regulation that may inappropriately limit the cir-
cumstances that give rise to fiduciary status on the part of the investment adviser.19
The proposed rule takes into account significant changes in both the financial indus-
try and the expectations of plan fiduciaries, participants and IRA holders who re-
ceive investment advice. In particular, it is designed to protect participants from
conflicts of interest and self-dealing by correcting some of the current rule’s more
problematic limitations and providing a clearer understanding of when persons pro-
viding such advice are subject to ERISA’s fiduciary standards, and to protect IRA
holders from self-dealing by investment advisers.

The proposed regulation would modify the 1975 regulation by: (1) replacing the
five-part test with a broader definition more in keeping with the statutory language;
and (2) providing clear exceptions for conduct that should not result in fiduciary sta-
tus. Under the proposal, the following types of advice and recommendations may re-
sult in fiduciary status: (1) appraisals or fairness opinions concerning the value of
securities or other property; (2) recommendations as to the advisability of investing
in, purchasing, holding or selling securities or other property; or (3) recommenda-
tions as to the management of securities or other property.

To be a fiduciary, a person engaging in one of these activities must receive a fee
and also meet at least one of the following four conditions. The person must: (1) rep-
resent to a plan, participant or beneficiary that the individual is acting as an ERISA
fiduciary; (2) already be an ERISA fiduciary to the plan by virtue of having any con-
trol over the management or disposition of plan assets, or by having discretionary
authority over the administration of the plan; (3) be an investment adviser under
the Investment Advisers Act of 1940; or (4) provide the advice pursuant to an agree-
ment or understanding that the advice may be considered in connection with invest-
ment or management decisions with respect to plan assets and will be individual-
ized to the needs of the plan.

At the same time, the proposed regulation recognizes that activities by certain
persons should not result in fiduciary status. Specifically, these are: (1) persons who
do not represent themselves to be ERISA fiduciaries, and who make it clear to the
plan that they are acting for a purchaser/seller on the opposite side of the trans-
action from the plan rather than providing impartial advice; (2) persons who provide
general financial/investment information, such as recommendations on asset alloca-
tion to 401(k) participants under existing Departmental guidance on investment
education; (3) persons who market investment option platforms to 401(k) plan fidu-
ciaries on a non-individualized basis and disclose in writing that they are not pro-
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viding impartial advice; and (4) appraisers who provide investment values to plans
to use only for reporting their assets to the DOL and IRS.

Concerns Raised about the Proposed Regulation and the Department’s Preliminary
Responses

The proposed regulation has prompted a large volume of comments and a vigorous
debate. The Department is working hard to hear and consider every stakeholder
concern.

The October proposal itself drew more than 200 written comments, many raising
important and complex issues that require serious attention. The Department fol-
lowed up by holding two days of hearings on March 1 and 2, providing an additional
forum for 36 witnesses and prompting more than 60 additional, post-hearing written
comments. We also have met individually with many groups that sought additional
opportunities to explain their views. Altogether, the Department has heard from
many representatives of the financial services industry, as well as from plan spon-
sors, advocates for small investors, service providers, academics who study the roles
of financial intermediaries and the effects of conflicts between consumers and expert
advisers, and interested Members of Congress. The Department is devoting a major
effort to appropriately resolve the concerns raised by stakeholders. Let me offer ex-
amples of how we are thinking about some of the major ones.

Coordination with Other Federal Agencies—We have received many comments
emphasizing the importance of harmonizing the Department’s proposed rulemaking
with certain Securities and Exchange Commission (SEC) and Commodities Futures
Trading Commission (CFTC) rulemaking activities under the Dodd-Frank Act, in-
cluding activities related to SEC standards of care for providing investment advice
and CFTC business conduct standards for swap dealers. There are concerns that in-
consistent standards could negatively impact retirement savings by increasing costs
and foreclosing investment options. Likewise, concerns have been raised about the
adequacy of coordination between the Department and other relevant agencies, in-
cluding the SEC, Treasury Department, and Internal Revenue Service, with respect
to oversight of IRA products and services.

The Department, Treasury Department, Internal Revenue Service, SEC, and the
CFTC are actively consulting with each other and coordinating our efforts. Our
shared goal is to harmonize our separate initiatives. We are also committed to en-
suring that the regulated community has clear and sensible pathways to compli-
ance. We are confident that these goals will be achieved.

The SEC is currently considering staff recommendations to establish uniform fidu-
ciary duties under the securities laws for advisers and brokers. While the Depart-
ment and the SEC are committed to ensuring that any future fiduciary require-
ments applicable to investment advisers and broker-dealers under the applicable
laws are properly harmonized, the Department is also committed to upholding the
separate federal protections that Congress established in 1974 for plans, plan par-
ticipants, and IRAs under ERISA and the tax code.

The Department also plans to harmonize its fiduciary regulation with the CFTC’s
and SEC’s proposed business conduct standards for swap dealers. The Department
does not seek to impose ERISA fiduciary obligations on persons who are merely
counterparties to plans in arm’s length commercial transactions. Parties to such
transactions routinely make representations to their counterparties about the value
and benefits of proposed deals, without purporting to be impartial investment advis-
ers or giving their counterparties a reasonable expectation of a relationship of trust.
Accordingly, the Department’s proposed regulation provides that a counterparty will
not be treated as a fiduciary if it can demonstrate that the recipient of advice knows
or should know that the counterparty is providing recommendations in its capacity
as a purchaser or seller.

Costs and Unintended Consequences for IRAs—Many comments also raised con-
cerns about the proposed regulation’s impact on IRAs and questioned whether the
Department had adequately considered possible negative impacts. Similar concerns
were voiced by other stakeholders, especially those providing advice in connection
with brokerage services. Some stakeholders have provided their own estimates of
high costs and other major negative impacts.

The stated concerns can be summarized as follows:

e Today a large proportion of IRAs, especially smaller accounts, are brokerage ac-
counts. Brokers often advise the IRA holders, and are compensated for that advice
by means of commissions paid for trades and often by third parties, as with revenue
sharing and 12b-1 mutual fund fees. Though the brokers give advice, they typically
contend that they are not fiduciaries under the Department’s existing rule because
they disclaim any understanding that their advice might constitute a primary basis
for the IRA holders’ investment decisions.20
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e The proposed rule would make brokers fiduciaries because IRA holders will at
least “consider” their advice. As fiduciaries, the brokers could not accept commis-
sions or revenue sharing payments. To do so would constitute fiduciary self-dealing,
a prohibited transaction, and would trigger a requirement to return the commissions
or payments to their sources and to pay an excise tax.

e Brokers therefore would be forced to restructure their compensation as “wrap
fees” expressed as a percentage of assets in the account. Receipt of wrap fees in turn
would force the advisers to register and conduct their business as registered invest-
ment advisors (RIAs) under the Investment Advisers Act of 1940. IRAs would have
to be converted from brokerage accounts to either advisory accounts (which cost
more and deliver more service than most IRA holders want) or internet-based dis-
count brokerage accounts (which offer no personalized advice), or be closed. Advisory
accounts require high minimum balances so small accounts would lose all access to
advice and many would be closed.

e The result will be dramatically higher fees and widespread distributions from
small accounts, both of which will undermine retirement security.

e There will be no benefits to offset these costs and other negative impacts. There
is no evidence that the quality of advice currently is diminished by the conflicts that
are present, so there is no reason that the proposed regulation will improve advice.

e IRAs should not be treated like plans. They are retail accounts and should be
treated like other retail accounts. IRA holders do not require as much protection as
plan participants because they have unlimited choice of vendors and products and
are therefore empowered to secure quality services.

The Department will continue to carefully study these arguments. We have, how-
ever, the following observations on some of the comments.

We did not propose to force brokers to eliminate commission-based fee arrange-
ments, restructure all of their compensation as wrap fees, or convert all brokerage
IRAs to advisory accounts. Exemptions already on the books authorize brokers who
provide fiduciary advice to be compensated by commission for trading the types of
securities and funds that make up the large majority of IRA assets today. We will
attempt to provide this clarification in a more formal manner as we proceed in this
process.

e The Department is considering providing interpretive guidance to make this
clear, as well as issuing additional exemptions. Such additional exemptions might
cover, for example, revenue sharing arrangements that are beneficial to plan partici-
pants and IRA holders, and/or so-called “principal” transactions, wherein a fiduciary
adviser, rather than acting as an agent, itself buys an asset from or sells an asset
to an advised IRA. Such exemptions would carry appropriate conditions to protect
plan participants’ and IRA holders’ interests.

o The Department believes there is strong evidence that unmitigated conflicts
cause substantial harm, and therefore is confident that the proposed fiduciary regu-
lation would combat such conflicts and thus deliver significant benefits to plan par-
ticipants and IRA holders. As noted above, this evidence is found in academic re-
search, IRA underperformance, SEC examinations, and EBSA’s own enforcement ex-
perience. While no single piece of evidence by itself directly demonstrates or pro-
vides a basis for quantifying the negative impact of conflicts on plans and IRAs,
taken together the available evidence appears to indicate that the negative impacts
are present and often times large. Plans, plan participants, and IRA holders will
benefit from advice that is impartial and puts their interests first.

o The tax code itself treats IRAs differently from other retail accounts, bestowing
favorable tax treatment, and prohibiting self-dealing by persons providing invest-
ment advice for a fee. In these respects, and in terms of societal purpose, IRAs are
more like plans than like other retail accounts. Most IRA assets today are attrib-
utable to rollovers from plans.2! The statutory definition of fiduciary investment ad-
vice is the same for IRAs and plans. The proposed regulation therefore sensibly set
forth a single consistent definition, addressing practical differences between the two
by tailoring exemptions accordingly. As for the level of protection that is appro-
priate, while IRA holders have more choice, they may nonetheless require more pro-
tection. Unlike plan participants, IRA holders do not have the benefit of a plan fidu-
ciary, usually their employer, to represent their interests in dealing with advisers.
They cannot sue fiduciary advisers under ERISA for losses arising from fiduciary
breaches, nor can the Department sue on their behalf. Compared to those with plan
accounts, IRA holders have larger account balances and are more likely to be elder-
ly. For all of these reasons, combating conflicts among advisers to IRAs is at least
as important as combating those among advisers to plans.

e The Department believes that the assessment of economic impacts it provided
with the proposed rule provided an economic basis for the proposal. I agree, how-
ever, that a fuller analysis is called for at this point, and we are undertaking such
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an analysis now. The expanded analysis will be informed by all relevant stakeholder
input, as well as by our consultations with other federal agencies, and will be pro-
vided along with any final regulation pursuant to applicable requirements.

Appraisals and valuations—Another issue raised by stakeholders relates to
whether the valuation of employer securities should constitute “investment advice”
as the proposed regulation would require. Although the current regulation includes
advice as to the value of securities within the term “investment advice,” a 1976 ad-
visory opinion issued by the Department took the position that advice to an ESOP
on the value of employer securities would not be so treated. A number of witnesses
at our hearing on this proposed rule testified that the proposal would cause many
qualified appraisers to discontinue ESOP valuations and would significantly in-
crease costs of appraisals for small businesses that sponsor ESOPs. It is the Depart-
ment’s opinion that, in many instances, the most important investment advice to a
plan concerns how much to pay for an asset. In the case of closely-held companies,
ESOP trustees typically rely on professional appraisers and advisers to value the
stock, often with little or no negotiation over price. Unfortunately, in our investiga-
tions and enforcement actions, the Department has seen many instances of im-
proper ESOP appraisals—often involving most or all of a plan’s assets—resulting in
millions of dollars in losses. Accordingly, we believe that employers and participants
will benefit from being able to rely on professional impartial advice that adheres to
the fundamental fiduciary duties of prudence and loyalty. However, we will continue
to work with stakeholders to structure a rule that adheres to these duties but does
not cause unnecessary harm or cost to small businesses.

Distinguishing Education from Advice—A number of witnesses expressed confu-
sion over how the proposed regulation will impact participant investor education.
There were concerns about what will be considered financial literacy and education
and what will be considered investment advice under the proposed regulation. In
particular, there were concerns that the proposal appears to significantly reduce
what constitutes financial education and raises the question as to whether Interpre-
tive Bulletin 96-1 (IB 96-1) is still in effect. The Department believes education is
important for plans and plan participants. Under the proposed regulation, employ-
ers who provide general financial/investment information, such as a recommenda-
tion on asset allocation to 401(k) participants under IB 96-1, would not be consid-
ered fiduciaries under the new regulation. The Department also has general edu-
cation resources available to plans and plan participants.

Next Steps

Our current approach to the fiduciary regulation consists of multiple steps.

First, we are working to better understand how specific compensation arrange-
ments would be affected by the proposed rule and whether clarifications of existing
prohibited transactions exemptions would be appropriate. We have already begun
to issue subregulatory guidance describing some of these clarifications and will con-
tinue to do so as necessary as we complete our analysis.

Next, as we further develop our thinking in this rulemaking, we are paying spe-
cial attention to the two primary exceptions to fiduciary status under the proposed
rule: (1) clarifying the difference between investment education that does not give
rise to fiduciary status and fiduciary investment advice; and (2) clarifying the scope
of the so-called “sellers’ exception” under which sales activity is not fiduciary advice.
In both cases, we will make sure to analyze and address the comments and concerns
that were raised during our extensive public comment period.

Finally, we are exploring a range of appropriate regulatory options for moving for-
ward, taking into consideration public comments submitted for the record, EBSA’s
economic analysis, and relevant academic research. In so doing, we are aiming to
address conflicted investment advice while not unnecessarily disrupting existing
compensation practices or business models.

Conclusion

Thank you for the opportunity to testify at this important hearing. The Depart-
ment remains committed to protecting the security and growth of retirement bene-
fits for America’s workers, retirees, and their families.
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Chairman ROE. Thank you. If you have any other comments,
please go ahead.

Ms. Borzi. No, that is okay. My written testimony is much more
detailed. So I know that will be in the record.

Chairman ROE. Okay.

Ms. Borzi. I am just happy to take your questions.

Chairman ROE. Thank you.

Dr. Heck?

Mr. HECK. Thank you, Mr. Chairman.

Thank you, Madam Secretary, for your testimony and for your
written statement.

I know you mentioned in your comments that this will not cause
brokers to switch from commission based to value-asset based. Yet,
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I am hearing from many brokers in my district that that is exactly
what is going to happen is that they are going to have to switch.

I would like for you to try to kind of clear that up. Why are so
many brokers under the impression that they are going to have to
switch if you are saying they are not?

And if they do switch, it would appear that it would price out
small accounts that would not be able to afford the value asset
based commission and how are we going to take steps to prevent
that so that people do get the advice that they need?

Ms. Borzi. Well, we have heard that as well. And I think the
simplest way to answer your questions is there appears to be a lot
of concern, nervousness, misinformation perhaps, misunder-
standing of what the current law is.

Since brokers are not—at least they take the position that they
are not currently fiduciaries under ERISA. Although, I might add
that if you look at the five-part test that, I think, some of them
even under the current five-part test who do give advice on a reg-
ular basis and who do understand that their advice is going to be
taken by their clients, might still be fiduciaries.

But I just think that there is a lot of misinformation. One of the
reasons that we put these charts together is that there seems to
be that first column in the fiduciary proposal, first chart, brokers
would be allowed under this regulation, and certainly under our
current regulations, to earn commissions on securities, mutual
funds, insurance products and annuities.

That is very important because if you look at the kinds of invest-
ments that small IRA investors are invested in, those are the kinds
of things they are invested in. They are not in the sophisticated fi-
nancial instruments by in large.

And so, I think, to the extent that the brokers, the broker com-
munity doesn’t understand that these kinds of transactions are al-
ready permitted, we have a job to do in clarifying and making them
understand that they are. Because we are not intending to over-
turn a commission based system.

And if T could just—the regulation does exempt traditional
broker activities—sell—simply selling securities. So there is what
is called a seller’s exemption which says if I am your broker and
I come to you and you understand that all I am doing is selling you
a product, I am not giving you investment advice. I am not telling
you to, you know, that this is the best product you could ever buy
that does not make you a fiduciary.

And to the extent that their practices beyond commissions, which
we are hearing from some of the financial institutions, we are pre-
pared to work with them to see if we can provide an exemption
from the fiduciary prohibited transaction.

Mr. HECK. And I appreciate that. I guess the concern is that the
smaller investor, perhaps the more unsophisticated investor

Ms. Borzi. Exactly.

Mr. HECK [continuing]. Sets this up so that that individual would
have to come to the broker and say this is what I want to buy. Not
necessarily being able to receive any type of comparison, let us say,
between two or three different products that that broker might pro-
vide and then allowing the buyer to make a decision on which they
would want to purchase.




19

Ms. BORz1. Yes. I mean, the simple fact is that, as I said well,
we have no interest. The Department of Labor has spent the better
part of 20 years encouraging people to save for retirement, both in-
side of plans and in TRAs. So we wouldn’t have any interest at all,
and we would be very concerned about closing off advice to the
small investors.

What puzzles us, of course, is that the industry seems to take the
position that there are only two methods to continue to survive.
One would be to keep the current broker dealer rules or the broker
dealer perception that they are not fiduciaries under ERISA and do
nothing to address the conflicted advice problem or the other ex-
treme, which is to convert to an investment advisor model which
will be more expensive.

We have talked with all of our sister agencies that regulate IRAs,
that deal with IRAs and lots of people in the private sector looked
at academic literature and we think that there is plenty of room
for business models between the current conflicted advice model
and going to a pure investment advisor model.

And we were happy to work with the industry to figure out how
to deal with that. But I think that the broker’s concern is perhaps
due to misunderstanding.

Mr. HECK. Thank you, Madam Secretary.

Thank you, Mr. Chair. I yield back.

Chairman ROE. Thank you.

Mr. Andrews?

Mr. ANDREWS. Thank you, Mr. Chairman.

Madam Secretary, thank you for your testimony and your open-
ness to members of the committee and to the public to talk about
this issue. It is characteristic of your service.

A week from today, there is an increasing probability that the
United States of America will lose its ability to borrow money to
run our government. Presently, we borrow about 42 cents of every
dollar that we spend. So we will find ourselves in a position, if this
happens, where we will have 58 cents of revenue and a dollars’
worth of obligations.

I am sure on a morning like this you are glad you are not the
Secretary of the Treasury, who would have the obligation to figure
out which bills not to pay.

There is some debate about what the consequences of this calam-
itous event would be for the bond market and the equity markets.
The consensus of opinion is that at some point there would be sig-
nificant damage to each of those markets. It is not a unanimous
opinion, but I think it is a broadly held opinion.

I think that our near death experience with the TARP in 2008
when Dow Jones fell by nearly 1,000 points during the floor vote
when the TARP was not adopted is a precursor of what might hap-
pen.

I know that this hearing is about fiduciary responsibilities, and
there are fiduciaries all over the country who are managing pen-
sion funds, both in the private and public sector.

What is your best assessment as to what the impact on pension
funds around the country would be if the United States of America
were to either default on its debt service obligations or receive a
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downgrade in our credit rating from the ratings agencies because
of the present crisis?

Ms. Borzi. Well, it is hard to really speculate because this has
never happened before. But let me just focus on a couple of things.

The first thing we know is that it would be very, very disruptive;
create a climate of uncertainty. In a number of pension funds, par-
ticularly the large funds, public funds as well as—funds, their in-
vestment policy would require them to have AAA bonds.

If the treasury bond, and most of them have treasuries in one
form or another, and if those bonds were no longer AAA, the fidu-
ciaries would certainly have to figure out how to comply with their
investment policy guidelines without—how not to violate their in-
vestment policy guidelines.

Mr. ANDREWS. So in other words, many trustees would find
themselves in a position where purchasing of treasury securities
would be prohibited by their own internal rules?

Ms. Borzi. I am afraid that is true.

Mr. ANDREWS. Which would

Ms. BORZI [continuing]. Certainly with the larger funds. I am not
sure about the smaller funds.

Mr. ANDREWS. My understanding is about a third of all the cap-
ital domestically held in the United States is in pension funds.

Ms. Borzi. That sounds right to me.

Mr. ANDREWS. A pretty significant cut in the demand for federal
securities, which I assume would raise their price and raise their
interest rates, if that were to happen.

Ms. Borz1. Yes. I mean one other thing that concerns me about
your question is I think this would not just have an effect on the
investment decisions of fiduciaries. I think it would also have a
profound effect on individuals particularly in the 401k plan and
IRA marketplace.

We have been, as I said, have been encouraging people to save
for retirement. If individuals thought their ability to borrow outside
of the retirement savings universe would be impaired because cred-
it would be tightened up and, of course, we are still seeing that for
small businesses. That is one of the problems with small busi-
ness

I think they would be less likely to put money in their plan be-
cause once it is in there it is much more difficult to get it out. So
I would also be concerned on the effect of the savings rate, which
we know is much lower than other countries.

Mr. ANDREWS. Of course, if people put less money in their plans,
there are fewer equities purchased, fewer bonds purchased, less
money available——

Ms. Borzi. Right. I think the ripple effect in the economy would
be very significant.

Mr. ANDREWS [continuing]. Investment in corporate America.

Would you care to add any comments further about the other
consequences of such a risk to the U.S. economy?

Ms. Borzi. You know, it is really very hard to figure out what
would happen. It is very interesting to me because part of the de-
bate has been that we need to get, and this ism I am now, this is
Phyllis Borzi, public citizen. You know, I am not speaking for the
Department of Labor or the administration on this
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Mr. ANDREWS. We won’t tell them what you said, go ahead.
[Laughter.]

Ms. Borz1. You won’t tell anybody that I said this.

One of the important parts of the debate has been the need to
get certainty into, make people understand that Congress is, Con-
gress and the administration is serious about reducing the deficit.
And a default, it seems to me, would go in the opposite direction.

It would certainly send a message to the American public that
people aren’t really serious about dealing with this. And I think
that uncertainty will certainly not do anything to encourage busi-
nesses to add more jobs or, as I said, for people to save more money
for retirement.

I am not an economist. I don’t play one on TV, but I think noth-
ing good could come from a default in terms of the American public
and the pension system.

Mr. ANDREWS. Thank you, Madam Secretary.

Thank you, Mr. Chairman.

Chairman ROE. Thank you.

Mrs. Roby?

Mrs. RoBy. Well, since my colleague brought it up, I would just
like to make a comment and say that all the more reason that we
get our fiscal house in order here in the federal government. Men
and women, families all over this country have been tightening
their belt for the past several years and it is time this federal gov-
ernment tightens their belt, too.

Which is exactly what House Republicans are proposing, and we
need to do all that we can to ensure the American people that we
are kremoving this uncertainty so we can get Americans back to
work.

Ms. Borzi. Well, and the administration and the Democrats be-
lieve that we need to get moving on this and be serious about the
debt as well.

Mrs. RoBYy. Well, tax increases

Ms. Borzi. I don’t think it is a partisan issue. I think that people
have different ways of getting to the same point. But I think the
goal is a shared goal.

Mrs. RoBY. Well, raising taxes on the American people right now
is certainly not going to get Americans back to work.

Madam Secretary, thank you for being here.

Mr. Chairman, thank you.

President Obama issued an executive order this winter he urged
regulators to ease regulatory burdens. And with all of the concerns
being raised around this rule, how does this proposal fit within the
president’s initiative to ensure rules do not have a negative impact
on investors, businesses, and the economy?

Ms. Borzi. Well, it fits within the president’s executive orders,
several executive orders that deal with this in a number of dif-
ferent ways.

First of all, the president, through an executive order, asked us
to go back and look at all the regulations that all the agencies had
issued over the past years to determine whether any of them were
outdated, outmoded and needed to be updated.

And, honestly, that is the reason we selected this project because
in reviewing these regulations, this is the one that is the linchpin
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to our program and it also is the one most obviously crying out for
updating.

Now, as far as burdens are concerned, when we propose a regula-
tion we are required to look at burdens. We are required to make
findings in the finalization of a reg, for sure, as to the extent of the
burden, and we have to describe any alternative mechanisms we
may have looked at to address the same issue.

Our proposal was just that, a proposal. It is like a first draft and
it was designed to get the kind of public discussion and debate that
it is engendered. And as we move along to finalize the regulation,
we have a responsibility to and have been working to do a couple
of things.

The first thing we have a responsibility to do is interact with the
public, get public comments. Another executive order that was
issued asked the agencies to allow people to comment on the com-
ments.

When you put forward a regulation, you seek public comments,
and that is what we did. We gave the public 90 days to comment
on our regulation.

We got about 200 comments which isn’t, you know, it is about
average for the comments that we get on major regulations like
this. We recognized from the beginning that this was a major regu-
lation.

We then had requests from the public to extend the comment pe-
riod, which we did twice. We then scheduled 2 days of public hear-
ings, wherein we had, I believe it was 38 public witnesses, and
then we reopened the public hearing record.

Now, typically what we do is we open the record for the people
who testified. In this case, we opened the record to anybody who
wanted to comment on the testimony or who wanted to renew com-
ments.

And then, 2 weeks after we opened that comment period we ex-
tended it for another 2 weeks because we posted the transcript of
the hearing——

Mrs. ROBY. And let me just say this, and I appreciate that proc-
ess but both parties, members from both parties, have expressed
concern about the proposed rules and yet there seems to be increas-
ing efforts to finalize the implementation of this rule by the end of
this year.

So why do you feel with all of the process that is going on, with
all of the comments from both sides, why do you feel, does the ad-
ministration feel that it is necessary to go ahead and rush ahead?

Ms. BoRz1. We are not rushing ahead. It is more important to get
this right than to comply with the dates that we have set forward
on our regulatory schedule.

The reason I talk about the end of the year is because that is
what our regulatory agenda calls for. But believe me, we are taking
the comments that are being made by the members of Congress, by
the public, very, very seriously.

We are talking, as I said, we are talking with our sister agencies.
We are trying to work through issues. But it is most important for
us to get it right——

Mrs. RoBy. Well, I——
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Ms. BORZI [continuing]. Rather than meet that regulatory agen-
da. On the other hand, the process under the Administrative Proce-
dures Act is you make a proposal and then you work towards final-
ization of that proposal.

Mrs. ROBY. Sure. And my time is out. But I just want to say that
all of these issues, regulatory burdens, as well as the issues that
are confronting Congress right now, today, this week, you are right.
It is not a Democrat problem or Republican problem. It is an Amer-
ican problem and we gotta get it right.

And with that, Mr. Chairman, I yield back.

Chairman ROE. Thank you, gentlelady for yielding.

Dr. Loebsack?

Mr. LOEBSACK. Thank you, Dr. Roe, and thank you, Madam Sec-
retary, for being here today. I am really happy that we are having
this hearing on this important rule which updates a 35-year-old
rule.

I think the importance of it is demonstrated by the fact that
there are a lot of members here today. Many of us have probably
the same concerns on both sides of the aisle, I think, as was al-
ready expressed.

We know that much has changed in the last 35 years, and as our
country struggles to recover from the worst economic downturn
since the Great Depression, I think this proposed rule is all the
more important and applicable, especially given that in recent
times we have had a lot of folks see their retirement savings lose
40 percent of their value in some cases.

Some saw their money disappear in risky financial gambling
products. Recent employees, Employee Benefit Research Institute
studies show the percent of workers saying they are very confident
of retirement security is at its lowest level ever, and I think that
in itself is a concern that we should all have.

While we are barely seeing some slight recovery in retirement
savings, we are reminded of how quickly and how easily the mar-
ket can wipe out years of years of sweat, scrimp, and save for re-
tirement for the average individual in America.

Social Security does remain the bedrock of our retirement secu-
rity in America, and it is concerning to me to think of a proposal
to subject Social Security to future market crashes as well. That is
another issue, but nonetheless something I think we should be
thinking about.

Especially when wages have not kept up with economic growth,
and we just seen the Pew study that came out that talks about a
wealth gap that continues to grow in this country. I think we need
to be more vigilant than ever in ensuring that employee’s and IRA
investor’s retirement savings are protected.

There is no better standard, as I think we could all agree, than
a fiduciary standard. So I do applaud your attempt to provide cer-
tainty by improving the test for investment advice as they relate
to the fiduciary status, but I have a couple of concerns I would like
to express.

I know we sent a letter to the Labor Secretary, and you did re-
spond on ESOPs in particular. I sent a letter to you; it was signed
by a couple of my colleagues from Iowa as well.
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I have a number of companies in my district that are enthusi-
astic Employee Stock Ownership Plan, or ESOP, participants and
I have heard first-hand on the buy-in from how the buy-in employ-
ees feel that they have in the future of that company as well be-
cause of that ESOP structure. I think it is very important.

Again, this is a concern that cuts across party lines that I am
going to express. I know that the IRS and DOL require ESOPS to
receive yearly valuations performed by independent appraisers and
this rule would now require those appraisers to be fiduciaries, as
I understand it.

We do need accurate information on valuations but the question
I have is: can you explain how this rule might affect the cost of
those valuations, and is there a way to ensure that the costs don’t
rise for the ESOP businesses and for their employees?

Ms. Borzl. That is a very good question. I am happy to address
it. The plan sponsors, employers, who want to establish an ESOP
have to hire or typically hire an appraiser to value the stock that
is going to be contributed to the ESOP.

The most important decision to make that deal—the appraiser—
the decision to invest in employer stock has already been made.
That is the nature of an ESOP.

But the most important decision, or the most important piece of
information to make that deal a reality is the valuation decision.
How much the stock is worth.

And what we have seen over the years is a number of problems
with the appraisers including flawed methodologies, including use
of flawed financial data, manipulation of numbers and methodolo-
gies to tilt the scale one way or the other, to put a finger on the
scale.

It is interesting because at our public hearing we had some testi-
mony on this and we had witnesses who said, “Oh, well you are
just talking about these sort of fly by night appraisers. You know
if they are licensed, if they are credentialed, they don’t do that.”

Well, that is not our experience. The big appraisers also have ap-
praisal problems. And the difficulty is that there is already money
in the system. Money is already being paid to an appraiser to do
a valuation of the stock.

And if that valuation is not objective, fair, and no finger on the
scale so that when the plan is, let me see if I can get this straight,
when the plan is buying stock they pay too much because they are
relying on the valuator. And when they plan is selling stock they
get too little. That is all the purview of the person who performs
the valuation.

So the argument that people are making is that this is going to
cost a lot more if people have to give valuations that are fair and
objective and not tilted. I am not sure that I fully understand that
because they are paying for these valuations now.

And if what the argument is it will cost more if we give you a
valuation that is fair and objective as oppose to the valuations they
give now, I am not sure that I need to see some evidence of that.

Clearly there is going to be some additional costs. I am not say-
ing that there is no additional cost, but I am not sure of the mag-
nitude of the cost.
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What this is all about is accountability. Accountability. And in
my written testimony, if you look beginning on page eight you will
see a variety of examples where appraisers have given faulty ap-
praisals that have resulted in huge liabilities to the plan and the
plan sponsor where the appraiser would not, could not be held ac-
countable because of our five-part test.

Mr. LOEBSACK. Okay. Thank you, Madam Secretary. We will
keep working on this issue together. I really appreciate it.

Ms. Borzl. Yes, absolutely.

Mr. LOEBSACK. Thank you, Dr. Roe.

Chairman ROE. Thank you.

Mr. Rokita?

Mr. RokITA. Thank you, Mr. Chairman. And thank you, Madam,
for your testimony today.

I want to follow up on the ESOP question that the last gen-
tleman asked and your response.

Ms. Borz1. Sure.

Mr. ROKITA. Back in February Secretary Solis was here in your
seat, and I asked a question about the appraisers and the apprais-
als as well in regard to this proposed regulation.

Just for some background, I was the Secretary of State in Indi-
ana for 8 years and had regulatory responsibility over these very
issues. And I see the value, at least from the SEC standpoint, in
addressing the fiduciary standard issue.

Not that I agree necessarily how it is being handled, but I do see
the evolution that you testified about in products and in the way
we access information and what technology has done for us. It em-
powered us as investors.

But with regard to these appraisals, Ms. Solis’ response said that
out of 50,000 appraisals she sighted six appraisals that had prob-
lems. And how many do you list in your testimony?

Ms. BoRrzI1. I am sorry. I couldn’t hear your question.

Mr. RokiTA. How many faulty appraisals that you talk about
were listed in your testimony? You said on page eight.

Ms. Borzl. I gave you some examples of faulty appraisals.

Mr. ROKITA. And Secretary Solis gave——

Ms. Borzl. This isn’t something that——

Mr. ROKITA [continuing]. Excuse me.

Ms. Borzi. I am sorry.

Mr. ROKITA. And Secretary Solis gave six out of 50,000. They
weren’t examples necessarily, they were just

Ms. Borzi. Right.

Mr. ROKITA. So for six bad apples maybe and some that you list
in your testimony, we have to go and re-do this whole law? This
whole rule?

Ms. Borzi. Well, the simple fact is just because we have six ex-
amples of it doesn’t mean that it isn’t more widespread than that.
The——

Mr. ROKITA. But where is your quantified data to prove that?

Ms. BORZI. The——

Mr. ROKITA. How do you know there is

Ms. Borzi. We don’t have the resource——

Mr. ROKITA. Ah. Okay.
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Ms. BorzI. I mean, what you are really asking us to do is exam-
ine every single ESOP
Mr. RokITA. You don’t have the resources to do that so based on
your intuition, based on six examples
Ms. Borzi. This is not based on intuition. It is based on

Mr. ROKITA. Where is the quantifiable data?

Ms. Borzi. We are happy to supply you more data.

Mr. RoOKITA. Oh. I thought you said you didn’t have the re-
sources.

Ms. Borzl. But I can’t give you an exact quantification of how
many transactions go on and how many are faulty valuations.
There is simply not able——

Mr. ROKITA. But that doesn’t stop you from what the Oliver
Wyman study said could be a 73 to 196 percent increase in the
cost.

Ms. Borzi. The Oliver Wyman study suffers from the problem
that I was discussing with your colleague a little while ago. It
starts from what we believe is a faulty premise that the only two
options are keep the current conflicted system in place or move to
an investment advisor structure which will be more expensive.

As I said before, we have talked with our colleague—our sister
agencies that regulate this marketplace that have a lot of enforce-
ment expertise in this marketplace, and they have assured us that
there are a number of other business models between the stark
model that the Oliver Wyman study starts with.

And, of course, if you start with a flawed premise—there are two
flawed premises in the Wyman study. That one
; er ROKITA. But you are acting on, excuse me, let me get my
ina

Ms. Borzi. Certainly.

Mr. ROKITA. You are acting on assurances or you have seen these
other studies? Or what kind of analysis have you done?

Ms. Borzi. We are in the process of doing much more thorough
economic analysis that was in

Mr. RokiTA. Okay. I will submit a question if you would like
later, but I would like to hear you analysis and see if after you are
done with it.

Ms. BoRz1. Sure.

Mr. ROKITA. Secondly, Ms. Solis said in response to my question
that, and this goes along the same lines, a more full economic anal-
ysis of the regulation would be provided when the rule becomes
final. Now maybe to make a crude analogy, that sounds a lot like
you can find out what is in the bill after you pass it.

Why would we be doing—I find that totally inadequate, and I am
not trying to put her words in your mouth, but I would like your
response to the idea that full economic analysis of the regulation
could be provided after the rule becomes final.

In your practice

Ms. Borzi. Well if you are—the final—that is what the require-
ments are. The OMB requirements are an agency cannot put for-
ward a final or proposed analysis, a proposed rule for that matter,
without some type of

In a proposed rule you have to have an economic analysis as
well. It is not required to be as fulsome as in the final, I mean:
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Mr. ROKITA. As fulsome?

Ms. BORzI. I mean, the point of proposing a rule and putting out
a proposed analysis is that you get public input so that you can re-
fine and strengthen your analysis. I am not—maybe the words
aren’t clear——

Mr. ROKITA. Oh, maybe I am taking it the wrong way and I am
happy to stay and have that clarified, but——

Ms. BORzI [continuing]. But what we are trying to do when we
are—when we are trying to finalize a rule at the same time that
the final rule is submitted to OMB, we have to have an economic
analysis. And the procedure is

Mr. ROKITA. But there is no intention from your agency to do any
kind of an economic analysis after the rule becomes final? It will
all be before?

Ms. BoRz1. No.

Mr. RoKITA. Okay.

Ms. BoRrz1. It is simultaneously with it and believe me there is
a lot of give and take within the administration within all the
economists within the administration who have an opportunity to
look at and work with us on the economic analysis.

Mr. RokiTA. How about economists outside the administration?

Ms. Borzi. We solicit comments from economic, from econo-
mists

Mr. RoKITA. Thank you.

I yield back. Thank you, Chairman.

Chairman ROE. Thank you, gentleman, for yielding.

Mr. Kildee?

Mr. KiLDEE. Thank you very much, Mr. Chairman.

Phyllis, I am going to ask a question that is just tangential to
this but [—my district was the headquarters at one time of Delphi
Corporation, and there are two types of Delphi salaried workers—
two types of workers, salaried and the non-salaried, the hourly.

The hourly workers are protected by a contract with the UAW
and General Motors, the parent corporation of what became Delphi.
The salaried employees are not protected by that; therefore, they
depend totally upon what help they can get from ERISA.

I know this is tangential to the purpose of this, but since you are
here, do you have any suggestions of what can be done to relieve
some of the real pain that the salaried people have?

Ms. BORz1. You know, this is such a hard question because while
my heart goes out to the salary workers, you know the title for
statutory language doesn’t give them any comfort because
everybody’s benefits, both salary and hourly, in terms of the PBGC
guarantees are the same.

Well, I mean based on their work history, et cetera, but the
framework is the same. And the top up, if you will, as you indi-
cated, came from a side arrangement, a side negotiation in the
1990s between the UAW and GM.

There certainly is nothing that the PBGC can do without vio-
lating the statutory provisions. The only recourse, I would think,
that the Delphi salaried folks have is against GM. But I don’t have
any, believe me, Secretary Solis has asked me this question many,
many, many times, and I just don’t have an answer for them; al-
though, I am quite sympathetic.
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If I wanted to give a glib answer, it would be that the UAW was
smart enough to figure out that there might come a time that they
needed this protection. At the time that they negotiated it, as far
as I could tell from the reading that I have done, it wasn’t clear
that they needed it, but they did.

I wish there was something that we could do because it is a very,
very tragic situation.

Mr. KiLDEE. Well, I appreciate your candor. I mean, you have
given it exactly the only answer you can give.

I will just throw in my own feelings on this. This illustrates that
millions can help. The UAW looked ahead and saw and protected.
They could see what might come, whereas the nonunion members
did not have that foresight.

Ms. Borzi. Well, and as I understand it, even some of the other
unionized hourly employees, their unions didn’t negotiate those
kinds of protections. And I guess, after the fact, some of them have
gotten some sort of a guarantee and others have not.

Mr. KiLDEE. [Off mike.]

Ms. BORZI. So there is no question that there is disparate treat-
ment, different treatment. I don’t want to use a loaded word in the
EEOC context, but there is no question that there is different
treatment of these retirees, and that is really very sad.

Mr. KiLDEE. Well, I appreciate you responding to a question that
was not really relevant to this hearing but I appreciate it.

I go to the meetings of these people, and it is pretty hard to try
to justify——

Ms. Borzi. I know.

Mr. KILDEE [continuing]. But I appreciate your candor. Thank
you very much.

I yield back.

Chairman ROE. I thank the gentleman for yielding.

Mr. Thompson?

Mr. THOMPSON. Thank you, Assistant Secretary, for being here.

I want to follow up to, kind of follow along to a line of ques-
tioning Mr. Rokita had raised and opened.

Your testimony states that the department is undertaking a
“fuller,” and that is a quote from your testimony, “economic anal-
ysis” of the impact of the proposed role.

Will the department’s forthcoming economic analysis take into
account the substantial likelihood of increased litigation by the de-
partment and the plaintiff’s bar and the effect that such litigation
will have on plan costs and ultimately participant balances as well
as the employers concerns about plan establishment and plan
maintenance?

Ms. Borzi. Well, our economic analysis will take into consider-
ation all the internal and external factors. So that factor will be
taken care of or will be factored in.

It is very hard to predict what the impact will be, though, but
for sure we will take a look at it.

Mr. THOMPSON. Okay. You talked a lot about, you know, and I
apologize for getting into the hearing late, but just the time I have
been here I have heard a lot about trust. Trust me, trust us, trust
us, trust us.
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And I am of the school of trust, but verify. I think that gives us
all confidence.

The department thought it drafted the proposed regulation in a
manner to accomplish exactly what was intended. But, again,
based on comments and the department’s own admissions have fell
short in that regard.

Why are you so confident the department will get it right in a
final regulation without further opportunity for public comment?

Ms. Borzi. Well, we haven’t cut off public comment. As I said in
my statement we have met with more than 20 outside financial
services people to get their input, some of them more than once.
And we have met with at least 30 members of Congress to get their
input.

We continue to take, there isn’t anybody who is a stake, you
know, there isn’t any stakeholder that is asked to meet with us
that we don’t meet with. We are very interested in getting public
comment.

But there comes—I said to the ERISA advisory council the other
day when I was asked a similar question like this, there comes a
point where, and the computer literate people will know what I am
talking about, where you push that button on your computer that
says close all tabs.

There is only so much—we have been continuing to take public
input. It has been weeks since we had any sort of new information
given to us but we continue to take the meetings because we are
open to that. And we still are open to that.

But at a point you can’t just keep meeting and having the same
discussion over and over again like that movie Groundhog Day. At
a point, you have to move forward using your best judgment.

Now that doesn’t mean that we aren’t going to, still, as we de-
velop the final rule, that we aren’t going to still reach out and ask
people for input. That is what we have done with all of our rules.

We haven’t—once we figure out a direction and a set of amend-
ments that we might want to implement, we often reach out to peo-
ple and, while we don’t hand them over the piece of paper, which,
you know, we are not allowed to do under the Administrative Pro-
cedures Act, we do have discussions.

If we have options, we might call people and say well which of
these options? Here is one way to go or another way to go or an-
other way to go. And we still continue to get public input even as
we move to finalize.

But this is a very, very important problem and we think it needs
to be addressed. If people, and we say to people who come in, if you
recognize the problem, acknowledge the problem, and you have
other mechanisms that we can use short of the way that we have
gone, we are open to hearing that but so far people haven’t come
forward.

Mr. THOMPSON. Well, first of all, let me say representing Punx-
sutawney, Pennsylvania, I can’t get enough of Groundhog Day.
[Laughter.]

I am okay with it.

Just for the record, Mr. Chairman. [Laughter.]

But can you share with us any of the concerns that were identi-
fied by the ERISA advisory council on this?
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Ms. Borzl. They were just asking me about it.
Mr. THOMPSON. In terms of:
Ms. Borzi. What happens is whenever the council meets——

Mr. THOMPSON. Because if they have concerns about not having
enough public comment or input based on your——

Ms. Borzi. No. I mean, some of them, they are all private sec-
tor—experts from the private sector. Some of them work for compa-
nies that put through comments, that filed comments.

Their questions to me the other day were just procedural.

Mr. THOMPSON. Okay. Well, thank you.

Thank you, Chairman.

Chairman ROE. Thank you, gentleman, for yielding.

Mrs. McCarthy?

Mrs. McCARTHY. Thank you, Mr. Chairman. Thank you for call-
ing this hearing. I think it is very important. Obviously, we need
to know what the department’s proposals are going to really be re-
defined as a fiduciary.

I want to thank Madam Chairman. You have been terrific meet-
ing with us, sitting down with different groups, and we appreciate
your time and your staff's time. I know that we have spoken before
on this issue, and I still will appreciate it as we continue our dis-
cussions.

Listen, for matters of retirement security, especially for people
my age and certainly my friends, accountability should always be
paramount for your department and certainly for this Congress.

Retirement options have evolved greatly over the passage of
ERISA law in 1974, I believe. I do believe that changes can and
must be made in order to bring further accountability for financial
advisors and protection for investors.

I think that we did a very good job with Dodd-Frank on putting
in a lot of those protections. I also believe that we did a great job
on protecting the consumer by giving them more information. I be-
lieve we still need to do a better job on financial literacy, for all
ages.

But especially because of the wide scope of ERISA, changes must
be conducted with utmost caution and thoroughness in order to en-
sure that the intent of the changes is realized in the final product.
I think that is what we are both working for.

I can say wholeheartedly that I agree with your intent, and I do.
I agree that folks deserve access to accurate and unbiased informa-
tion, and I agree that a structure must be put in place that
incentivizes employee’s investment and long-term accumulation of
retirement savings. That is what we have always worked for.

However, I am afraid I still disagree with the process by which
this rule came about and ultimately what will be the final rule
should this process go forward.

As a Democrat, this issue has been particularly difficult for me.
In this committee and others, our friends on the other side of the
aisle have made it a habit to assume that any and all agency rule
makings under a Democratic administration are burdensome, over-
reaching, and are adverse to free-market principles.

Luckily for us, they are wrong an overwhelming majority of the
time. However, in this case, I still cannot defend this rule making
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process. I do not believe—I do believe it is overbearing and has a
potential to hurt our national economy.

This shouldn’t come as a surprise because we have talked about
this. We have had those discussions, and like I said, we have spo-
ken many times at great length.

I also worked with the new Democrats, and we sent a letter
signed by 28 of our colleagues on the Democratic side asking the
department to repose this rule given coordination and consultant
concerns.

Mr. Chairman, at this time I would like to ask unanimous con-
sent of the letter that I sent to the new Democrats that was signed
forth.

[The information follows:]
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Reop. Joseph Crowley, Chair
I};I ew Ry Jira Hinngs, ffme—chair
emocrat Rep. Ron Kind, Vice Chair
i Rep. Rick Larsan, Vice-Chair
Coalition Rep. Allyson Sohiwartz, Vice-Chair

May 10,2011

The Honorable Hilda Solis The Honorable Mary L. Schapiro
Secretary Chairinan

U8, Department of Labor Securities and Exchange Commission
200 Constitution-Ayenue, NW 100 F Street, NE

Washingtor, DC 20210 Washington, DC 20549

‘The ITonorable Gary Gensler

Chairman

U8, Commadity Futares Trading Commission
115521 Street, NW

Washington DC 20581

Dear Secretaty Solis and Chairmen Sehupiro and Gensler:

As members of the New Democrat Coalition, we are writing today with respect to the
Department of Labor’s proposal to redefine the term “fiduciary” for purposes of the Employes
Retirement Incoine Secwrity Actof 1974 (“ERISA™) and for purposes of certain Internal
Revenue Code provisions-affecting IRAs and similar arrangements.

During debate of the Dodd-Frank Wall Street Reform and Consumies' Protection Act, the
New Demoerat Coalition played a ¢ritical role in advocating for an approach that would reduce
systemic fisk and increase tranisparency and certainty in our markets. Given our work, we
undderstand and appreciate the Department’s desire to update the definition ofa liduciary in a
way that is broad enough fo protect the interests of retirement plan participants and sponsors
seeking investment advice. While the proposed rule is intended to prolect employee pacticipants
and plan sponsors fiom unfair and.-deceptive practices, we arc concemed that it would have an
adverse effect; ultitmately limiting aceess to investment education and information. This would
result in worse inivestment decisions by participants and would; in turn, increase the costs of
investment protlucts, services, and advice that ate absolutely critical parts ol a sound investment
strategy for consumers,

We also feel strangly that these changes should be made in consultation and coordination
witlt-all the relevant regulators to-avoid duplicative or contradictory guidelines governing
investment in U.S. markets. A coordinated regulatory approach among the agencies will provide
clarity and certainty both to investors and to advisers.

Given the complexity and importance of this issue, over 200 written submissions have
been made regarding the proposed rule, in addition to those made at the Department’s public
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heating. We understand the Déepartment is considering madifications. In order to consider fully
these comiments and to provide nore transparency-and certainty to the rulemaking process, we
urge the Departinent to provide the public with anopportunity to review these modifications
through a re-proposed rulc.

We appreciate thé Department’s leadershipon this issue. We look forward to-working
‘with you in coordination with other agencies to creale a balanced approach that proiects plan
participanis and sponsors while ensuring continued access to investment cducation, information,
andl affordable investment products and services.

Sincerely,
C ssntym MeCarthy Hucd-THA
Carolyn McCarthy Rush Holt
Member of Congress Member of Congress
o Ron Kind

of Congress

Mempber of Congresss
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Jason Altmire
Member of Congress

Member of Congre:
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N Russ Carnahan
Member of Congress

helley Berkie
Member of C
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im Moran
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Bill Owens
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David Wy
Member of Congress

CIC: Director Jack Lew, Office of Management and Budget

Chairman ROE. Without objection.

Mrs. McCARTHY. Thank you.

Madam Secretary, in the preamble of the proposed rule, the de-
partment recognizes the potential broad effects that it may have.
In fact, the department openly admits that there may be an uncer-
tainty and a large market impact that may also create a smaller
field of service providers.

I understand that there is always a measure of uncertainty re-
garding any potential rule making. However, I do think the depart-
ment did not do its due diligence to ensure that it had the most
information available to have a more accurate analysis of the im-
pact.

Madam Secretary, no request for information was issued for this
rule. DOL has a history of issuing RFIs on issues of retirement se-
curity. Given the overlap with other agencies, and I know you
talked about speaking with other agencies, the uncertainties in re-
gards to the market impact and the great concerns you have heard
from the stakeholders throughout the industry, I ask: why wasn’t
an RFT issued? In hindsight, don’t you believe an RFI would have
paved the way to a better draft rule for folks to comment on?

Ms. Borzi. Well, that is a very good question. I am happy to an-
swer it for you.

The regulatory process gives an agency a variety of tools to gath-
er information. The—the RFI process is typically used really in two
circumstances.

When an agency is not completely sure that there is a need to
regulate or when they are thinking that there might be a need to
rﬁgulate but that there are a wide variety of mechanisms to do
that.

In this case, we were not unsure. We were very sure that there
was a problem here. And we had nearly 40 years of experience in
our own enforcement activities to identify the problem.

In addition to that, we had the benefit of an SEC study that was
done a couple of years ago on consultants and advisors that con-
firmed, if you will, the existence of the problem. And in addition
to that, there was lots of academic literature about this.

So there was no question that this was a problem that needed
to be solved. And given the statutory tools that we had to solve it,
there really was only one statutory way that we could through reg-
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ulations deal with the problem and that was through the prohib-
ited transaction route.

Now having said that, I contrast that with another process that
we used where we used the RFI and that had to do with lifetime
income. We were very concerned that a lot of people were now tak-
ing lump sums and not having the kind of lifetime income stream,
monthly benefits, if you will. But we weren’t sure that it nec-
essarily was the job of the federal government to get in there and
start making rules.

So we did do an RFI in conjunction with our colleagues at the
treasury and the IRS. And we are now in the process—and we got
lots of comments. We got over 700 comments and lots of good infor-
mation. So that is the contrast.

We knew that there was a reason to regulate. We had limited
pathways to do so and so we crafted the best rule we knew how,
but we put it out for proposals.

Mrs. MCCARTHY. I know my time is up, and I thank the Chair-
man for indulgence.

I disagree with you on the SEC study, because it also shows that
it is going to have a great impact on basically the brokerage rela-
tionship. But we will talk about that in the future.

Ms. Borzi. Absolutely.

Mrs. MCCARTHY. Thank you, Mr. Chairman.

Chairman ROE. I thank the gentlelady.

Mr. Barletta?

Mr. BARLETTA. Thank you.

Why has the Department of Labor decided not to make its plan
changes available for public comment?

Ms. Borzi. We did make the plan changes available for public
comment. We went through extensive public comment. I guess I am
not quite sure what you are talking about.

Mr. BARLETTA. Well, you know, in light of all the questions and
concerns would the department consider re-proposing the rule for
the public comment and the questions and the concerns?

Ms. Borzi. Well, we certainly never say never to anything. But
re-proposal is typically used when you put out a proposal when the
commentators offer alternative approaches to solve the same prob-
lem and the public hasn’t had the opportunity to comment on the
alternative proposals.

We had lots of public comment. Many of the issues were issues
we had actually flagged for ourselves. We have been working
t}llrough the drafting issues. We have been meeting with lots of peo-
ple.

But aside from don’t do anything, which I guess is an alternative
structure, nobody has really suggested to us an alternative struc-
ture from the structure we have proposed. They have had criti-
cisms and comments and they have said quite accurately, because
we knew we had to do it, that we need to focus more on the cost.

But I am not quite there yet that the kinds of public comments
that we have gotten have suggested such a fundamental alter-
native that we need to re-propose it.

Mr. BARLETTA. All right. Thank you.

Chairman ROE. Dr. Holt?

Mr. HoLT. Thank you, Mr. Chairman.
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Thank you, Secretary Borzi, for coming. I really appreciate your
expertise and your dedication over the years to making sure that
t}lle financial integrity is protected for the benefit of ordinary peo-
ple.

I have long been an advocate, as you know, and as I have told
you many times, for more investment education. Clearly, people are
not well informed. Surveys show that over and over again, and we
see that people are ill-prepared for the tough times that come in
their non-wage earning years. I get that from my constituents and
lots of places.

I appreciate the efforts of your department to help Americans
prepare. As you know, Representative Petri from this committee
and I have introduced the Lifetime Income Disclosure Act which is
intended to help people understand better where they stand and
prepare for where they need to be.

I strongly support, you know, a regular basis test for increased
clarity for advisors and investors so that people are armed with
trusted, reliable information. But I have some questions about how
we are going about this.

I have asked you before and still have not received data. You
know, what is the cost of this perceived problem? We must, and
you must, I think, characterize, describe, and quantify the problem
that you are trying to solve. It is easy for me and it seems to be
very easy for you to imagine that people will be misled and hurt
by this so-called conflicted advice.

But we shouldn’t make policy on what we imagine to be the prob-
lem. In your testimony, when you get to the part of the testimony
where you are talking about the problem, the first part is sort of,
sort of legalistic.

You are saying, well, the practice out there doesn’t really meet
the test that was set up 35 years ago in ERISA. Then you start
to give some examples and you say, well, you have uncovered
abuses of flawed valuation methodologies and internally incon-
sistent valuation reports. No doubt. It is not clear that they come
from the so-called conflicted advice.

So let me ask again. How many people will be affected? What
will be the cost? Where are the data on investor behavior? Where
are the data on advisor behavior and dealer behavior?

It seems to me you can break out of this, what did you call it,
the repetitious interactions that you were talking about, and I
won’t call it Groundhog Day, by actually working harder to draw
gut the evidence and then draw out the guidance from that evi-

ence.

You know, I got into this because some years ago I innocently
asked a few questions about where these, before you even started
working on these regulations when other people were talking about
it. As you said, academics have written about it.

I realized that it seemed to be focused more on trying to restrain
the investment corporations than empowering the employee inves-
tor. A moment ago you said there, this is, I think, pretty close to
a quote, there is no question about the problem.

I get a little bit worried when somebody is so sure that they will
look right past the evidence. I mean the absence of evidence here
might be a problem in itself, and you said we were very sure. That
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is what seems to be behind these regulations, and that is what
troubles me a great deal.

You say that there can be a model between investment advisor
or broker dealer. Well, sketch that out for us, please. And——

Ms. Borzi. I will be happy to send you some press articles that
gave us some information on that.

Mr. HoLT [continuing]. And, yes. It is, I mean, if we are, you
know, our job here in Congress is not to preserve the business
model that has existed for 35 years, but if you are going to upset
that business model, we had better know why and we had better
know where we are going. I have yet to see that.

So, I mean, I have not given you time to answer; I have been
talking. But I hope you will, because these will respond more than
you could, I mean, this will require a response of more than a few
seconds or a few minutes anyway. I hope you will respond to these.

And then ask, and then answer, you know, right now there are
so many other regulations to be implemented by the SEC, through
Dodd-Frank, and so forth, section 913 for example on a standard
of conduct.

Why, after this has been around for 35 years, has it moved to
the head of the queue something to be dealt with now in the next
5 months in final form while all of these other things are still in
play, related other things?

So

Chairman ROE. If the Secretary will hold——

Mr. HoLt. With that, I should yield back. I thank you

Chairman ROE. If the Secretary will hold that thought, I am
going to continue his line of the questioning.

Ms. Borzi. Okay. Could I just answer

Chairman ROE. Well, I am going to continue in just a moment.

Ms. Borzi. Okay.

Chairman ROE. Dr. Bucshon?

Mr. BucsHON. Thank you, Mr. Chairman. I am going to yield my
time to Mr. Rokita.

Mr. ROKITA. Thank you, Mr. Chairman. I thank the gentleman
from Indiana.

Two quick questions just following, I have been listening intently
to what you are talking about and, again, with my background I
truly believe in transparency and the due process of rulemaking.

And I am intrigued by the answer you gave to former Mayor
Barletta when you talked about re-proposing and the idea that you
re-propose a rule when there is an alternative presented that may
not have been thought of.

What about the comments, if there were any, that disagreed with
your premise, your agency’s premise, that there was even a prob-
lem? What about the comments and specifically how do you weight
the comments that said, we don’t need an alternative. We just don’t
need to do this. This is where I am headed.

Ms. Borzi. Well, maybe you can help me out how re-proposal
would address that we don’t think there is a problem we think you
s}}llou?ld do nothing. What could we re-propose that would address
that?

Mr. RokiTA. Well, that is not my question. I am just saying you
said the only time you re-propose is when there was an alternative.
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But what about withdrawing? What about proposing something
that was in line with the comments that were made that weren’t
just an alternative but were saying—my question is how do you
weight the comment in your agency that says don’t change any-
thing?

Ms. Borzi. We take all of the comments very seriously.

Mr. ROKITA. But how do you weight them equally with those pro-
posals that say we do need to change or we have some alternatives
or we need to

Ms. BoRrzZ1. There are always people who don’t want any change
and we do weigh them. I can’t say that we weigh them equally.

Mr. ROKITA. What is your formula for weighing comments?

Ms. Borz1i. We don’t have a formula for weighing it because we
look at what the rationale behind the comments

Mr. RokiTA. How do you judge that rationale in a comment?
What formula do you use to judge?

Ms. Borzi. We put it in the context of all the comments that we
have, we weigh it against the other evidence we might have, and
I eluded to some of it, that there is a problem, and then we spend
a lot of time talking with people trying to understand exactly what
their concerns are.

Mr. ROKITA. And that is my second question and then we can get
on with the hearing. You mentioned a couple of times that you
have met with groups, you have met with people. Are these private
meetings? Are these meetings on the record? Is there a transcript
of these meetings?

Ms. Borzi. Well, they are—no, there are not transcripts.

Mr. ROKITA. Do you have a list?

Ms. BORrz1. We keep a list. I mean, we are required to keep a list
of who we met with, who the people were at the meetings, and then
for our own purposes we all have our own notes.

And what we would do in the preamble to the final rule what we
typically do is we list, you know, we talk about, because we are re-
quired to respond to the public comments and that is one way
that

Mr. ROKITA. So according to the Administrative Procedures Act,
have you published this list of meetings?

Ms. Borzi. Yes. We do.

Mr. RoKITA. Okay. Okay. So that is available.

Ms. Borzi. Well, it is available in the final regulation. We can
certainly——

Mr. ROKITA. Would you mind getting my office a copy of that list?

Ms. Borz1. I am sure we could. I would have to check with my
lawyers, but I don’t see a reason that we couldn’t.

Mr. ROKITA. I mean before the final rule goes out and all that
sort of, as soon as possible?

Ms. BORZI. Sure, we can certainly give you; it is not secret who
we meet with.

Mr. ROKITA. Okay. Great. Thank you very much.

I yield.

Chairman ROE. I thank the gentleman for yielding.

Mr. Tierney?

Mr. TiERNEY. Thank you, Mr. Chairman.
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Thank you for your testimony here today, the work that you are
doing, and the cooperation of your office in answering a number of
questions that we have had on a variety of issues. I appreciate
that.

I know that a lot of material has been covered here, and you did
speak to the ESOP issue, the Employee Stock Option Plan, just a
little bit. But I was wondering, there is indication from your office
that you were going to try to clarify that the fiduciary standard
only required an impartial evaluation. Is that correct?

Ms. Borzl. Yes. We have had this back and forth with the ap-
praisers who seem to think that being a fiduciary means you have
to put the finger on the scale towards participants and that is not
how ERISAs fiduciary rules work.

What ERISAs fiduciary rules say is that you have a duty to be
fair, objective and meet professional standards of conduct. And
what we have said to the appraisers is if there is any concern that
that is not what we mean, we are more than happy to clarify it.

Mr. TIERNEY. Do you have an idea of how it is you are going to
clarify it?

Ms. Borzi. I am sorry?

Mr. TIERNEY. Do you have an idea of how it is that you are going
to clarify it?

Ms. Borzi. Well, we would put in an——

Mr. TIERNEY. Specifically state that——

Ms. BORZI [continuing]. Operative text of the regulation so that
there would be no question about it, yes.

Mr. TIERNEY. Okay. Thank you very much. I have no further
questions.

Chairman ROE. I thank the gentleman for yielding.

Mr. TIERNEY. I yield to my—I am sorry, I will yield to my col-
league.

Mr. HoLT. Thank you because I didn’t give you a chance to an-
swer. As I said, a full answer to my various questions will take
more than either the remaining time now or even this morning.

Let me add one more question to that and give you a few seconds
to make any comments on what I said.

What if a call center representative says, for example, a par-
ticular mutual fund is good for people interested in investing in
large cap equities? Would that violate

Ms. Borzl. If that is all the person said, no. It would fall under
this

Mr. HoLT. So that is education. So you actually said earlier we
won’t limit access to education, which is great. I mean, it is a high
principle for me.

What if a call center representative says younger investors
should hold some equities in their portfolio to help grow their sav-
ings? Is that—?

Ms. Borzl. That is general advice. It is what we might call gen-
erally accepted financial and investment——

Mr. HoLT. But, well, it is reassuring to hear you say that.

Ms. Borzi. If that is all the person said, but if the person went
on to say, and here are three funds that would help you achieve
that objective. That might cross the line.
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But if all they are doing is giving generalized investment infor-
mation and honestly, that distinction that we are drawing in this
discussion has been true since 1996 since our investment bulletin
96.1 was issued.

And there are people who have asked us to be more clear as to
what this line is between investment advice and investment edu-
cation and that is certainly one of the things that we are working
on in conjunction with this.

Could I just say one thing about you question about cost?

Mr. HoLt. Please.

Ms. Borzi. We are taking seriously your questions, and we are
in the process of working through the cost issues, collecting infor-
mation. And we haven’t completed that process yet. So

Mr. HoLT. Thank you for doing that. I am surprised that you
didn’t do that up front; that we had to ask for it, actually.

Ms. Borzi. We did. We did. And in fact in our own regulation in
the preamble, we asked people to help us out by giving us informa-
tion about it and the Wyman study that some of your colleagues
referred to is one bit of information.

It is not the dispositive. As I said before, it is not dispositive be-
cause it is premised on what we think is not a correct two premises
that the only alternative is not this investment advisor model.

And the second problem with the Wyman study is that it as-
sumes that commissions can no longer be paid, and that is not cor-
rect. But it is certainly not that we are disregarding it.

It is certainly a piece of information and every one of the people
who come in to talk with us, we have asked them. Do you have in-
formation about cost? Please give it to us so that we can try to
make our best estimates. And we are working with others in the
administration about that on that issue as well.

We all have a very, very—we all consider it very, very important
to get the best cost estimates that we can. There is always going
to be some uncertainty in it but we are looking to have the most
solid cost information that we can get to justify the rule.

And if it turns out, I mean, that is part of what is going on here,
if it turns out that there are features that we have proposed that
we can figure out a less burdensome, less costly way of doing, that
is what we will be working towards.

Mr. HoLT. Okay. Also, those data that we have asked for about
the behavior of investors, the behavior of advisors versus feelers?

Ms. Borzl. Yes. Well, we have some studies on that.

Mr. HoLT. And I thank Mr. Tierney for yielding time to give you
a little more opportunity to elaborate.

Thanks.

Mr. TIERNEY. You bet.

Ms. Borzi. Sure.

Chairman ROE. I thank the gentleman for yielding.

We have a member of the full committee here, Mrs. Biggert, and
you are now recognized.

Mrs. BIGGERT. I thank the chairman. I appreciate the being able
to participate.

Welcome. We have met before and we have discussed this issue.
And I just wanted to follow up on a couple of questions that we
have discussed before.
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In your testimony earlier this morning, you mentioned that you
are coordinating with other agencies to ensure that your proposals
do not conflict. And, as you are aware, Congress has mandated that
Kle SEC study this matter under section 913 of the Dodd-Frank

ct.

Can you explain why you are moving forward with the regula-
tions proposal before the SEC has finished their study and how
does that affect the Department of Labor?

Ms. Borzi. Well, it is my understanding that the staff study is
completed. The commission hasn’t taken any action on it.

There are a couple of things. First of all, our proposal was pre-
ceded Dodd-Frank. We have been working on this for a couple of
years.

But second of all, we have two entirely different statutory struc-
tures. The section 913 study in Dodd-Frank, the research question
that the staff was asked to address was whether or not broker
dealers under the securities law should be held to the same stand-
ard as investment advisors under the securities law.

Our statute is very different. Under the securities law it is basi-
cally a disclosure statute and our statute is not a disclosure stat-
ute. It is a statute that is designed to prohibit conduct that is po-
tentially harmful to plan participants and plan sponsors unless
there is an exemption administrative or statutory exemption for
that conduct.

So we have two fundamentally different statutory structures and
two different we protect plan sponsors and participants. So we
have two different statutory structures and that is why before our
regulation, our proposed regulation was even sent through our own
building for clearance or through OMB and the administration for
clearance, we consulted our friends at the SEC.

We sent them the draft regulation. We asked them whether they
saw anything in the draft regulation that would conflict with or im-
pair their ability to do their job under Dodd-Frank. And those con-
versations, they said no as part of those conversations. So we went
forward.

Mrs. BIGGERT. Could you elaborate a little bit more with your
discussions with the SEC on that?

Ms. Borzi. Well, I wasn’t—it is a discussion our staff, our two
sets of staff talked about it. They had a few questions, as I under-
stand it, they had a few questions about some of the provisions in
our regulation, but the bottom line was they didn’t see anything
thatdwould conflict with what they were doing. And so we went for-
ward.

We have had this longtime working relationship with the SEC
including an MOU on enforcement, and so we have continued to
have multiple conversations with them as they move forward to im-
plement their responsibilities under Dodd-Frank and as we move
forward on this regulation. And, I must say, a variety of other
issues including target date funds and a bunch of other things.

Mrs. BIGGERT. Have you considered, since the SEC study has
been completed, was there any consideration for any of the things
that were in that study for you making your ruling?

Ms. Borzi. Well, I mean, we certainly discussed—we had a brief-
ing on the study and we certainly discussed the direction that the
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SEC believed it was going in, which was not incompatible with our
direction, different, but they have different statutory mandates
than we do.

And so what I have said over and over again I said at the public
hearing is that our job is not to let the industry have only one
standard. There are multiple fiduciary rules that apply to every in-
dustry.

But we do have an absolute responsibility, and I take it very se-
riously, that we do not put plan sponsors or financial institutions
in the position where compliance with one set of rules will put
them out of compliance with another set of rules. So that is why
my pledge is they won’t be conflicting standards. I can’t promise
they will be the same standards ’cause we have got two different
statutory frameworks.

Mrs. BIGGERT. Okay. It just seems that, you know, the financial
services industry is really concerned about——

Ms. BoRrzZl. Yes, they are.

Mrs. BIGGERT [continuing]. About the consequences of this pro-
posal. Do you see any way to alleviate those concerns?

Ms. Borzi. Well, I am not sure what else except giving, I mean,
we pledge to continue working with the SEC and we have done the
same with CFDC. We are working with treasury and the IRS as
well, because all of them have responsibilities under Dodd-Frank.

And by working with them, I don’t mean just sending paper or,
you know. We have discussions with them. They tell us what they
are thinking about doing. We think about and talk about how what
one agency does will impact another, and we do promise that we
won’t, that the industry will not be subject to conflicting regula-
tions because we intend to fully continue that harmonization proc-
ess.

But I can’t guarantee that they won’t wind up with different
rules because the statutory frameworks are just too different sets
of rules.

We don’t have any intention of trying to put anybody out of busi-
ness. There is no interest on our part in doing anything but getting
rid of the potential conflicts of interest because we think this is all
about accountability, transparency, and eliminating conflicts of in-
terest.

And the SEC rules have a very different—a very different focus.

Mrs. BIGGERT. I have asked them, too. Thank you.

Ms. Borz1. You are welcome.

Mrs. BIGGERT. I yield back.

Chairman ROE. I will finish up this round of testimony with a
couple of things.

I think Dr. Holt had hit on some questions that I was going to
have is that, I guess, what I would start out by saying is, and I
am going to bring us back down to the real world because I have
dealt with this as being a, and I am, I was never quite sure wheth-
er I was a fiduciary or not trying to interpret these rules, to run
the pension plan in my own practice. We had about 300 people that
participated in our pension plan.

And trying to go through these rules, and I will just tell you
what will happen to us and what will happen to small IRA owners,
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right now we can afford to purchase financial advice who is a fidu-
ciary, they would be a fiduciary, I understand that.

I was never quite sure whether I was on our pension committee
or now, whether I was a fiduciary or not, and I am less sure when
I look at these rules that I have seen so far.

What we do is, and to put that in perspective of what we have
here in Congress. Here the best I can tell it is just a free-for-all.
You pick out whatever you think will work, which is not a good
idea.

Education is an extremely important part. We bring all of our
employees in. We sit down and we explain all their options to
them. And I think that is a good thing. And I think Dr. Holt
brought that up.

The question I have is what problem are you trying to fix. And
I understand this won’t fix Bernie Madoff.

Ms. Borzi. No.

Chairman ROE. A crook is a crook. So it is not going to fix that.
So by doing this it looks to me like it is going to be a little more
complicated and what problem out there that you have identified
with information? I am not talking about personal testimonials like
I got the best doctor in the world. That is a personal testimonial.
Maybe you do, maybe you don’t.

But real data. Are there data that you can put in this record
right here to say that this is a problem. Not an individual person
out there that—it is like if I give penicillin to somebody and one
person has a reaction, it doesn’t mean you quit using penicillin.

Ms. Borzi. No, and we wouldn’t act if we thought it was not an
important problem.

Chairman ROE. Well, where is the data?

Ms. BORZI. Let me focus on your question vis-a-vis small busi-
ness. Let me tell you what the problem is for small business.

Small business owners sacrifice a lot to have pension plans for
their employees.

Chairman RoOE. That would be me.

Ms. Borz1. That would be you. And I will be that you are not the
only small business owner in this room who provided a pension
plan for your employees.

But I also bet that you are not in the business, I know you are
not because we talked, you were not in the business of providing—
you weren’t an investment professional.

Chairman ROE. No.

Ms. BORzI. So you sought assistance from an expert and you, I
would assume, and correct me if I am wrong, you assumed when
you hired that expert that that expert was going to give you the
very best advice for you and for your employees. And I hope, and
I am sure that lots of those experts do do that.

But here is the problem. There is no guarantee that the person
who you hired is going to give you the best advisement for you and
your employees. I know you don’t want to talk about cases, but we
have numerous examples where the advice that was given was con-
flicted.

The person giving the advice got additional compensation, en-
hanced compensation, because he or she steered
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Chairman ROE. Let me interrupt you there. As long as that is
transparent, and I do well with that advice, I don’t have a problem
with that.

Ms. BORz1. But it is not transparent.

Chairman ROE. Well, we talked about this last year, this past
year on making that transparent. That is one of the things that we
did do. And I think one of the things that the investment advisors
that are out there is that they were like I was. They were trying
not to break the law and yet advise people and give them the best
investment advice that they could.

And let me ask one other question real quickly because my time
is about to expire.

Ms. Borzi. And then may I finish my example?

Chairman ROE. Yes, quickly, if you would.

Ms. BORzI. So here is the problem. Then the advice that the
small businessman has been given is inappropriate, imprudent,
and a loss occurs to the participants in the plan. In comes the De-
partment of Labor and we investigate. And we conclude, yes, there
is been a breach of fiduciary duty. But we cannot go after, under
the current regulation, the advisor who gave that employer the ad-
vice.

We have to go after the small employer who is the victim. He
paid for advice that was not appropriate. So that is the problem we
are trying to solve in the plan space.

Chairman ROE. If you have someone who is involved in a swap
transaction, will they be a fiduciary?

Ms. Borzl. Not under our regulation, and we have been working
closely with the CFTC to make sure that whatever they do in their
in their business conduct rules do not make them a fiduciary under
ERISA.

And in fact I sent a letter, which we can certainly provide from
the letter, to CFTC Chair, Gary Gensler, saying that we do not in-
tend that in these swap transactions they become a fiduciary solely
for compliance in the rule. And we have said we will clarify that
in our final regulation.

Chairman ROE. Okay. And one last, very quick question is some-
one who does an appraisal for an ESOP, Mr. Tierney was asking
this question, someone who does that, are they considered a fidu-
ciary? Because people that have differing accounts of what some-
thing is worth. Look at what bank examiners do to certify the ap-
praisers right now. That doesn’t mean that anything was done
wrong.

Ms. Borzi. Well, certainly with respect to the initial valuation of
the stock, how much is this stock worth, they would, yes, be fidu-
ciaries under this rule.

Chairman ROE. Okay. I have used up my time.

Mr. ANDREWS. Mr. Chairman?

Chairman ROE. Yes?

Mr. ANDREWS. If I may, because it is relevant to this section of
the hearing, I would ask you unanimous consent to submit for the
record a document from the committee for the fiduciary standard
which is selected articles on fiduciary duties applicable to personal-
ized investment advice.
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[The compilation of articles may be accessed at the following
Internet address:]

http:/ | thefiduciarystandard.org | images |
2010__August_The Fiduciary Reference_Law RIA_BD Issues_final_.pdf

Chairman ROE. Without objection, so ordered.

I would like to thank you, our witness for taking your time this
morning. Certainly it has been very helpful.

I will now ask the second panel to come forward and you are ex-
cused, and thank you for being here.

Ms. Borzl. Thank you, Mr. Chairman. I look forward to working
with you and talking to all of you and your staff.

Chairman ROE. Thank you.

Ms. Borzi. Thank you.

Chairman ROE. It is now my pleasure to introduce our second
panel of witnesses.

Mr. Donald Myers. Mr. Myers is a partner of Morgan, Lewis, &
Bockius, LLP where he focuses his practice on the fiduciary respon-
sibility provisions under ERISA.

Prior to entering private practice, Mr. Myers was counsel for
ERISA regulations and interpretations at the U.S. Department of
Labor. He has chaired various subcommittees of the American Bar
Association and has been an adjunct professor at Georgetown Uni-
versity Law Center.

Mr. Myers lectures and writes extensively on employee benefits
issues including seminal text on ERISA class exemptions. He
earned his LL.M. in taxation from Georgetown University Law
Center and his J.D. from Cornell Law School, and his B.A. from the
College of the City of New York.

Welcome.

Mr. Kent Mason. Mr. Mason is a partner of Davis & Harmon,
LLP where he works primarily with major employers, large plans
and national vendors of retirement plan services. He also serves as
a council to trade associations including the American Benefits
Council.

Prior to joining Davis & Harmon, Kent served as a legislation at-
torney for the joint committee on taxation as an attorney advisor
in the office of tax policy for the U.S. Department of Treasury.

Mr. Mason has a B.A. from Amherst College and received his
J.D. magna cum laude from the University of Pennsylvania. After
law school he served as a law clerk on the 11th Circuit.

Mr. Norman Stein. Before joining the faculty at Drexler Univer-
sity, Professor Stein was a Douglas Arant Professor of Law at the
University of Alabama. He is the co-author of a treatise on Quali-
fied Deferred Compensation Plans.

Professor Stein is a member of the GAOs expert panel on retire-
ment security. He also served on the Department of Labor advisory
council on Employee Welfare and Pension Benefits Plan and was
a delegate at the White House conference on retirement savings.

He is currently a member of the Board of Governors of the Amer-
ican College of Employee Benefits Council, a fellow of the National
Academy of Social Insurance, a member of the Board of Advisors
of BNA Pension and Benefit Reporter and a senior policy advisor
to the Pension Rights Center.
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Professor Stein received a J.D. from Duke University School of
Law.

Mr. Jeffrey Tarbell. Mr. Tarbell is the Director of the Houlihan
Lokey, San Francisco office. He is a member of the firm’s Financial
Opinions and Advisory Services Practice.

He has 20 years of experience providing transaction related fi-
nancial opinions and advisory services to private and publicly trad-
ed companies.

Mr. Tarbell speaks frequently on securities of valuation, capital
markets, and other financial issues. He has served as reviewer, edi-
tor, contributing author, or technical advisor for several valuation
text books and publications.

Among other professional accreditations and affiliations, Mr. Tar-
bell is an Accredited Senior Appraiser of the American Society of
Appraisers and an elected member of its Business Valuation Com-
mittee.

He is a member of the National Center of Employee Ownership
and the Valuation Advisory Committee of ESOP Association.

Mr. Tarbell earned a BS from the University of Oregon, an MBA
from the University of Chicago Booth School of Business. And wel-
come.

Kenneth Bentsen. Mr. Bentsen is the Executive Vice President
for Public Policy and Advocacy at the Securities Industry and Fi-
nancial Markets Association.

From 1995 to 2003 Mr. Bentsen served as a member of the
United States House of Representatives from Texas where he sat
on the House Financial Services Committee and on the Budget
Committee.

He has extensive private sector investment banking experience.
Mr. Bentsen has a B.A. form the University of St. Thomas and
MPA from American University.

And I can say, as an obstetrician, all these lawyers make me a
little nervous. [Laughter.]

Before I recognize you for your testimony, let me explain the
lighting system as we did previously. The red light, excuse me, the
green light goes on for 4 minutes, amber light for one, and then,
please, we won’t interrupt you, but if you would wind up your com-
ments at the end of that time I would appreciate that.

And now, I will recognize Mr. Myers for your opening statement.

STATEMENT OF DONALD MYERS, PARTNER,
MORGAN, LEWIS & BOCKIUS, LLP

Mr. MYERS. Thank you. Chairman Roe, Ranking Member An-
drews, other members of the subcommittee, thank you for the op-
portunity to speak today.

I have provided a written statement, and I will just summarize
the high points of that statement. I will briefly provide some back-
ground on the proposal and then talk about some of the process
issues involved at the Department of Labor.

The centerpiece as we heard today of the ERISA fiduciary rules
is the fiduciary. ERISA defines the fiduciary using a functional test
to the extent a person provides investment advice for a fee. To that
extent, the person is a fiduciary.
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Fiduciaries are subject to ERISAs general fiduciary standards as
well as its prohibited transaction rules. The latter prohibits a wide
variety of transactions, many of which occur in the ordinary course
of business.

There are serious consequences for violating these rules. Where
the transaction is prohibited, the fiduciary who caused the trans-
action has potential liability and the disqualified person involved
in the transaction, which could be the fiduciary, would be liable for
an excise tax of 15 percent of the amount involved in the trans-
action until the transaction were corrected. There are additional
taxes and civil penalties that could be imposed.

One of the major problems raised by the proposed redefinition of
the term fiduciary is DOLs broad interpretation of these rules. Ac-
cording to DOL, if a person is a fiduciary by giving investment ad-
vice and receives compensation that can vary according to the ad-
vice, then the fiduciary would automatically violate ERISA even if
the transaction is in the interest of the plan that would otherwise
be prudent.

To lessen the potential impact of the prohibited transaction rules,
DOL has granted individual and class exemptions. The latter are
available to anyone who can meet the conditions of the exemption.
DOL has granted 59 class exemptions and several hundred indi-
vidual exemptions.

The class exemptions have created a regulatory-like framework
that along with the statutory exemptions govern a significant por-
tion of plan activities.

The proposed regulation would apply to both IRAs and ERISA
plans, although they are fundamentally different. Both Congress in
enacting ERISA and DOL in issuing exemptions and regulations
have acknowledged those differences.

The proposal would make significant changes to the regulatory
guidance that was adopted in 1975 and on which the financial serv-
ices industry and others have come to rely. If adopted as proposed,
the regulation would require fundamental changes in the way busi-
ness is conducted.

The impact of specific provisions will be addressed by other wit-
nesses. I will now focus the remainder of my comments on the reg-
ulatory process.

Many of the issues raised by the financial services industry stem
from the concern that currently accepted and longstanding prac-
tices may suddenly become prohibited.

The DOL staff has responded that these issues can be addressed
to the exemption process. I see two problems with the exemptions
approach.

First, existing class exemptions would not provide necessary re-
lief without a number of modifications or clarifications. DOL could
modify or clarify existing class exemptions or propose a new exemp-
tion. So this by itself would not be an insurmountable barrier.

The second problem is that modifying a class exemption or grant-
ing a new exemption can be a long, complicated process. It is cru-
cial to coordinate the exemptions with the final regulation.

We expect, based on the large number of comments submitted
and the issues discussed at this hearing today, that there will be
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a number of changes to the proposal. That alone should be a reason
for DOL to re-propose its regulation.

There is also a need for the public to comment on whether any
new or modified exemption effectively addresses the prohibited
transaction issues. The affected public will have to determine
whether the conditions of the exemptions are feasible or, on the
other hand, too complicated or unworkable.

This cannot be done unless the exemptions are proposed in con-
junction with re-proposal of the regulation so that the two can be
considered together and modified as necessary.

For these reasons, it is my view that only by re-proposing the
regulation at the same time as it proposes exemptive relief will
DOL give the public sufficient opportunity to review and comment
on all aspects of this new regulatory scheme.

I would be happy to answer any questions.

[The statement of Mr. Myers follows:]

Prepared Statement of Donald J. Myers, Partner,
Morgan, Lewis & Bockius LLP

Chairman Roe, Ranking Member Andrews and other members of the Sub-
committee, I want to thank you for giving me the opportunity to testify today.

My name is Donald Myers. I am a partner in the law firm of Morgan, Lewis &
Bockius LLP in Washington DC. My practice focuses on the fiduciary responsibility
rules of the Employee Retirement Income Security Act of 1974 (“ERISA”), primarily
relating to investment matters. I assist pension plans and financial institutions in
structuring investments for plans, and represent clients before government agencies,
including the Department of Labor (the “DOL”), on ERISA-related issues.

Before entering private practice in 1984, I was Counsel for ERISA Regulation and
Interpretation at the DOL. Previously, I was Assistant Chief of the Office of Disclo-
sure Policy and Proceedings at the Securities and Exchange Commission. I have
chaired various subcommittees of the American Bar Association dealing with em-
ployee benefit plans and ERISA fiduciary responsibility matters, and have been an
Adjunct Professor at Georgetown University Law Center. In addition, I am a Char-
ter Fellow of the American College of Employee Benefits Counsel. I have lectured
and written extensively on employee benefits issues, with my publications including
the book ERISA Class Exemptions, and chapters on class exemptions and trustee
responsibility in the treatise ERISA Fiduciary Law.

My testimony today will provide some background on the ERISA fiduciary rules
and then focus on the DOL’s regulatory and exemptions process in the ERISA area,
based on my experience at the DOL and in private practice. I am speaking here
today on my own behalf.

ERISA Fiduciary Rules, Prohibited Transaction Provisions and Exemptions

The centerpiece of the ERISA framework for the administration and management
of employee benefit plans is the role of the fiduciary. ERISA defines who is a fidu-
ciary using a functional test, including the activities of discretionary management
over plan assets and, as relevant to today’s hearing, rendering “investment advice”
for a fee or other compensation regarding plan assets.

A person who is an ERISA fiduciary is subject to the ERISA fiduciary responsi-
bility rules, which can be divided into two categories—the general fiduciary respon-
sibility rules, and the prohibited transaction rules.

The general fiduciary responsibility rules impose standards of fiduciary conduct.
They require a fiduciary to act prudently and solely in the interest of the plan par-
ticipants and beneficiaries, to diversify plan investments unless clearly prudent not
to do so, and to follow the plan documents and instruments so long as they are con-
sistent with ERISA.

The prohibited transaction rules consist of two parts. The first part prohibits
transactions between a plan and parties with certain relationships to the plan, so-
called “parties in interest” or “disqualified persons”; these include non-fiduciary
service providers. The second part prohibits plan fiduciaries from engaging in self-
dealing and conflicts of interest.

There are two sets of consequences to a breach of fiduciary duty. First, the
breaching fiduciary can be personally liable to the plan for any loss suffered by the
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plan in the transaction that was a breach, or any gain received by the fiduciary as
a result of the transaction. Second, where the transaction is prohibited, the disquali-
fied person engaging in the transaction with the plan (which person may or may
not be the fiduciary) is liable to the government for an excise tax of 15% of the
amount involved in the transaction for each year until the transaction is corrected;
if the transaction is not corrected, a 100% excise tax may be imposed. The DOL also
may impose civil penalties of 20% of the amount it recovers from a breaching fidu-
ciary in an enforcement action. These are serious consequences.

In my experience, financial services firms seek to avoid these potential liabilities
and penalties by implementing policies and procedures intended to comply with
DOL regulations and interpretations of the ERISA fiduciary rules.!

This 1s in large part because the DOL has interpreted the prohibition on fiduciary
self-dealing in an expansive way. According to the DOL, a fiduciary violates this
prohibition wherever it has the authority to affect the amount of compensation it
receives from the plan, or in connection with a transaction involving plan assets.
Under this view, if a person becomes a fiduciary by giving investment advice for a
fee for a transaction involving plan assets, and receives variable compensation as
a result, the person has violated ERISA, even if the transaction is in the interests
of the plan and is otherwise prudent.

To lessen the potentially broad scope of the prohibited transaction rules, ERISA
contains a series of exemptions from those rules, and authorizes the DOL to estab-
lish a procedure for granting exemptions. The DOL may grant an individual exemp-
tion to a particular party, or a “class” exemption that is available to anyone in a
defined class that is able to comply with its conditions. To grant an exemption, the
DOL must first find that the exemption is (1) administratively feasible, (2) in the
interests of the plan and its participants and beneficiaries, and (3) protective of the
rights of plan participants and beneficiaries. Exemptions are published for comment
in the Federal Register, and, if the exemption provides relief from the prohibited
transaction provisions on fiduciary self-dealing and conflicts of interest, there must
be an opportunity for a hearing. Using this authority, the DOL has granted 59 class
exemptions, several hundred individual exemptions, and additional exemptive relief
through an expedited exemption procedure. The class exemptions have given rise to
a regulatory framework that, along with the statutory exemptions, governs a signifi-
cant portion of plan activities.

1975 Fiduciary Regulation and Class Exemptions

The ERISA fiduciary rules came into effect on January 1, 1975. According to the
ERISA conference report, the conferees were concerned that the application of
ERISA’s fiduciary standard could be disruptive to the established business practices
of financial institutions.

In 1975, the DOL both granted an exemption, Prohibited Transaction Exemption
(“PTE”) 75-1, covering securities brokerage transactions and related services, and
issued a regulation defining the scope of the “investment advice” prong of the fidu-
ciary regulation. PTE 75-1 established the conditions under which broker-dealers
could continue to provide multiple services to plan clients without running afoul of
the prohibited transaction rules. The regulation created a five-part test for deter-
mining when a “person” becomes a fiduciary to a plan by reason of providing “in-
vestment advice.”

For almost 36 years, this five-part test has provided certainty and clarity as to
whether a person had entered into a relationship that would subject that person to
the ERISA fiduciary rules. It forms the basis upon which financial services firms
historically have based their compliance procedures, structured their financial prod-
ucts and services, implemented their fee and compensation arrangements, estab-
lished their business relationships and distribution channels, and generally
interacted with their plan clients. The five-part test has now been in place for near-
ly four decades without any objection from Congress that it was contrary to legisla-
tive intent.

Rules for Individual Retirement Accounts of IRAs

There are currently more than 40 million IRAs. Most IRAs are not subject to
ERISA or ERISA’s standard of care. However, they are covered by the Internal Rev-
enue Code’s (the “Code’s”) prohibited transaction provisions, which are substantially

1Tt should be noted that, with limited exceptions, individual retirement accounts (“IRAs”) are
not subject to ERISA, but are subject to the prohibited transaction rules through parallel provi-
sions in the Internal Revenue Code. While fiduciaries of IRAs thus would not be subject to liabil-
ity for a fiduciary breach under ERISA, disqualified persons (such as fiduciaries) of IRAs could
still be subject to an excise tax under the Internal Revenue Code for engaging in prohibited
transactions.



51

parallel to those of ERISA. While responsibility for interpreting the Code’s prohib-
ited transaction provisions has been transferred to the DOL, the Internal Revenue
Service (the “IRS”) retains full enforcement authority over these Code provisions.
Thus, DOL has no enforcement jurisdiction over the vast majority of IRAs.

As individual accounts, IRAs are fundamentally different from ERISA plans.
These accounts are generally small and are overseen by the IRA beneficiary, who
has the ability to choose an IRA’s service providers and can generally move the ac-
count at will. Congress recognized these differences when it applied a comprehen-
sive fiduciary standard of care to ERISA plans and only applied the prohibited
transaction rules to IRAs. On a number of occasions, the DOL also recognized these
differences, applying different conditions when crafting certain of its prohibited
transaction exemptions and regulations. For example, PTE 86-128 (and its precursor
PTE 79-1), a class exemption for securities brokerage, and the Interim Final regula-
tion under ERISA section 408(b)(2), which contains disclosure requirements, do not
apply certain of their conditions to IRAs.

Proposed Fiduciary Regulation

The proposed regulation that is the subject of this hearing would make significant
changes to the regulatory guidance that was adopted in 1975, and upon which the
financial services industry has come to rely. I am not going to speak on the pros
and cons of specific features of the proposal—those issues have been addressed in
several hundred comment letters, and will be discussed further by the other wit-
nesses on this panel. Instead, I am going to focus on the regulatory process.

There is much concern in the financial services industry about potential ramifica-
tions if the proposal is adopted in its current form. Many (if not most) of the issues
being raised by the financial services industry stem from concern that currently ac-
cepted and long-standing business practices may, under the new regime, suddenly
become prohibited transactions. The DOL staff has responded that these issues can
be addressed through the exemptions process. In view of prior DOL practices, this
is a logical response where new-found fiduciary status raises concerns about viola-
tions of the ERISA prohibited transaction rules.

What could facilitate this process is that there are already several class exemp-
tions that could cover some of the transactions that would be affected by the new
DOL rule. The three that come to mind are: (1) PTE 86-128, for a fiduciary to cause
a plan to execute securities transactions for a fee through itself or an affiliate (i.e.,
agency brokerage); (2) PTE 84-24, for a fiduciary to cause a plan to pay the fiduciary
or an affiliate a commission as an insurance agent or broker in connection with the
purchase of an insurance or annuity contract (i.e., insurance brokerage) or as a mu-
tual fund principal underwriter; and (3) PTE 75-1, Part II, for transactions in third-
party mutual fund shares.

The question is whether the approach of dealing with the anticipated impacts of
the new rules through the exemptions process would be effective here. I see two
problems with the exemptions approach.

The first problem is that the existing class exemptions would not, without modi-
fication or clarification, provide exemptive relief for all transactions that would be
affected by the proposal. The DOL could work to modify and/or clarify the existing
exemptions, or propose a new class exemption more specifically focused on the busi-
ness practices that would be affected. So this, standing alone, would not necessarily
be a barrier.

However, this leads to the second problem, which is that modifying a class exemp-
tion, or granting a new class exemption, can be a long, complicated process. On av-
erage, the process usually takes at least a year, and frequently longer. For more
complicated transactions and arrangements, as could be involved here, more time
may be needed to sort through the necessary relief and to develop conditions that
are workable for the plan fiduciaries and service providers. Yet more time would be
necessary if a hearing were requested, which could be the case for a major exemp-
tion that affects a large portion of the financial services industry. The point is that
modifying existing exemptions takes time, and developing a new exemption would
take even more time—the process must allow for that.

The timing issue is important when considering how to coordinate the exemptions
with the finalization of the regulation. It is likely, based on the 201 comments that
were filed with the DOL on the original proposal, the testimony at the DOL hearing
in March and the 65 additional comments submitted after the hearing, that there
will be a number of significant changes to the proposal. That alone should be a rea-
son for the DOL to re-propose its regulation, in order to give affected firms an op-
portunity to review the new provisions and comment on how they are dealing with
the issues that were raised on the original proposal. Another reason is that the pro-
posal did not mention IRAs, except for a brief reference in the opening summary,
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and provided no economic analysis of the impact on IRAs (the focus of the economic
analysis was entirely on ERISA plans). There should be an analysis of the effect
on IRAs, including whether there is any benefit to additional regulation of IRAs
under the Code’s prohibited transaction rules in light of the current regulatory re-
gimes that govern the IRA market, and an opportunity to comment on that analysis.

There also is a need for affected parties to comment on whether any new or modi-
fied exemption proposed by the DOL effectively addresses the prohibited transaction
issues created by the new rules. The parties will have to determine whether it is
feasible for them to operate under the conditions of the exemptions—if the condi-
tions are too complicated or unworkable, the exemptions will not be of any help.
This cannot be done unless the exemptions are proposed in conjunction with re-pro-
posal of the fiduciary definition regulation, so that the two can be considered to-
gether and modified as necessary based upon the comments.

For these reasons, it is my view that if the DOL elects to rely on exemptions to
deal with the effects of an expanded fiduciary definition, it should re-propose the
changes to the fiduciary definition in coordination with its proposal of exemptive re-
lief. This would give affected parties sufficient opportunity to review and comment
upon all aspects of this new regulatory structure.

Again, thank you for giving me the opportunity to testify, and I would be happy
to answer any questions that you may have.

Chairman ROE. Thank you.
Mr. Mason.

STATEMENT OF KENT MASON, PARTNER,
DAVIS & HARMAN, LLP

Mr. MASON. Thank you.

My name is Kent Mason. I am with the law firm of Davis & Har-
mon, and I have to admit that having worked in the benefits area
for almost 30 years, hard since I am, you know, just 35. [Laughter.]

I want to thank you, Mr. Chairman, Ranking Member Andrews
for holding this hearing and for inviting me to testify.

I want to focus today on five issues. First, I want to focus on
really on something that hasn’t been talked about which is the
common ground between the industry and the department.

Second, I would like to talk about the process, third, I would like
to talk about the issue of conflicted advice, fourth, I would like to
talk about swaps which have been briefly mentioned, and fifth, I
would like to talk about the effect on small business.

Okay. First, although there has been a tremendous amount of
concern articulated with respect to these proposed regulations, I
think that there is actually a significant amount of common ground
between the department and the industry.

For example, I think the basic notion that we should be revis-
iting and—and reviewing a regulation that is 36 years old and was
written at a time that was vastly different, I don’t think that is
something that I think the industry as I talk to them have any con-
cern about.

In addition, I think a number of the principles that the depart-
ment has articulated, you know, make solid sense. For example,
the department has said that advisors should be legally required
to stand behind their advice. That makes sense.

Another thing the department has said is that if an advisor tells
a customer that they are a fiduciary they shouldn’t be able to dis-
claim that status later on. Again, that makes sense. These are just
examples.

Second, I want to turn to process. Briefly, this regulation needs
to be re-proposed. The department did not do an economic study of
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IRAs. This department in its preamble repeatedly indicated that
they were not sure what the economic effect of the regulation
would be.

These economic studies need to be completed and they need to
be available for public comment. It would not be appropriate for
these economic studies to show up for the first time in a final regu-
lation with no opportunity for public comment.

In addition, the concern that has been noted here today with re-
spect to this regulation is widespread and bipartisan. Republicans
and Democrats have written, far more Democrats than Repub-
licans, employer groups, the Consumer Federation of America, all
have expressed the same concern that this regulation has the po-
tential to greatly reduce the availability of investment services and
thus retirement savings.

So the question really isn’t whether to re-propose. The question
is why would anyone not want to re-propose? The important part
is we need to get this right.

Third, and I want to briefly talk on this, some have suggested
that the industry position is in favor of what is called conflicted ad-
vice. On the contrary, the industry position supports the fiduciary
principles articulated in Dodd-Frank, and I don’t think there are
many in Congress who believe that Dodd-Frank stands for the
principle of conflicted advice.

Fourth, swaps. There is a direct conflict between the proposed fi-
duciary regulations and the proposed business conduct standards
coming out of the CFTC. That conflict would prohibit plans from
using swaps which could cost plans, large plans, somewhere in the
neighborhood of 100 million to a billion dollars annually.

The department has written a letter to the CFTC, as Phyllis
mentioned, saying there isn’t a conflict. The ask in this regard is
very simple and that is what the department said in its letter
needs to be reflected in binding legal guidance issued on or before
the final business conduct standards are issued.

The last thing, I want to talk about small business. Today broker
dealers and other financial institutions provide critical help to
small businesses in putting together their retirement plans. Under
these regulations, that help would be illegal.

In addition, under these regulations investment education, un-
less this is clarified, investment education would dry up and that
is critical to small businesses.

Lastly, the small business owners would face much higher costs
and potential liabilities in forming a plan. All of this will sort of
greatly decrease plan formation along small businesses and exacer-
bate our coverage challenges.

Thank you, and I would be happy to take any questions.

[The statement of Mr. Mason follows:]

Prepared Statement of Kent A. Mason, Davis & Harman LLP

My name is Kent Mason. I am a partner in the law firm of Davis & Harman LLP
and I have worked in the retirement plan area for almost 30 years. I am currently
working with plan sponsors, plan sponsor trade associations, and a wide array of
financial institutions on the concerns that have been raised with respect to the De-
partment of Labor’s proposed regulation modifying the definition of a fiduciary.

I want to thank you, Mr. Chairman and Ranking Member Andrews, for holding
this hearing and for inviting me to testify. It is important that the critical issues
raised by the proposed regulation be addressed in a robust public dialogue.
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I am speaking today on my own behalf based on extensive discussions with plan
sponsors, plan sponsor trade associations, and numerous financial institutions. I
have been asked to focus my comments today primarily on the challenges that the
proposed regulation creates for plan sponsors. That is an area that has received less
attention, and I am very happy to address it.

But first I will discuss three fundamental questions: (1) should the definition of
a fiduciary be reviewed, (2) if so, what process should be used to review that defini-
tion, and (3) if the proposed regulation is revised to address industry concerns,
would harmful conflicted advice be permitted?

Should the Fiduciary Definition Be Reviewed?

The threshold question is whether the definition of a fiduciary should be reviewed
and updated. The community that I work with understands the desire to update a
regulation that was drafted 36 years ago when the retirement savings world was
vastly different.

In addition, the community I work with agrees with certain basic objectives that
the Department has set out to achieve. For example:

e Those who provide advice regarding investments should be required to stand
behind their advice legally. I believe that that is generally the case already, but to
the extent it is not, that should be made clear.

e A service provider who represents himself or herself to be a fiduciary should
not be permitted to later contest that status if an investor makes a claim against
the advisor. When a service provider purports to be a fiduciary acting exclusively
for the benefit of a plan, participant or IRA owner, the service provider should not
be able to retroactively disclaim that status.

e The law regarding fiduciary status needs to be clear so that all parties fully un-
derstand the nature of their relationship.

e It is critical to draw a distinction between selling and advising, so that the fidu-
ciary rules do not preclude normal selling activities.

In short, I believe that there is a vast amount of middle ground where the Depart-
ment and the industry can come together.

The Process

Background. The definition of a “fiduciary” is a critical component of the protec-
tions provided by ERISA. The definition can also trigger enormous responsibility
and potential liabilities. In this context, it is essential that the issue be addressed
deliberately through a full public policy dialogue.

The Department has in recent years approached numerous topics in a very delib-
erate, inclusive manner by issuing a “Request for Information” (“RFI”) prior to
issuing a proposed regulation. This was not done here. That put the Department
at an informational disadvantage as it set out to draft the proposed regulation.

This information disadvantage naturally was reflected in the proposed regulation:

e The Department did not perform any cost analysis with respect to the effect of
the proposed regulation on IRAs.

e In the preamble to the proposed regulation, the Department repeatedly stated
that it did not know the effect of the proposed regulation on the market.

e “The Department’s estimates of the effects of this proposed rule are subject to
uncertainty * * * It is possible that this rule could have a large market impact.”

e “For example, the Department is uncertain regarding whether, and to what ex-
tent, service provider costs would increase * * * The Department is also uncertain
whether the service provider market will shrink because some service providers
would view the increased costs and liability exposure associated with ERISA fidu-
lc{iary status as outweighing the benefit of continuing to service the ERISA plan mar-

et.”

e “The Department * * * tentatively concludes that the proposed regulation’s
benefits would outweigh its costs.” (emphasis added)

e “The Department is unable to estimate the number of small service providers
that would be affected by the proposal.”

e “The Department also is unable to estimate the increased business costs small
entities would incur if they were determined to be fiduciaries under the proposal.”

e “It is possible that some small service providers may find that the increased
costs associated with ERISA fiduciary status outweigh the benefit of continuing to
service the ERISA plan market; however, the Department does not have sufficient
information to determine the extent to which this will occur.”

o The proposed regulation has raised grave concerns across the political spectrum,
among Democrats and Republicans, among employer groups and the Consumer Fed-
eration of America. The concern is that the proposed regulation would have very ad-
verse unintended consequences and result in a dramatic decrease in both the avail-
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ability of critical investment information for low and middle-income employees and
the efficient delivery of workforce retirement plans.

e The existence of these unintended consequences run contrary to the Depart-
ment’s stated goal of ensuring that individuals have access to reliable advice, and
result from the Department’s information disadvantage; without the RFI process,
the Department had to write the regulation in a data vacuum.

e A study in the IRA area stated that if the proposed regulation is finalized in
its current form:

e Approximately 360,000 fewer IRAs would be established every year.

e Solely within the study example, over seven million IRAs would lose access to
an investment professional. Since the study sample included 40% of the IRA mar-
ket, this could mean that nationally approximately 18 million IRAs could lose such
access.

e Within the study sample, it was established that there could be a $96 billion
reduction in IRA assets through 2030; if that number is extrapolated to the national
market, the loss would be approximately $240 billion.

q ob(ljosts for those who retain access to an investment professional would roughly
ouble.

e The Department has informally stated on many occasions that in order to make
the proposed regulation workable and avoid depriving investors of investment infor-
mation, the class exemption rules needs to be modified. To date, no modifications
have been proposed.

e The Department’s regulations would force the restructuring of plan systems
that have developed over 36 years based on the current definition of a fiduciary. To
avoid widespread disruption, it is critical that any changes to this fundamental rule
be done very carefully based on a full public policy dialogue. Without such a careful
review, we are risking an enormous reduction in investment information and retire-
ment savings. We could also trigger a very significant wave of job losses throughout
the industry, including, for example, registered representatives who are not licensed
to provide advice.

Recommended process. The point here is that the proposed regulation could well
have vast and very serious unintended consequences. In that context, the next steps
seem clear.

10 ’I(‘lhe economic studies of the effect of the proposed regulation need to be com-
pleted.

e Those studies need to be the subject of public comment. It would be strikingly
inappropriate not to give the public an opportunity to review the economic basis for
the regulation.

e At the same time that the economic study is made available for public comment,
the regulation itself should be reproposed. In the light of the concerns that have
been raised on a bipartisan basis and the importance of the topic, there would not
appear to be any reason not to repropose. Why not get this right through a robust
public dialogue?

e At the same time as the regulation is reproposed, all associated new class ex-
emptions needed to make the regulation work need to be proposed. The regulation
and these new class exemptions have to work together. To finalize the regulation
and then work on the class exemptions does not make sense. Moreover, if the regu-
lation is finalized first, financial institutions will need to immediately begin work
on restructuring their businesses to reduce services; they cannot wait based on the
possibility that helpful class exemptions may someday be adopted.

If the proposed regulation is revised to address concerns, would harmful conflicted
advice be permitted?

The regulation can easily be modified to address concerns without permitting
harmful conflicted advice.

First, many of the concerns regarding the proposed regulation relate to the fact
that almost any casual discussion regarding investments becomes fiduciary advice.
For example, if an employee in a company’s human resources department is asked
whether a participant’s investment choices resemble other employees’ choices, any
casual response—such as “I am not an expert, but they seem similar”—would be fi-
duciary advice. This result is clearly erroneous and should be corrected, and cor-
recting this type of problem cannot be said to permit conflicted advice.

Second, the Department itself recognizes that there is a sharp difference between
advising and selling, and that the elements of a sale may occur over a period of
time, and are not just a moment in time event. If an entity (1) is selling products
or services, (2) can benefit from which product or services is chosen, and (3) makes
full disclosure regarding that potential benefit, such actions are selling, not advice.
Clarification of that point through a reproposal process would be extremely helpful,
without raising any possibility of conflicted advice.
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Third, we can all benefit from the deep consideration given to the fiduciary issue
by Congress in the context of the Dodd-Frank Act. In Dodd-Frank, Congress deter-
mined that the receipt of variable compensation based on the investment advice
given is consistent with a fiduciary duty and does not give rise to a harmful conflict
of interest, provided that the variable compensation is fully disclosed. The industry
is supportive of the principles underlying the Dodd-Frank provision and would be
pleased to see those principles applied to the proposed regulation.

In short, I believe that the modifications needed to the regulation will not give
rise to harmful conflicts of interest.

Plan Sponsor Concerns

Swaps

Plan sponsors use swaps to manage the funding risks inherent in defined benefit
plans. Without risk mitigation strategies, fluctuations in interest rates can cause
pension liabilities to fluctuate wildly, leading to extremely volatile funding obliga-
tions. A company’s funding obligations can easily move by hundreds of millions of
dollars—or even billions of dollars—by reason of interest rate movements. This can
jeopardize the company’s stability as well as undermine the security of the partici-
pants’ benefits.

There are three ways to address this volatility. First, a company can reserve enor-
mous amounts of cash in order to be prepared for the volatility. In today’s economic
climate, that would result in massive layoffs and stalled economic recovery. Second,
a company can use swaps, which were designed for exactly this purpose. Third, a
company can use bonds to hedge the risk; bonds are far less effective and more ex-
pensive than swaps. The bond approach could, for example, cost large companies
from $100 million to $1 billion or more annually, when compared to swaps.

Unfortunately, the plans’ ability to use swaps is threatened by the Department’s
fiduciary definition. There is a direct conflict between the Department’s proposed fi-
duciary definition and the proposed business conduct standards issued by the Com-
modity Futures Trading Commission (“CFTC”) pursuant to the Dodd-Frank Act.
Briefly, the proposed business conduct standards require swaps dealers and major
swap participants (“MSPs”) to take three actions that would, under the Depart-
ment’s proposed fiduciary regulation, convert swap dealers and MSPs into ERISA
fiduciaries with respect to plan counterparties: (1) the provision of information re-
garding the risks of the swap, (2) swap valuation, such as providing mandated daily
marks, and (3) a review of the ability of the plan’s advisor to advise the plan with
respect to the swap. Even under the Department’s current investment advice regula-
tions, we believe that the third action could convert swap dealers and MSPs into
ERISA fiduciaries. If the swap dealer is a plan fiduciary, a swap with the plan
would be a prohibited transaction and thus illegal. In such a case, all ERISA fidu-
ciaries participating in the transaction could have liability, and the dealer or MSP
could be subject to an excise tax equal to 15% per year of the amount involved in
the transaction. The penalties are so severe that absent regulatory clarity, no one
would risk them.

The Department has written a letter to the CFTC that takes the position that the
business conduct standards would not convert swap dealers and MSPs into fidu-
ciaries under the proposed regulation, because of the “seller’s exception” (also re-
ferred to as the counterparty exception) in the proposed Department regulation.
Further, the Department confirms that the treatment of swaps dealers and MSPs
as fiduciaries was not intended.

The letter’s statement of the Department’s intent is helpful, as is the letter’s anal-
ysis of the regulation. Unfortunately, the letter is (1) non-binding, (2) only an infor-
mal analysis of two proposed regulations, and (3) in the view of the private sector
lawyers I have talked to, inconsistent with the regulatory language. Accordingly, the
Department’s letter cannot be relied on by attorneys in analyzing the law or giving
opinions with respect to this issue. Based on extensive discussions with the swap
industry, ERISA plans, investment advisers, and swap dealers would generally be
unable to obtain opinions from internal or external counsel that a swap dealer’s
compliance with the CFTC’s business conduct standards would not expose such
dealers and the plan fiduciaries to the risk of a prohibited transaction under ERISA.
As noted above, because of the severe penalties involved, unless the regulation is
modified so that this issue is clear, most swaps with plans will likely cease. Major
plans will not take a chance that they are entering into prohibited transactions in
the face of a regulation that is unclear at best and adverse at worst. Plans, their
fiduciaries, and their counterparties are meticulous in their efforts to comply with
the Department’s prohibited transaction rules. They would likely conclude that it
would be inadvisable, from both an ERISA and business perspective, to rely on a
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non-binding letter in the face of a regulation that is, as noted, at best unclear and
at worst adverse.

Groups have met with the Department and have suggested that the DOL issue
binding guidance that simply makes it clear that the two regulations are not in con-
flict. Briefly, the guidance would state that no action required by reason of the busi-
ness conduct standards will make a swap dealer or major swap participant a fidu-
ciary. The Department has, however, expressed reluctance to do this. That has set
off alarm bells throughout the swap industry. If the Department is not comfortable
stating that there is not an irreconcilable conflict between the regulations, it is hard
to imagine that the private sector can get comfortable with entering into swaps in-
volving ERISA plans.

Very specifically, here is the language that was recommended be inserted in the
preamble to the CFTC’s final business conduct standards. This language can only
be inserted with the Department’s approval.

The Department of Labor has informed the Commission that, in the case of a
swap with a plan subject to the Employee Retirement Income Security Act of 1974
(“ERISA”), no action of a swap dealer or major swap participant that is required
by reason of these business conduct regulations will make such swap dealer or
major swap participant a fiduciary under ERISA with respect to such plan, either
under current law or under the final version of the Department of Labor’s proposed
regulations with respect to the definition of a fiduciary. The Department of Labor
has further informed the Commission that the Department will, within 180 days of
publication of the Commission’s final business conduct regulations, state in regula-
tions, rules, or similar guidance, effective as of the effective date of the Commis-
sion’s final business conduct regulations, that no action of a swap dealer or major
swap participant that is required by reason of these business conduct regulations
will make such swap dealer or major swap participant a fiduciary under ERISA
with respect to such plan.

If the business conduct standards are finalized without this or similar language,
swaps with plans will generally cease. Such language is essential.

In short, in order to avoid the very negative consequences to pension plans of
being unable to use swaps, on or before the finalization of the business conduct
standards there needs to be legal clarity on the fundamental point that no action
required by reason of the business conduct standards will make a swap dealer or
an MSP a fiduciary under current law or under the final version of the DOL’s pro-
posed regulations.

Effects on Small Businesses

As discussed more fully below, the effects of the proposed regulation would be
very adverse with respect to the retirement security of employees of small busi-
nesses:

e Neither broker/dealers nor other financial institutions would be able to assist
small businesses with respect to critical elements of plan maintenance. If such enti-
ties cannot help small businesses in this regard, plan formation would fall sharply.

e Investment education, which can give employees the knowledge needed for them
to be comfortable participating in a plan, would largely dry up.

e Small business owners who consider starting a plan would face massive in-
creases in potential liability and uncertainty and in the cost of services, which
would make them far less likely to adopt a plan.

Plan maintenance/investment options. It is very well known that retirement plan
coverage among small businesses is far lower than among all other organizations.
The reasons are straightforward: cost, burdens, liability, and complexity. In this con-
text, please consider the following scenario.

A financial institution approaches the owner of a 12-employee hardware store
about setting up a 401(k) plan. The owner is willing to consider adopting a plan as
long as the plan’s formation is simple and inexpensive and does not create any ma-
terial liability for him.

The financial institution discusses the plan terms and structure. Then, the subject
of investment options is raised: when the plan is established, the owner will have
to choose investment options to be made available to plan participants. The finan-
cial institution has, for example, 500 investment options, which the hardware store
owner will need to narrow down to, for example, approximately 20 or 25, so as not
to overwhelm the employees. Today, the financial institution could, for example, pro-
vide the owner with model portfolios chosen by similar employers and could explain
the differences among the portfolios so that the owner can make an informed choice.

For a plan maintained by a small business owner, in particular, the investments
will predominantly be mutual funds. The funds pay the financial institution various
forms of “revenue sharing.” The amount of revenue sharing will vary from fund to
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fund and is generally paid whether or not the fund is held in a retirement account.
It is this system of revenue sharing that has made mutual funds an affordable in-
vestment form.

Under the proposed regulation, helping the owner choose the plan’s investment
options would make the financial institution a fiduciary. This would mean that such
help would be a prohibited transaction if, as is the norm, some options benefit the
financial institution more than others by reason of different levels of revenue shar-
ing and/or the existence of both proprietary and non-proprietary funds. The help
would be a prohibited transaction regardless of how small any additional benefit
may be and regardless of the soundness of the help provided by the financial institu-
tion.

So the financial institution would have to tell the owner that he has two choices.
First, the owner could review thousands of pages of information provided by the fi-
nancial institution regarding the 500 investment options and make his own choice,
subject to fiduciary liability. Or second, the owner could try to find a qualified third
party to help make the selections, pay that third party for that service, and continue
to pay the third party indefinitely to monitor the investment options.

This scenario would play out across the country if the Department’s proposed reg-
ulation is adopted. The effect on small business retirement plan coverage would be
very adverse.

Plan maintenance/brokers and dealers. Brokers and dealers play a major role in
helping small businesses adopt plans. Often, a broker/dealer will have a relationship
with a small business owner. The broker/dealer who handles the owner’s non-retire-
ment retail account may raise the possibility of the owner adopting a 401(k) plan.
Like the financial institution situation described above, this is a very common
means by which small business owners adopt plans.

Unfortunately, under the proposed regulation, the commission-based brokerage
model becomes illegal due to the broker/dealer’s receipt of, for example, fully dis-
closed revenue sharing. So the broker/dealer cannot be compensated for helping the
owner with the formation and operation of a 401(k) plan. Logically, then, the broker/
dealer will instead work with the owner on her non-retirement retail account, since
that is the only account the broker/dealer is permitted to work with.

Investment education. It is common today for financial institutions to provide plan
participants and plan sponsors with investment education. This can be very helpful
in encouraging business owners to adopt plans and in encouraging employees to par-
ticipate in those plans.

Under current law, it is generally agreed that information about asset allocation
principles is “education” and does not trigger fiduciary status. So investment profes-
sionals can, without becoming fiduciaries, educate plan participants about different
asset classes, and what mix of asset classes is most appropriate in different cir-
cumstances. The basis for the understanding regarding education is Department In-
terpretive Bulletin 96-1 (“96-1”). Reliance on this bulletin is widespread and the con-
cepts behind it are generally well received. In small businesses especially, this type
of education can be helpful in encouraging employees to participate in a plan. If
such education triggered fiduciary status, the provision of the education would
largely dry up, due largely to the prohibited transaction rules, but also due to liabil-
ity concerns.

There is great concern that the proposed regulation would sharply decrease the
provision of investment education. It is true that the proposed regulation expressly
states that education under 96-1 does not give rise to fiduciary status. However, un-
like present law, it appears that under the proposed regulation information about
asset allocation would trigger fiduciary status but for the explicit exception for 96-
1 education. This has caused the following concern. If education does not comply
precisely with 96-1, education becomes fiduciary advice. But 96-1 is not a detailed
set of rules; it is largely conceptual, which makes it hard to be certain of compliance.

In this context, many education providers have expressed grave doubts that they
would continue providing investment education if the proposed regulation were fi-
nalized. This is not an unfounded concern by any means, since 96-1 itself notes that
whether information is education or fiduciary advice is turns on the facts and cir-
cumstances of the particular situation. The proposed regulation states that informa-
tion may be advice if it “may be considered” in connection with making plan invest-
ments. Since it can reasonably be expected that education about investment may be
considered by the recipient in making investment decisions, providers of needed
education will likely restrict the information that they provide due to the chance
that they might become fiduciaries for providing what they consider to be edu-
cational materials.

Distribution education. In the preamble to the proposed regulations, the Depart-
ment raised the possibility of modifying the law to treat distribution counseling and
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education as investment advice. This issue has the potential to create significant un-
certainty and dramatically reduce the provision of basic information regarding dis-
tribution issues. At a minimum, any change in the law should be implemented
through the regulatory process with an opportunity to comment on proposed regu-
latory language.

Liability and uncertainty. Under the proposed regulation, almost any discussion
of investments would give rise to fiduciary status. So small business owners would
face very serious potential liabilities and uncertainties if they or their managers re-
spond to any employee inquiries regarding plan investments. This type of exposure
would be a very significant disincentive to plan formation and maintenance. Simi-
larly, if service providers are converted into fiduciaries, the service providers will
need to charge more to cover their increased potential liability. This will be another
powerful disincentive to plan formation.

In short, the proposed regulation would dramatically reduce small business plan
formation by precluding financial institutions from assisting small businesses in this
regard. Investment education would largely dry up, making employees far less com-
fortable about participating in a plan. And small business owners would be discour-
aged from establishing a plan by the creation of far more potential liability and
higher costs.

Additional Plan Sponsor Concerns

Because the proposed regulation was written without the benefit of prior input,
the list of concerns is extremely extensive. I will simply provide two additional ex-
amples of plan sponsor concerns.

Plan sponsor employees: who should be a fiduciary? By very significantly lowering
the threshold for fiduciary status, the proposed regulation raises serious questions
regarding which plan sponsor employees may be treated as fiduciaries. For example,
it is, of course, common for a plan sponsor to form a committee of senior executives
to oversee plan issues, including plan investment issues. It is certainly clear that
such committee has fiduciary status. But plan sponsors have expressed concern
about the status of other employees who perform the research and analysis nec-
essary to present investment issues for the committee’s review and resolution.

Such other employees may provide recommendations for the committee to con-
sider. This is simply how companies work. Middle-level employees frame issues for
senior employees to resolve; issues are best presented in the context of a rec-
ommendation based on the advantages and disadvantages of any decision, so that
senior employees can quickly appreciate the relevant factors. Many employees may
participate in the research and the preparation of the recommendations to the com-
mittee. If all of these employees were fiduciaries, the effects would be severely nega-
tive.

e The cost of fiduciary insurance would skyrocket, if such insurance would be
available at all for such employees.

e It would certainly become more difficult to get employees to work on these
projects in the face of potentially staggering liabilities and lawsuits.

e Creative work and recommendations would likely be stifled as middle-level em-
ployees propose conservative approaches with less downside (and correspondingly
less upside).

The bottom line is that the employees preparing the reports for the plan com-
mittee are not the decision-makers. They are the researchers who prepare rec-
ommendations based on objective criteria for the committee members to evaluate
and resolve. And the proposed regulation could potentially sweep in a huge number
of employees, since the middle-managers formulate their recommendations based on
the work of employees who in turn work for them.

The regulation needs to address the situation where a company or committee
within a company serves as a fiduciary with respect to investment decisions or rec-
ommendations. In that case, the employees who help the company or committee
make those decisions or recommendations should not be fiduciaries. Otherwise, we
could have a real problem as potentially hundreds of employees without decision-
making power become fiduciaries. This is not to suggest that employees of a fidu-
ciary company cannot be a fiduciary. For example, an advisor company’s employee
may have the advisory relationship with a plan or participant and may become a
fiduciary by reason of that relationship. But such cases are different. In these cases,
employees involved are making direct investment recommendations that are not fil-
tered through supervisors or entities that are fiduciaries.

“Management of securities or other property”: the proposed regulations would
transform contract reviews and other non-investment advice into investment advice.
The proposed regulation would include within the definition of “investment advice”
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the following: “advice * * * or recommendations as to the management of securities
or other property.” The preamble states that:

This would include, for instance, advice and recommendations as to the exercise
of rights appurtenant to shares of stock (e.g., voting proxies), and as to selection of
persons to manage plan investments.

The broad language of the proposed regulations raises many questions:

e A plan decides to change trustees, chooses a new trustee, and begins negoti-
ating a trust agreement with the new trustee. The plan asks for advice with respect
to the terms of the trust agreement from the plan sponsor’s internal and external
ERISA and contract attorneys, as well as the plan sponsor’s compliance personnel,
human resources department, and tax department. The trustee is involved in the
“management” of plan assets, and the terms of the trust agreement affect that man-
agement. Does that mean that all of the above personnel advising the plan with re-
spect to the trust agreement are fiduciaries? If it does, the cost of trust agreements
and many other routine plan actions will increase exponentially with the imposition
of new duties and large potential liabilities. Also, many of the above persons may
refuse to work on the project without a full indemnification from the plan sponsor.
We do not believe that this type of cost increase and disruption was intended.

What about the persons working on the agreement for the new trustee? If such
persons make any “recommendations” to the plan in the course of negotiations, they
would become fiduciaries because the seller exemption, on its face, only appears to
apply to sales of property and not services. Any such recommendations would thus
trigger fiduciary status and corresponding prohibited transactions. Theoretically,
this could chill all meaningful give-and-take during the negotiations, and many in-
stitutions may be unwilling to act as trustee. Again, we do not think that this was
intended.

e A plan has decided to enter into a swap and must execute a swap agreement.
The terms of the swap agreement will have a significant effect on the plan’s rights
with respect to the swap. The plan asks its internal and outside securities counsel
to work on the swap agreement, and to consult with the plan’s internal and outside
ERISA counsel. The plan also asks its investment manager for input on the types
of provisions that are important for plans to include (or exclude) in swap agree-
ments. The plan accountant is also asked to review the agreement. Finally, the com-
pany’s own compliance personnel, contract experts, and finance department also re-
view the agreement.

The terms of the swap agreement affect the “management” of the swap. So do all
of the above personnel become fiduciaries under the proposed regulations? If the an-
swer is yes, plans’ cost of investments will skyrocket, as an enormous new set of
individuals and companies that have little material role in plan investments become
fiduciaries, with far greater potential liability and a higher standard to meet. In ad-
dition, as noted above, many persons would likely refuse to review the agreement
absent a full indemnification by the plan sponsor.

e A plan negotiates a loan agreement in connection with an ESOP. Is everyone
who works on the loan agreement a fiduciary? Could individuals working on the
loan agreement for the lender become fiduciaries if they make any “recommenda-
tions” during negotiations?

To avoid the inappropriate results described above and many other similar re-
sults, the regulation should provide a precise and appropriately narrow definition
of “management” in the regulation. Under the definition, “management” would in-
clude:

e The selection of persons to manage investments;

.d Individualized advice as to the exercise of rights appurtenant to shares of stock;
an

e Any exercise of discretion to alter the terms of a plan investment in a way that
affects the rights of the plan, unless such exercise of discretion has been specifically
reviewed and agreed to by a plan fiduciary. In the swap context, for example, swap
terms can be modified without plan review and consent by, for example, swap data
repositories. If any such changes are made, anyone making those changes is acting
for the plan and should be treated as a fiduciary. Moreover, such treatment is nec-
essary in order to prevent harm to the plan.

This would target the actions identified by the Department in the preamble. But
it would not have the inappropriately broad consequences illustrated above.

Summary

The critical message is that the decision regarding this proposed regulation could
have a dramatic effect on the retirement security of millions of Americans for years
to come. To rush through this project without adequate study, without a full public
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policy dialogue, and without all exemptions needed to make the regulation work
would be very harmful. Reproposal of the regulation is needed, as discussed above.

Chairman ROE. Thank you, Mr. Mason.
Professor Stein?

STATEMENT OF NORMAN STEIN, PROFESSOR,
EARLE MACK SCHOOL OF LAW, DREXEL UNIVERSITY

Mr. STEIN. Thank you, Chairman Roe, Mr. Andrews, and mem-
bers of the subcommittee.

I am testifying on behalf of the Pension Rights Center this morn-
ing, a nonprofit consumer organization that has been working since
1976 to protect the retirement security of American workers and
their families.

The proposed regulations describe when a person who renders in-
vestment advice to a plan or plan participant is considered a fidu-
ciary under ERISA. One of the principle congressional goals in en-
acting ERISA was to ensure that those individuals who provided
investment advice with respect to retirement plan assets would be
fiduciaries and as such would be subject to ERISAs prohibitions
against fiduciaries entering in—transactions.

ERISA was clear and unequivocal in this issue. The term fidu-
ciary is expressly defined to include any person who renders invest-
ment advice for a fee or other compensation, direct or indirect, with
respect to any monies or other property of the plan.

The Department of Labor’s 1975 regulation, however, improperly
narrowed this definition providing that investment advisors would
not be considered fiduciaries unless their advice was provided pur-
suant to an agreement, arrangement or understanding that such
services would serve as a primary basis for investment decisions
with respect to plan assets and are provided on a regular basis.

In the context of the times, however, the regulations inconsist-
ency with the statute did not create serious issues. The retirement
world was then dominated by defined benefit pension plans and the
rules permitting today’s 401k plans were more than 5 years away.

Investment professionals were primarily advising sophisticated
fiduciaries who were more capable of synthesizing market informa-
tion and better able to identify and evaluate conflicts of interest
than today’s typical participant in a self-directed 401k plan.

Today the world is different. Most people saving for retirement
are on 401k plans and individual retirement accounts, which basi-
cally or most of the money there is rollover money from employer
plans, and they have to make their own investment decisions de-
spite their lack of investment experience or knowledge.

They are, thus, highly dependent on the advice offered to them
by the investment industry but unfortunately the advice they re-
ceive is sometimes subject to serious conflicts of interest.

Indeed, today some investment advisors receive revenue sharing
and other payments from the vendors of the products they rec-
ommend. ERISA would prohibit some such payments if the invest-
ment advisors are ERISA fiduciaries, but a significant part of the
advice industry claims that the 1975 regulations shield them fidu-
ciary status and allow them to accept such third party payments
so long as they include metaphorical fine print indicating that the
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investment services are not provided under an agreement, arrange-
ment, or understanding that the advice will be a primary advice for
investment decisions or are not provided on a regular basis.

The Government Accountability Office has shown that such con-
ﬂlicts can have significant costs to plan participants and 401k
plans.

I thought I would put a human face on this. My own. In 1987,
while I was a visiting professor at the University of Texas, a man
knocked at my office door. He had gotten my name from a col-
league on the Texas faculty and he wondered whether he could talk
with me for a moment about a 403(b) investment product.

During the conversation he learned, among other things, that I
was in my 30s and that I would be at Texas for only that semester
and, thus, that the contributions that I made during the semester
would be my only contributions to the product he advised me to
purchase.

I cannot now remember everything he told me, but he was
charming and fun and was a University of Alabama fan where I
was then teaching full time, and I ended up following his rec-
ommendation.

During the year I contributed $1,165 dollars in salary reductions
to this investment product. Today, 24 years later, I brought the
statement but I left it on my desk, the value of the investment con-
tract is $1,506.89 which provided me, for those who are interested,
in annual yield of just a smidgen over 1 percent per year. And be-
cause of inflation, my investment in 1987 dollars is worth approxi-
mately $350.

The reason that this investment performed so poorly was after
various fees and charges relative to the investment earnings were
substantial. The sales person should have known that this was a
terrible investment choice for a person in my circumstances and my
age.

But he either knew no more than I did about investing or, more
likely, was motivated by the amount of compensation he would
earn by selling me that particular product rather than a more ap-
propriate product.

My real problem was that he was an investment salesman posing
as an investment advisor. If he had been a fiduciary and had been
free of conflicts, I would have received better advice.

And if all investment advisors to ERISA plans were fiduciaries
as Congress intended and these proposed regulations would pro-
vide, millions of Americans, some who were even less sophisticated
than I was in 1987, would receive better quality advice.

[The statement of Mr. Stein follows:]

Prepared Statement of Norman P. Stein, on Behalf of the
Pension Rights Center

Thank you, Chairman Roe and Mr. Andrews, and members of the subcommittee,
for inviting me here to speak with you this morning on the Department of Labor’s
proposed regulation on the definition of fiduciary. I am testifying this morning on
behalf of the Pension Rights Center. The Center is a nonprofit consumer organiza-
tion that has been working since 1976 to protect and promote the retirement secu-
rity of American workers, retirees, and their families.

The proposed regulations that are the subject of today’s hearing describe when a
person who renders investment advice to a plan or plan participant is considered
a fiduciary under Title I of ERISA and under the Internal Revenue Code. These reg-
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ulations would replace 1975 regulations, which reflect an improper agency constric-
tion of the relevant statutory language and congressional intent. In addition, as the
Department suggests in its preamble to the proposed regulations, economic and
legal developments in the fields of investments and employee benefit plans have in-
creased the original regulations’ harmful impacts.

One of the principal congressional goals in enacting ERISA was to ensure that
those individuals who provided investment advice with respect to retirement plan
assets would be fiduciaries, subject to ERISA’s prohibitions against fiduciaries en-
tering into certain conflict-tainted transactions. ERISA was clear and unequivocal
on this issue: the term fiduciary is defined to include any person “who renders in-
vestment advice for a fee or other compensation, direct or indirect, with respect to
any moneys or other property” of a plan.

The Department of Labor’s 1975 regulation narrowed this definition, providing
that investment advisers would not be considered fiduciaries, unless their advice
was provided “on a regular basis” and “pursuant to an agreement, arrangement or
understanding that such services will serve as a primary basis for investment deci-
sions with respect to plan assets.” There is nothing in the legislative history that
supported these extra-statutory limitations on the definition of fiduciary. Moreover,
the terms “regular basis,” “mutual agreement, arrangement or understanding,” and
“a primary basis” are subjective and ambiguous and have created confusion.

In the context of the times, however, the regulation’s inconsistency with the stat-
ute did not create serious problems. The retirement world was then dominated by
defined benefit pension plans, and the regulations permitting today’s 401(k) plan
were almost six years away. Investment professionals were primarily advising so-
phisticated fiduciaries, who were more capable of synthesizing market information
and better able to identify and evaluate potential conflicts of interest than today’s
typical participant in a self-directed 401(k) plan.

Today, the world is different: most people saving for retirement are in 401(k)
plans and individual retirement accounts (most of which hold rollover money from
employer plans), and these account holders have to make their own investment deci-
sions despite their lack of investment experience or knowledge. They are thus highly
dependent on the advice offered to them by the multi-billion-dollar investment in-
dustry, but unfortunately the advice they receive is sometimes subject to serious
conflicts of interest. Indeed, today some investment advisers receive payments from
the vendors of the products they recommend.

ERISA would prohibit some such payments if the investment advisers are ERISA
fiduciaries, but a significant part of the advice industry claims that the 1975 regula-
tion shields them from fiduciary status and allows them to accept all third-party
payments, so long as they include fine print indicating that investment services ren-
dered are not provided under “an agreement, arrangement or understanding that
the advice will be a primary basis for investment decisions” or are not provided on
a “regular” basis. The Government Accountability Office has shown that such con-
flicts can have significant costs to participants in 401(k) plans.

I can tell a story from my own experience to illustrate the impact of such conflicts.
In 1987, while I was a visiting professor at the University of Texas, a friendly and
confident man knocked at my door. He had gotten my name from a colleague on
the faculty, and he wondered whether he could talk with me about investing in a
flexible premium fixed annuity. During the conversation he learned, among other
things, that I would be at Texas for only that semester and thus the contributions
I made during the semester would be my only contributions to the product he ad-
vised me to purchase. I am not certain now exactly everything he told me then, but
he was a polished salesman and I ended up following his recommendation.

During the year I contributed $1,165.19 in salary reductions to this annuity prod-
uct. Today, 24 years later, the value of this investment contract is $1,506.89, which
provided me, for those who are interested, an annual yield of just a smidgen over
1 percent. And because of inflation, my investment today, in 1987 dollars, is worth
only $229.73. I would have done better putting my money in an insured, passbook
savings account at my credit union.

The reason that this investment performed so poorly for me is that the actual
earnings under the plan were themselves very low, and the fees, relative to the
earning, were very high. The salesperson should have known that this was a ter-
rible investment choice for a person still in his 30s. He either knew no more than
I did about investments or, more likely, was motivated by the amount of fees he
would earn by selling me that particular and inappropriate product rather than an-
other product. My real problem was that he was an investment salesman posing as
my investment adviser.

If he had been a fiduciary and had been free of conflicts, I would have received
better advice. And if all investment advisers were fiduciaries, millions of Ameri-
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cans—some even less sophisticated than I was in 1987—would receive a better qual-
ity of advice.

Some segments of the investment community have argued that the proposed regu-
lations would make it impossible for broker-dealers to give advice or sell products
to participants in 401(k) plans and individual retirement accounts. The proposed
regulation, however, would not prohibit broker-dealers from giving investment ad-
vice, and indeed many broker-dealers today give investment advice by complying
with statutory and regulatory exemptions to the prohibited transaction rules.

The argument that broker-dealers would be excluded from giving investment ad-
vice apparently is based on the notion that the only permissible form of compensa-
tion paid to an investment adviser would be on a fee basis. This is not correct: the
Department of Labor has a prohibited transaction exemption that permits fidu-
ciaries to receive commission-based compensation for the sale of mutual funds, in-
surance and annuity contracts and has signaled its willingness and intent to issue
additional exemptions. In addition, the statute itself includes a prohibited trans-
action exemption for investment advice if fees are leveled or if the investment advice
is determined through objective computer programs. And broker-dealers are also
free to provide investment education rather than investment advice.

But it is true that under the new regulations broker-dealers will not be able to
use certain business models in which their objectivity is compromised by serious
conflicts of interest. Will these people abandon the retirement savings market? Per-
haps some will, but we are confident, given the size and importance of that market,
that most will adapt. And in our view, those who are unwilling to eschew serious
conflicts have no business advising retirement-plan participants.

Finally, we think public policy would be better served if those are currently trying
to kill these proposed regulations instead devoted their efforts to working with the
Department of Labor to help craft exemptions from the prohibited transaction rules
that will accommodate a wide variety of reasonable compensation structures for
those who sell, directly or indirectly, their services to participants in 401(k) and in-
dividual retirement plans. That would be good for participants and good for the in-
dustry.

(Attached to this testimony are comments of the Pension Rights Center and the Na-
tional Employment Lawyers Association on the regulations, which were submitted to
the Department of Labor on February 3, 2011.)

[FILED ELECTRONICALLY],
Washington, DC, February 3, 2011.

Re: Definition of Fiduciary Proposed Rule.

The Pension Rights Center (the Center) and the National Employment Lawyers
Association (NELA) submit the following comments on the Department of Labor’s
proposed regulations on the definition of fiduciary. The Center is a nonprofit con-
sumer organization that has been working since 1976 to protect and promote the
retirement security of American workers and their families. NELA has been advanc-
ing employee rights and serving lawyers who advocate for equality and justice in
the American workplace since 1985.

The proposed regulations would replace current regulations, adopted in 1975, that
tightly circumscribe the circumstances under which a person or entity becomes a fi-
duciary when providing investment advice to a plan or participant for a fee. The
regulations would also reverse a 1976 advisory opinion holding that a firm valuing
employer stock for an ESOP was not a fiduciary.

The 1975 regulation and 1976 advisory opinion were not compelled by the statute
and, in our view, reflected an improper narrowing of the congressional definition of
fiduciary. In addition, as the Department suggests in its preamble to the proposed
regulations, economic and legal developments in the fields of investments and em-
ployee benefit plans have rendered the earlier positions anachronistic and, at times,
at cross-purposes with the statute. The proposed regulations are much-needed and
long-overdue.

Background

When Congress passed ERISA in 1974, it included rules governing the conduct
of fiduciaries. Senator Harrison Williams, Chair of the Senate Labor Committee and
a key co-sponsor of ERISA in the Senate, explained the need for these rules when
he presented the ERISA Conference Committee resolution reconciling the House
and Senate versions of pension reform legislation: “Despite the value of full report-
ing and disclosure, it has become clear that such provisions are not in themselves
sufficient to safeguard employee benefit plan assets from such abuses as self-deal-
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ing, imprudent investing, and misappropriation of plan funds.”! In other words, fi-
duciary standards were essential for the protection of participants in employee ben-
efit plans. Congress crafted rules applying fiduciary standards not only to plan
trustees, but to a range of individuals and entities whose actions affect the security
and use of plan funds and the benefits of participants. These rules of conduct ap-
plied to “fiduciaries,” which Congress defined as any person who fits one of the fol-
lowing categories:

(1) exercises any discretionary authority or discretionary control respecting man-
agement of a plan;2

(2) exercises any authority or control respecting management or disposition of a
plan’s assets;3

(3) renders investment advice for a fee or other compensation, direct or indirect,
with respect to any monies or other property of a plan, or has any authority or re-
sponsibility to do so;* or

(4) has any discretionary authority or discretionary responsibility in the adminis-
tration of a plan.5

The 1975 regulations addressed the third aspect of the definition—a person who
renders investment advice for a fee. The regulations narrowed the statutory lan-
guage (which broadly provided that a person is a fiduciary if he renders investment
advice “for a fee or other compensation, direct or indirect, with respect to any mon-
eys or other property of” a plan) to two narrow circumstances: first, if a person has
discretionary authority or control with respect to purchasing or selling securities or
other property for a plan;® and second, if a person renders investment advice to a
plan on a regular basis, pursuant to an agreement or understanding that the advice
will be a primary basis for the plan’s investment decisions, and that the advice is
individualized to the particular needs of the plan.” In the preamble to the presently
proposed regulations, the Department describes this as a five-part test, with a per-
son found to be a fiduciary only if all five parts of the test are met.

The regulations also provided, in effect, a definition of the type of advice that con-
cerned plan investments: advice concerning the value of securities or property, or
advice concerning the advisability of investing in, purchasing, or selling securities
or other property.

A year after the 1975 regulations were promulgated, the Department held that
a consultant that provided an evaluation of employer securities for an ESOP was
not a fiduciary under the regulatory definition, because the valuation would not “in-
volve an opinion as to the relative merits of purchasing the particular employer se-
curities in question as opposed to other securities,” and would thus not serve as a
“primary basis” for plan investment decisions nor “constitute advice as to the value
of securities.”

The newly proposed regulations would substitute a simpler and more easily un-
derstood, enforced, and administered test that bears greater fidelity to the statutory
language and is appropriate to developments over the intervening 35 years in the
areas of retirement plans and investments. The new test would provide that a per-
son renders investment advice for a fee under ERISA if the person gives certain
types of advice to a plan, plan fiduciary, or plan participant or beneficiary, and also
falls within one of four categories of persons.

The types of advice covered by the proposed regulation are: (1) advice, appraisal,
or fairness opinion concerning the value of securities or other property; (2) advice
or recommendation as to the advisability of purchasing, holding, or selling securities
or other property; and (3) advice or recommendations as to the management of secu-
rities or other property. The new regulations thus expand the ambit of covered in-
vestment advice from the 1975 regulations to fairness letters and appraisals of prop-
erty, and eliminates the cumbersome five-part test that depends on the proof of the
details of the relationship between advisor and advised and eliminates from the
re(aialm of investment advice much that any layperson would understand to be such
advice.

By including advice as to the management of securities or other property in the
definition of investment advice (not just advice as to valuation or the advisability
of purchasing or selling securities), the Department makes explicit in the text of the
regulation, its longstanding interpretation of the existing regulation, which included
advice as to the selection of managers and investment options. DOL Adv. Op. 84-
04A, 1984 WL 23419, *1-3 (Jan. 4, 1984). The regulations also make clear that ad-
vice as to the management of a particular asset, e.g. advice as to proxy voting or
how to maximize the income incident to a piece of real property, is also fiduciary
advice. In addition, they make explicit that investment advice gives rise to fiduciary
status if it is furnished to a plan participant or beneficiary.

To be considered a fiduciary under the proposed regulations, a person who gives
such advice meets the requirement of the regulations if the person: (1) represents
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or acknowledges that it is acting as a fiduciary; (2) is already a fiduciary under the
other legs of the statutory definition of fiduciary; (3) is an investment adviser under
the Investment Advisers Act of 1940; or (4) provides advice or makes recommenda-
tions pursuant to an agreement, arrangement, or understanding between such per-
son and the plan, plan fiduciary, participant, or beneficiary that such advice may
be considered in connection with making investment or management decisions with
respect to plan assets and will be individualized. The proposed regulations’ most im-
portant departure from the 1975 regulations is that under the fourth category, the
advice does not have to be rendered on a regular basis and need not be provided
pursuant to an agreement or understanding that it will serve as a “primary” basis
for investment.

As discussed below, however, the advice must be provided pursuant to an agree-
ment or understanding that such advice may be considered in connection with mak-
ing investment management decisions and will be individualized to the needs of the
plan, a plan fiduciary, or a participant or beneficiary. The existing regulations pro-
vide that advice be individualized to the needs of the plan. The new regulations,
in what we understand is clarification of the Department’s existing interpretation,
make clear that the advice may be individualized to the needs of the plan, plan fidu-
ciary, plan participant, or beneficiary, i.e. to the needs of the recipient of the advice,
to distinguish such advice from the generalized buy recommendation that a broker
might issue to all of its clients on a given publicly traded stock.

The regulations also include a number of limitations on the regulations’ coverage.
One of the limitations provides that a person offering advice or recommendations
is not an investment-adviser fiduciary if such person can demonstrate that the re-
cipient of the advice knew, or should have known, that the person is providing the
advice in its capacity as a purchaser or seller (or agent for a purchaser or seller)
of securities or other property, whose interest are adverse to the plan or its partici-
pants or beneficiaries, and that the person is not undertaking to provide impartial
investment advice.

The regulations also do not apply to persons who provide only investment edu-
cation or persons who make available to a plan a group of investment options from
which a plan fiduciary will decide which options to offer. The term investment ad-
vice also does not include advice or an appraisal or fairness opinion for purposes
of complying with reporting and disclosure requirements of ERISA or the Internal
Revenue Code unless such report involves assets for which there is not a generally
recognized market and which serves as a basis on which a plan may make distribu-
tions to plan participants and beneficiaries.

The Preamble to the Regulations also invites comments on the question of wheth-
er a person who gives advice to participants with respect to distributions is pro-
viding investment advice.

Revision of the 1975 Regulations is Warranted

Developments in Retirement Plans and Investments Since 1975

The existing regulations were promulgated in 1975, at the dawn of the ERISA
era. Since then, there have been significant changes in the retirement plan and in-
vestment universe that have undermined whatever justification there might have
been for the regulations’ cramped scope. As the preamble to the proposed regula-
tions notes, there has been a seismic shift in the retirement plan world from defined
benefit plans—in which investment advice was generally rendered to sophisticated
plan fiduciaries—to self-directed defined contribution plans—in which investment
advice is issued to individual participants, many of whom have only rudimentary
financial literacy. Mutual funds, and sellers and brokers for mutual funds, who
played a relatively small role in retirement plans at the time ERISA was enacted,
have become dominant players in the new order. The variety and complexity of in-
vestment products has also changed markedly over the last three decades.

At the time of the 1976 advisory opinion on valuations of employer stock for
ESOPs, there were only 250,000 participants in 1,600 ESOPs. Today ESOPs cover
more than 12 million participants in over 10,000 plans, which hold almost 1 trillion
dollars in employer securities.® The exponential growth of ESOPs has been accom-
panied by numerous cases involving improper valuations of employer stock pur-
chased or sold by ESOPs.? Yet, the 1976 opinion letter effectively shields these
plans’ valuation advisers from fiduciary liability.

There have also been significant legal developments since the time the regulations
were promulgated. The Supreme Court ruled in Mertens v. Hewitt Associates, 508
U.S. 248 (1993), that a participant generally is entitled to legal relief under ERISA
only if the defendant is a fiduciary who caused monetary loss to a plan.10 A partici-
pant can sue a person other than a fiduciary only for equitable relief, and the Su-
preme Court has narrowly circumscribed the extent to which such equitable relief
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is available. Great West Life & Annuity Ins. Co. v. Knudson, 534 U.S. 204 (2002).
The Labor Department, which filed amicus curiae briefs arguing against these posi-
tions, could not have known in 1975 that its narrowly drawn regulations and ERISA
preemption would effectively create an unregulated playing field for so many actors
who have a direct and substantial impact on plan investments.

Finally, in the period since 1975, the Department has determined that voting of
proxies and similar issues are part of investment management and has concluded
that investment advice as defined in the regulations includes advice regarding the
selection of investment managers. This last point has caused controversy see Cohrs
v. Salomon Smith Barney, 2010 WL 2104535 (D.Or., Aug. 31, 2005). and recently
required the DOL to file an amicus brief to defend its interpretation of the old regu-
lations. See DOL amicus brief in In Re Beacon Securities Litigation, 09-CV-077
(LBS), 2010 WL 3895582 S.D.N.Y. Although the Department’s position prevailed in
district court, the issue remains hotly contested and will likely be the subject of an
appeal by defendants in Beacon if plaintiffs prevail on the merits. It is therefore ap-
propriate for the Department to revise the regulations to address investment advice
concerning such issues to eliminate any doubt in the courts that such advice should
give rise to fiduciary status.

We have heard it argued that this view, that investment advice should include
advice regarding the selection of fiduciaries to manage assets, will have the baneful
effect of discouraging informal advice about, for example, the selection of inde-
pendent fiduciaries from trusted advisors such as plan counsel. We disagree. Advice
as to the selection of an independent fiduciary is not legal advice if it goes beyond
evaluating whether a particular firm meets the legal requirements to act as an inde-
pendent fiduciary or advising as to the nature of a prudent selection process. If law-
yers choose to go beyond providing legal advice and provide advice as to whom a
plan should select to manage plan assets, then there is no reason why those lawyers
should receive a special dispensation from fiduciary status as compared to a consult-
ant who habitually makes recommendations about asset allocations and asset man-
ager selections, unless we adopt the too-convenient fiction that no one heeds the ad-
vice of lawyers who exceed the ambit of their professional competence. The concern
that plans will be deprived of the unique perspective of lawyers who have experi-
ence working with independent fiduciaries is overblown. Lawyers can identify the
independent fiduciaries with whom they have worked and describe factually their
experiences with them without purporting to make a recommendation. Alter-
natively, they can make a recommendation and lawyers, more than anyone, under-
stand that the implicit claim of competence in giving such advice will give rise to
fiduciary responsibility.

The 1975 Regulations Improperly Narrowed the Meaning of Investment Advice

ERISA § 3(21)(A) provides straightforwardly that a person is a fiduciary if he
“renders investment advice for a fee or other compensation, direct or indirect, with
respect to any moneys or other property of such plan, or has any authority or re-
sponsibility to do so.” The 1975 regulations narrowed the scope of this language by
limiting it to investment advice that was “regular,” rather than one-time or episodic;
advice that was rendered pursuant to an agreement or understanding that it would
be a “primary basis” for investment; and advice that is “individualized” to the par-
ticular needs of the plan.!! These limitations are not consistent with the plain
meaning of the term “investment advice,” and at least in retrospect can be said to
impede rather than advance the congressional goals of limiting self-dealing and of
assuring prudent investment of plan assets.12 As the Preamble to the Proposed Reg-
ulations notes, people providing investment advice not covered by the regulations
have considerable influence on the decisions of plan fiduciaries and sometimes have
conflicts of interest that result in lower returns and less retirement income for plan
participants and their beneficiaries. The regulatory definition is also inconsistent
with judicial language indicating that Congress generally intended the term fidu-
ciary to be “broadly” construed.13

The problems of the regulatory definition are illustrated in judicial decisions. In
Farm King Supply, Inc. Integrated Profit Sharing Plan and Trust v. Edward D.
Jones & Company, 884 F.2d 288 (7th Cir. 1989), a plan followed a brokerage firm’s
conflicted investment advice and suffered a loss, but the court held that the broker-
age firm was not a fiduciary because “there was no mutual understanding that
Jones’ advice would be a primary basis for Plan investments.”

In a recent district court case, Bhatia v. Dischino, 2010 WL 1236406 (N.D. Tex.
March 30, 2010), the trial court held that the actuarial consulting firm was not a
fiduciary under the regulations, because the plaintiffs did not plead adequate facts
to show that the firm “rendered advice on a regular basis as part of a mutual agree-
ment that such advice serve as the primary basis of investment decisions.”
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The Department has explained that developing proof of the elements of the regu-
lations, even where proof exists, has slowed and impeded enforcement of ERISA for
the Department of Labor. The lack of support in the statute for the conditions in
the regulation and the difficulties for enforcement are reasons enough for the regu-
lation. But the Center and NELA would like to point out that Congress intended
that ERISA would be enforceable by ordinary participants and beneficiaries who,
unlike the Department of Labor, do not have subpoena power and have no ready
access to the documents and testimony that would demonstrate fiduciary status
under the detailed existing regulation. This has always been a severe impediment
to enforcement of fiduciary responsibility by private plaintiffs, but it has been great-
ly exacerbated in recent years because the Supreme Court has adopted a “plausi-
bility” standard for the evaluation of complaints on a motion to dismiss. As a con-
sequence, complaints alleging fiduciary status may be dismissed if they fail to allege
factual support for some element of the regulation, and factual support will typically
be unavailable or limited without discovery. See e.g. Glen Ridge Surgicenter, LLC
v. Horizon Blue Cross Blue Shield of New Jersey, Inc., No. 08-6160 (JAG), 2009 WL
3233427, at *6 (D.N.J. Sept. 30, 2009) (“[Plroof of [defendant]’s fiduciary status is
an element of the fiduciary duty claim, and ‘a formulaic recitation [in the complaint]
of the elements of a cause of action will not do.”” (quoting Bell Atl. Corp. v.
Twombly, 550 U.S. 544 (2007)); see also Braden v. Walmart Stores, Inc., 588 F.3d
585, 598 (8th Cir. 2009) (discussing the problem that participants are often without
access to information that would allow them to plead factual support for each ele-
ment of a claim).

The new regulations recognize that investment advice is no less important merely
because it is rendered on a one-time basis. An individual who advises on the pur-
chase of employer stock with all of the assets of an ESOP on a one-time basis is
not less worthy of regulation than an individual who advises quarterly on asset allo-
cation in a defined benefit plan. Moreover, the regular basis requirement finds no
support in the statute or the legislative history.

Similarly, the requirement that advice be offered pursuant to an agreement or un-
derstanding that the advice will be a primary basis for making a decision is and
always has been unsupported by the statute and extremely difficult to prove. As a
practical matter, contracts with investment advisors are simply not written this
way. An advisor agrees to provide advice of a particular sort in exchange for some
form of compensation. There is no reason why the contract should specify how the
advice may be used by the plan fiduciary. So while the advice may be the only real
basis for an investment decision by the plan fiduciary, there will be no written
agreement that the advice will be primary or even significant. Almost invariably,
such an agreement or understanding will have to be inferred and will be rebutted
by an integration clause in any written agreement providing for the advice. This
hurdle, which the new regulations eliminate, seems to have been designed to give
almost all advisors who did not specifically seek to be treated as fiduciaries a good
faith argument that they are not fiduciaries. Consequently, this requirement in the
old regulations is profoundly destructive of ERISA’s purpose to protect participants
and beneficiaries. The elimination of this requirement in the new regulations is not
merely warranted, it is of critical importance.

The new regulations do not eliminate the requirement that advice be individual-
ized, but clarify that advice should be individualized to the needs of the plan, a plan
fiduciary, or a participant or beneficiary. This reflects the Department’s interpreta-
tion of the existing regulations but it is an important clarification. An enormous per-
centage of plan assets are managed in pooled vehicles holding plan assets of many
plans. These may be master trusts, insurance separate accounts, fund-of-funds, and
hedge funds usually organized as LLC’s and operating pursuant to private place-
ment memoranda. Advice that is “individualized” for the fiduciaries of these pooled
vehicles is not individualized for a particular plan, and yet such advice is no less
worthy of regulation than advice provided to one plan at a time. If anything, regula-
tion of such advice is more critical than advice given to a single plan with the needs
of that plan in mind. Similarly, many investment decisions are made by participants
in 401(k) plans, and the advice given to them should not escape regulation because
indi}xlridual participants are uniquely vulnerable to self-interested investment
pitches.

The decision in the new regulations to cover appraisals is warranted. As a prac-
tical matter, appraisers set the price of assets that are purchased or sold by plans,
including and especially the closely-held employer stock that plans purchase or sell.
To suggest that this advice is not investment advice defies common sense. Often an
appraiser is the only outside advisor a fiduciary relies on in deciding to purchase
an asset at a particular price.
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In an ESOP, price is the critical concern, since diversification is excused and the
courts have been skeptical of claims that employer stock may be “too risky” to be
a prudent investment. We anticipate that appraisers will argue that they should not
be held to fiduciary standards when their appraisals are only used for compliance
and distributions. We think the proposal as it stands is appropriate. Note that the
courts seem to provide a more deferential review of decisions (and by extension ad-
vice) involving only distributions. See Armstrong v. LaSalle National Bank, 446
F.3d 728(7th Cir. 2006) (fiduciary setting a value for ESOP distributions is entitled
to deference because he must balance the interests of those taking a distribution
with the interest of those who stay in the plan).

Equally important, the Department’s longstanding interpretation of its regulation
to exclude appraisals is difficult to defend. The opinions of appraisers are at least
“a primary basis” for a typical plan’s decision to buy or sell a hard-to-value asset
at a particular price, and this is certainly understood by appraisers hired to value
stock or other assets for a transaction. At best it might be argued that an appraiser
is often hired for one transaction or one appraisal at a time, so an appraiser’s opin-
ion may well not be provided on a regular basis. Following the plain meaning of
the statute, if not the old regulations, the advice given by appraisers that guides
the fiduciary’s decision to purchase or sell a particular asset at a particular price
certainly falls within the plain meaning of “investment advice.”

The Current Regulations Create Legal Uncertainty

The 1975 regulations also introduce inherently vague definitional concepts into
the definition of investment advice. The regulations do not define what is meant by
providing advice on a “regular basis,” what is meant by advice that will be “a pri-
mary basis” for the plan’s investment decisions, nor what is meant by advice that
is “individualized to the plan’s” needs. These must be determined on a case-by-case
basis. The inherent ambiguity and subjectivity of these concepts creates uncertainty
in the law and strains Departmental, judicial, and private resources in litigation of
issues not related to the core concept of investment advice.

Comments on the Proposed Regulations

As we earlier indicated, we strongly support the Department’s initiative to rede-
fine the meaning of investment advice, although we offer the following comments
that would strengthen the proposed regulation and more faithfully implement Con-
gressional intent.

1. Section 2510-3-21(c)(i1)(D) makes a person who issues investment advice a fidu-
ciary if, among other requirements, the advice “will be individualized to the needs
of the plan, a plan fiduciary, or a participant or beneficiary.” At least in cases of
individual participants and beneficiaries, we are not certain why a person would be
a fiduciary only if their advice was sufficiently individualized (and the regulations
do not discuss when advice is sufficiently individualized to meet the proposed regu-
latory requirement). We have doubts that a typical participant or beneficiary will
be able to discern a difference between individualized and non-individualized advice.

We are also concerned that some advisers who do not have the interests of partici-
pants at heart may be focused on selling a particular investment, rather than pro-
viding individualized advice about a variety of investments or strategies. In such in-
stance, if the advice is directed to an individual, that advice might influence that
inc%ivi((liual’s investment choices within a plan just as surely as advice that is individ-
ualized.

Finally, this aspect of the regulation might provide a perverse incentive to some
providers of investment advice to not tailor the advice to the particular needs of the
individual in order to avoid fiduciary status. Our concern for advice given to indi-
vidual participants is heightened when the person giving the advice has been given
an aura of legitimacy by virtue of having been appointed to provide advice by a plan
fiduciary or who otherwise has the imprimatur of the plan, e.g., a custodian or con-
tract administrator. At least with respect to participants, we would prefer that the
regulations provide that the advice be directed to a particular participant rather
than that it be “individualized.” 14

As to advice given to plans and plan fiduciaries, the regulation should be modified
t% eliminate the requirement that there be an agreement to provide individualized
advice.

It should be sufficient that there is an agreement to provide investment advice
and that the service provider performs the agreement by the providing individual-
ized advice. Agreements generally do not specify that advice will be individualized,
even when individualized advice is contemplated. For example, when a consultant
is hired to recommend investment managers for a particular fund, the agreement
to provide individualized advice may be unspoken or assumed by the parties—gen-
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erally such a consultant will take into account the needs of the fund by providing
more than a generic ranking of manager performance. Consequently, some of the
very proof and investigational difficulties that inspired the new regulations will still
be present unless this requirement is modified.

Moreover, the definition of “individualized” should be clarified further. The Center
and NELA understand that the Department does not wish to encompass within the
definition of fiduciary mere brokers or others who provide “research” on stocks,
bonds, and other investments, rating them as buys, sells or holds, calculating betas
or other risk measures or predicting returns. But it should be clear that when an
advisor tells a fiduciary with control of plan assets (pooled or not) or a participant
to buy or sell a particular investment, or that an investment without a ready mar-
ket that the fiduciary is considering purchasing or selling has a particular value,
then that advice is sufficiently individualized. The distinction should be between
saying “you should consider buying Xerox” and “our firm rates Xerox a buy;” the
first statement should be considered “individualized,” regardless of the thinking or
specific intent behind it. A focus on portfolio composition and diversification fails to
capture this concept. Further clarification, perhaps with examples, should be under-
taken in the final regulations.

2. Section 2510-3-21(c)(2)(1) provides that a person shall not be considered to be
a fiduciary investment adviser if such person can demonstrate “that the recipient
of the advice knows or, under the circumstances, should have known, that the per-
son is providing the advice or making the recommendations in its capacity as a pur-
chaser or seller of a security or other property, or as an agent of, appraiser for, such
a purchaser or seller, whose interests are adverse to the interests of the plan or its
participants or beneficiaries, and that the person is not undertaking to provide im-
partial investment advice.”

While we believe that this limitation may be appropriate when such advice is pro-
vided to a sophisticated plan fiduciary, it is not appropriate when the advice is given
to individual participants or their beneficiaries. The Center and NELA have worked
with participants for 35 and 26 years respectively, and it is our experience that
most plan participants will not be able to discern when advice is impartial or con-
flicted. In addition, even if there is disclosure, in a one-to-one meeting, whether in
person or by phone, an unsophisticated investor will often regard the adviser as act-
ing in his interest. This is particularly true if the participant does not have access
to other advisers. Indeed, an adviser’s success may depend on a client’s belief that
the adviser is interested primarily in the customer’s welfare, despite a declaration
of self-interest. There is the further fact that most participants will not be knowl-
edgeable about the types of fees and benefits that can accrue to the purchaser or
seller of securities. Thus, we strongly urge the Department to revise this limitation
so that it only applies to advice and recommendations given to plan fiduciaries.!®

3. Section 2510-3-21(c)(2(iii) of the proposed regulations provides that investment
advice does not include an appraisal or fairness opinion that reflects the value of
an investment of a plan or participant or beneficiary, provided for purposes of re-
porting and compliance under ERISA or the Internal Revenue Code, unless such re-
port involves assets for which there is not a generally recognized market and serves
as a basis on which a plan may make distributions to plan participants and bene-
ficiaries. We believe that the Department should consider revising the limitation so
that it would not apply to situations when an appraisal of property for which there
is not a generally recognized market would have a material effect on the funding
status of a defined benefit plan. The Center and NELA recognize that appraisers
will typically include scope limitations in their appraisals. For example they will say
that they are relying on management projections in preparing a discounted cash
flow. In such cases, it is up to the user of the appraisal to assure himself that the
projections relied upon are reasonable. The Department should be able to address
the concerns of appraisers by indicating that scope limitations will be respected, and
appraisers will be held responsible only for the opinions that they express (complete
with limitations), subject to section 405 of ERISA, so that an appraiser who knew
that he was being provided with unreliable information would have a duty to take
steps to remedy the situation.

4. The Department asked for comment on whether and to what extent the final
regulation should define the provision of investment advice to encompass rec-
ommendations related to taking a plan distribution. The Department has taken the
position that a person providing investment advice to a participant in an individual
account plan is a fiduciary, even if the person is chosen by the participant and has
no other connection to the plan.1®6 The Department has also held that if a plan fidu-
ciary responds to participant questions about the advisability of taking a distribu-
tion or the investment of amounts drawn from the fund, that fiduciary must act for
the sole and exclusive benefit of the participant. Moreover, a fiduciary that advises
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the participant to invest in an IRA managed by the fiduciary may be in violation
of the prohibited transaction rules of ERISA and the Internal Revenue Code.

However, the Department has also opined that, if the person providing such ad-
vice on distributions is not connected with the plan, that person can recommend
that the participant take a distribution and invest in a fund managed by that per-
son and that does not constitute investment advice under the current regulations.?
V}/le seedno reason for this distinction and believe that the regulations should be
changed.

A recommendation to remove assets from the plan and invest them elsewhere is,
in effect, a judgment about the relative merits of the plan options and the other in-
vestment(s). The person making the recommendation can have interests adverse to
the plan participant and the recommendation can have a substantial effect on a par-
ticipant’s retirement security, both in terms of future investment performance, the
loss of an economically efficient means of taking retirement income in annuity form,
and tax considerations. Moreover, under the current interpretation, the person giv-
ing advice in these circumstances has no obligation under ERISA to reveal their
conflict of interest. Such advice should be considered investment advice under the
new regulations.

We are especially concerned about the problem of advice given by plan custodians
and non-fiduciary administrators. We are aware of participants and beneficiaries
who call plans to arrange for or inquire about a distribution who are then solicited
to invest in products offered by the plan service provider. At a minimum the regula-
tions should address this concern by making the entities that provide this “advice”
fiduciaries. Participants and beneficiaries are inclined to believe that the persons as-
signed to address their inquiries regarding their rights in the plan have their inter-
ests at heart. In truth, they are unknowingly exposed to salesmen with a financial
interest, whether disclosed or not. Persons using their privileged access to plan par-
ticipants and beneficiaries gained through their positions (even ministerial posi-
tions) with a plan to steer participants and beneficiaries into their investment prod-
ucts should be held to fiduciary standards.

1. Section (c)(i1)(B) of the regulations should be clarified by adding “a plan fidu-
ciary” after “individualized needs of the plan” and “managers” after “securities.”
More importantly, we are concerned that such menus that are excluded from invest-
ment advice be limited to those that give the fiduciary a broad choice to select from.
At one extreme, if fiduciaries are presented with a specific or very limited lineup,
it is hard to see why the individual promoting that lineup should be excused from
being deemed a fiduciary, even if he discloses that he is selling a product and is
not disinterested. In addition, such disclosure should specify the nature of the indi-
vidual’s financial interest—i.e., how is he being paid and how much he is being paid
to recommend these alternatives.

2. The Preamble to the Regulations should be revised to indicate that the Depart-
ment has taken litigation and administrative positions prior to the issuance of the
proposed regulations interpreting the existing regulations that investment advice to
a plan encompasses; a) advice to plan fiduciaries, including fiduciaries of pooled ve-
hicles; b) advice with regard to the selection of managers; and c) advice paid for by
third parties, e.g., commissions. Likewise, the Department should clarify in the Pre-
amble that it does not view its interpretation of the existing regulations’ require-
ment of individualized advice as precluding advice individualized to the needs of
plan fiduciaries of pooled vehicles rather than a particular plan. Without such clari-
fication, defendants will argue that the new regulations implicitly recognize that
such advice would not give rise to fiduciary status under the existing regulations.

Conclusion

In sum, this is a much needed regulatory change that will better protect plans
and participants and facilitate more effective enforcement when misconduct is un-
covered. The Pension Rights Center and NELA applaud the Department for pur-
suing this initiative that will benefit both retirement plans and their participants
and beneficiaries.

Respectfully submitted,
NORMAN STEIN, Senior Policy Adviser,
Eric Lo1, Staff Attorney,
Pension Rights Center.
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tion of investment advice by providing that the advice had to be offered on a regular basis, had
to be a primary basis for a plan’s investment decisions, and had to be part of an agreement
to provide individualized advice.

13 See, e.g., LoPresti v. Terwilliger, 126 F.3d 34, 40 (2nd Cir. 1997).

14Non-individualized advice on asset allocation and the like, however, will generally be char-
acterized as investment education rather than investment advice.

15We also note an additional concern: the proposed rule appears to undercut the prohibited
transaction exemptions that apply when fiduciaries provide investment advice under certain
limitations designed to protect plan participants from conflicts of interest. See ERISA § 408(g).
Under the proposed regulations, an investment adviser could claim that it did not become a fi-
duciary under the “sale or purchaser” limitation and thus was free to give investment advice
without complying with section 408(g).

16 DOL Advisory Opinion 2005-23A.

171d. See also Walsh v. Principal Life Insurance Co., 49 EBC 1344 (S.D. Iowa 2010).

Mr. ANDREWS. I think the Chairman and I agree, we can say this
because Mrs. Roby is not here, that listening to an Alabama fan
should be a prohibited transaction——

Chairman ROE. Should have been University of Texas——

Mr. ANDREWS. It is a prohibited transaction under ERISA.
[Laughter.]

Chairman ROE. Should have been UT, you would have been all
right.

Thank you.

Mr. STEIN. Thank you.

Chairman RoOE. Mr. Tarbell.
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STATEMENT OF JEFFREY TARBELL, DIRECTOR,
HOULIHAN LOKEY

Mr. TARBELL. Thank you, Chairman Roe, Ranking Member An-
drews, and members of the committee for the opportunity to testify.

I am testifying today to voice concerns regarding certain unin-
tended consequences of the proposed redefinition of the fiduciary.

These concerns are not simply shared by my firm, Houlihan
Lokey, but by other providers of valuation and fairness opinion pro-
viders who I am representing today.

National associations such as the American Society of Apprais-
ers, the ESOP Association and the American Institute of Certified
Public Accounts also have raised similar concerns.

As reflected at the DOLs hearing on the subject in March, these
concerns are two-fold. First, as you know, the White House issued
an executive order earlier this year directing federal agencies to
use the least burdensome tools for achieving regulatory ends and
to select in choosing among alternative regulatory approaches,
those approaches that maximize net benefits.

However, the DOL has provided no meaningful cost-benefit anal-
ysis that would satisfy this directive.

Insurance has long been used by plan fiduciaries to mitigate
ERISA litigation risk, but no such product currently exists for
firms like ours that provide valuation and fairness opinion services.
Nor has the DOL produced any evidence projecting the cost of that
insurance.

The group of firms that I represent has estimated that cost to be
up to $180 million annually.

The proposed rule would also lead to a substantial increase in
litigation costs to valuation and fairness opinion providers and
those increase costs would translate into higher fees for employee
benefit plans and their sponsors.

For many firms, the cost to defend a single case, whether found
guilty or not, would likely exceed their annual profits and for
smaller firms is likely to put them out of business.

Given the direct cost and increased risk, many firms, including
my own, would find it difficult to continue providing these services
related to ERISA plans. Thus, it wouldn’t surprise me if many
firms left the market which would result in reduced competition
and increased cost. And, again, those increased costs will translate
into higher fees for plans and plan sponsors.

Valuation and fairness opinion providers also would need to re-
tain separate ERISA counsel to represent them on ESoft trans-
actions which is projected to add between $30,000 and $100,000 to
the cost of each transaction. The total cost for the thousands of
Esoft-owned companies is estimated to exceed $50 million a year.

Second, the proposed rule directly conflicts with impartiality re-
quirements under professional standards of valuation practice and
the internal revenue code. The core elements of the ethical stand-
ards of the valuation profession require that a valuation be per-
formed independently.

The Uniform Standards of Professional Appraisal Practice,
known as USPAP, which is the generally recognized ethical stand-
ard for the valuation profession, imposes specific conduct require-
ments on valuation providers, including an impartiality require-
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ment. Federal regulations promulgated by the IRS incorporate
these ethics standards.

Furthermore, IRS regulations require valuations of employer se-
curities to be performed by a qualified independent appraiser who
is not a party to the transaction and is not related to any party
to the transaction.

An independent appraiser will be deemed to have prepared a
qualified appraisal if the appraisal has been prepared in accord-
eﬁr{lge with the substance of principles of USPAP according to the

Thus, it is impossible for a valuation provider to provide an im-
partial opinion of value of privately held securities and be a fidu-
ciary as required by the proposed regulation.

As a fiduciary, the valuation provider’s duty to act with loyalty
that is solely in the interest of the participants and beneficiaries
would contradict the provider’s ability to act impartially. The unin-
tended consequences of the DOLs proposed rule are not outweighed
by any perceived benefits. The DOL claims the proposed rule is
aimed at correcting a common problem of substantial valuation
work; however, the DOL has provided no empirical support show-
ing that such a problem is widespread and, to my knowledge, the
agency has no in-house expertise to make such a determination.

The agency has also provided no explanation as to the nature of
the problem.

The DOLs stated goal to regulate valuation and fairness opinion
providers by making them fiduciaries will lead to expensive litiga-
tion brought by plaintiff’s firms but it will not transform careless
valuation providers into careful ones. Nor does the agency’s stated
goal actually articulate any standards by which the agency would
evaluate whether valuation work is satisfactory or substandard.

The DOL issued a proposed adequate consideration regulation
more than 20 years ago that was intended to provide standards for
plan fiduciaries in the ESOP area; however, that proposed guid-
ance has never been finalized.

Valuation and fairness opinion providers are willing to work with
the DOL to develop guidelines on valuation issues of concern to the
agency.

I close by noting that valuation professionals like me share the
DOLs desire to make sure that valuations are prepared carefully
and appropriately. To that end, my firms and other firms I rep-
resent today welcome an opportunity to discuss standards and an
appropriate enforcement framework that avoids the unintended
consequences posed by the DOLs proposed rule.

Thank you for the opportunity to testify, and I look forward to
questions.

[The statement of Mr. Tarbell follows:]

Prepared Statement of Jeffrey Tarbell, Houlihan Lokey

Good morning. Thank you Chairman Roe, Ranking member Andrews, and mem-
bers of the Subcommittee for the opportunity to testify this morning. My name is
Jeff Tarbell. I am a Director with Houlihan Lokey, an investment bank that, among
other things, provides valuation and fairness opinion services related to Employee
Stock Ownership Plans (“ESOPs”). I have more than 20 years of experience ren-
dering valuations and fairness opinions, many of these related to ESOPs.

I am testifying today to voice concerns regarding certain unintended consequences
of the proposed regulation issued by the Department of Labor (“DOL”), which would
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amend the definition of “fiduciary” under the Employee Retirement Income Security
Act of 1974, as amended (“ERISA”). These concerns are not shared simply by
Houlihan Lokey, but by other providers of ESOP valuations and fairness opinion
services whom I am representing today.!

As reflected at the DOL’s March 1st and 2nd hearing on the subject, our concerns
are two-fold: (1) the costs of the proposed rule on employee benefit plans and the
employers who sponsor them would be significant; and (2) the proposed rule directly
conflicts with longstanding professional and regulatory standards of valuation prac-
tice requiring that an appraiser provide an independent and impartial opinion of
value. Furthermore, if the DOL’s goal is to regulate valuation and fairness opinion
providers directly, then the agency first needs to put in place regulatory standards
governing the provision of valuations and fairness opinions. Houlihan Lokey and
other providers of valuations and fairness opinions, as well as the ASA, are ready
and willing to discuss a reasonable framework of standards and enforcement, but
enforcement through fiduciary labeling is a misguided and problematic approach.

Before specifically addressing those concerns, it should be noted that the DOL’s
proposed rule represents a sudden reversal of the agency’s longstanding treatment
of providers of valuations and fairness opinions related to employee benefit plans.
Firms providing ESOP valuations and fairness opinions long have relied on the
DOL’s 1976 advisory opinion that a person retained to conduct a valuation of pri-
vately held stock to be offered to, or held by an ESOP does not function as a fidu-
ciary under ERISA. The factual bases for that advisory opinion continue to be true
today. As the DOL noted in that opinion, an ESOP valuation or fairness opinion
does not make a recommendation as to a particular investment decision, does not
address the relative merits of purchasing particular employer securities, nor does
the ESOP valuation or fairness opinion provider have any decision making authority
over a trustee’s decision whether to purchase or sell the employer securities. In
other words, an ESOP valuation or fairness opinion does not constitute “investment
advice.” Consequently, it is contrary to the DOL’s 35 year-old position and unreason-
able that ESOP valuation and fairness opinion providers, or other providers valuing
assets belonging to ERISA plans, now should be singled out for fiduciary treatment.

Concerns with the DOL’s Proposed Fiduciary Definition

1. The Public Record Shows That The Costs Of The Proposed Rule Would Be
Substantial To Employee Benefit Plans And Their Employer Sponsors

As you know, earlier this year, the White House issued an Executive Order direct-
ing federal agencies to use “the least burdensome tools for achieving regulatory
ends,” and to “select, in choosing among alternative regulatory approaches, those ap-
proaches that maximize net benefits.” Executive Order 13563, 76 Fed. Reg. 3821
(Jan. 18, 2011). However, the DOL has provided no meaningful cost-benefit analysis
that would satisfy the Administration’s directive.

While insurance has long been used by plan fiduciaries to mitigate their ERISA
litigation risk, the administrative record is clear that no such product currently ex-
ists for firms providing valuation and fairness opinion services related to ERISA-
covered plans. Based on the stringent cost-benefit analysis that is now required by
the executive branch, reliable data must be obtained to quantify the identified in-
surance cost. And yet, no evidence has been introduced by the DOL as to the pro-
jected cost of that insurance. The group of firms that I represent has attempted to
estimate the cost of a valuation-specific insurance product by considering the cost
of fiduciary insurance coverage for ESOP trustees, which is typically based on assets
under management. The group understands from conversations with industry rep-
resentatives and other information in the public domain that premiums range be-
tween $100 to $200 per $1 million of assets under management. See Fiduciary In-
surance—Understanding Your Exposure, at 12, available at ht¢tp:/ /www.naplia.com.
The ESOP professional associations project that the total assets owned by ESOPs are
roughly $900 billion. See National Center for Employee Ownership statistics, avail-
able at http:/ /www.nceo.org /main/articl /php/id/21; The ESOP Association statis-
tics, available at http://www.esopassociation.org [ media / media—statistics.asp.
Using that ratio, the aggregate fiduciary insurance costs for valuation and fairness
opinion providers would range from $90 million to $180 million annually.

In addition to increased insurance costs, the proposed rule also would lead to a
substantial increase in litigation costs to valuation and fairness opinion providers.
As I understand it, fiduciary insurance policies often contain a high deductible be-

1The firms include: Chartwell Capital Solutions, Columbia Financial Advisors, Inc., ComStock
Adyvisors, Duff & Phelps, LLC, Houlihan Lokey, Prairie Capital Advisors, Inc., Stout Risius Ross,
and Willamette Management Associates.
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fore coverage begins. Thus, a provider may be faced with substantial out-of-pocket
costs just to establish its compliance with professional standards. For many firms,
the cost to defend a single case would likely exceed their annual profits. Those in-
creased costs would translate into higher fees for the employee benefit plans and
their sponsors.

In addition, internal costs driven by the regulation, such as additional records
maintenance, and the development of policies and procedures, also will be incurred.
Valuation and fairness opinion providers would need to consider these new costs in
pricing their services. These increased fees would not only impose direct, immediate,
and incremental costs on employers, most of whom are small or mid-size businesses,
but those costs would likely increase over time. In this regard, given all the direct
costs and increased risk, many firms, including my own, would find it difficult to
continue providing valuation and fairness opinions services relating to ERISA plans.
Thus, commentators believe that many firms—particularly the larger, better capital-
ized firms—would have a disincentive to continue providing valuations and fairness
opinion to ERISA plans in light of the increased costs and litigation risk. Such a
decrease in competition would result in further increasing costs which, again, would
translate into higher fees for employee benefit plans and their sponsors.

In addition to the cost of insurance, retention and regulatory compliance, ESOP
valuation and fairness opinion providers, as proposed fiduciaries, also would bear
the cost of hiring their own separate ERISA counsel to represent them in ESOP en-

agements. It is projected that retaining ERISA counsel would add $30,000 to
%100,000 to the overall cost of each ESOP purchase or sale transaction. This esti-
mate is based on what an ESOP trustee’s ERISA counsel generally charges in a
transaction, and the cost of legal counsel retained by valuation or fairness opinion
providers in non-ERISA transactions. One ESOP trade organization estimates that,
on average, approximately 1,000 ESOP transactions occur annually. Using that fig-
ure, the projected added cost for ESOP transactions would range from $30,000,000
to $100,000,000 annually. In addition, assuming the cost of retaining counsel to re-
view a valuation is, on average, approximately $5,000, the total cost for the 11,500
existing ESOP companies would exceed $50 million a year. Again, these costs would
be passed directly on to plans and their sponsors.

1I. DOL’s Proposed Rule Is At Odds With Impartiality And Independence Re-
quirements Under Professional Standards Of Valuation Practice And The
Internal Revenue Code

The core elements of the ethical standards of the valuation profession require a
valuation to be performed independently and without bias in favor of any party. The
Uniform Standards of Professional Appraisal Practice (“USPAP”), which are the
generally recognized ethical standards of the valuation profession, contains an eth-
ics rule which imposes specific conduct requirements on valuation providers, includ-
ing an impartiality requirement. See USPAP Ethics Rule, http://www.uspap.org/
2010USPAP/ USPAP/frwrd/uspap—toc.htm. (appraiser “must not perform with
bias” and “must not advocate the cause or interest of any party or issue. * * *7),

Federal regulations promulgated by the Internal Revenue Service (“IRS”) incor-
porate these industry ethical standards. In particular, IRS regulations provide that
an ESOP can only be considered a qualified trust under the Code if “all valuations
of employer securities which are not readily tradable on an established securities
market with respect to activities carried on by the plan are by an independent ap-
praiser,” see Code § 401(a)(28)(C), as defined in Treasury regulations promulgated
under Code § 170(a)(1) (emphasis added). A “qualified independent appraiser” under
these regulations is a person who, among other things “is not a party to the trans-
action, and is not related to any party to the transaction.” 26 C.F.R. § 1.170A-
13(c)(5)(i)(emphasis added). Under IRS advisory guidance, a “qualified appraisal”
has been conducted by a “qualified appraiser” within the meaning of § 1.170A-13
only if it is done “in accordance with generally accepted appraisal standards.” I.R.B.
2006-46. The IRS has clarified that this would include appraisals “consistent with
the substance and principles of [USPAP].” See Proposed Reg. 26 C.F.R. § 1.170A-
17(a) (1)-(2) (proposing to codify guidance under I.R.B. 2006-46).

It is impossible for a valuation provider to provide an impartial opinion of the
value of privately held securities and be a fiduciary to the holder, purchaser or sell-
er of those securities, as required by the proposed regulation. As a fiduciary, the
valuation provider’s fiduciary duty to act “solely in the interest of the participants
and beneficiaries” would contradict the provider’s ability to act impartially. For ex-
ample, the valuation provider would have a fiduciary duty to advocate the advis-
ability of making a particular investment. However, the standards under the Code
and well-established professional standards provide that the role of such a person
is not to advocate for a value, or an investment, on behalf of anyone, but instead
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provide an impartial opinion as to the value of a particular security, no matter who
asks the question. Asking a valuation provider to ignore its ethical responsibility
and be partial to plan participants is akin to asking a judge to be biased in handing
down a verdict to his own client.

III. If The DOL Wishes To Correct Any Perceived Problems With Valuation
Standards Of Practice, The Agency Should Establish What Those Stand-
ards Are First Before Turning To The Question Of Enforcement

The DOL has claimed that the proposed rule is designed to correct the “common
problem” of substandard valuation and fairness opinion provider work. However, the
DOL has provided no empirical support in the record showing that such a “problem”
is widespread, and, to my knowledge, has no in-house expertise to even make such
a determination. The agency also has provided no explanation as to the nature of
the problem; that is, whether “faulty” valuations are the product of insufficient fact-
gathering or analysis, computational errors, unreasonable use of assumptions on
critical factors, or improper reliance on valuation methodologies that the DOL op-
poses as a policy matter.

The DOL’s stated goal to regulate valuation and fairness opinion providers by
making them fiduciaries, will lead to expensive litigation brought by plaintiffs’
firms, but it will not transform those careless valuation providers into careful ones.
Nor does the agency’s stated goal actually articulate any standards by which the
agency would evaluate whether valuation work is satisfactory or substandard. The
DOL issued a proposed adequate consideration regulation more than twenty years
ago that was intended to provide standards relating to ESOP valuation. See Pro-
posed Regulation Relating to the Definition of Adequate Consideration, 53 Fed. Reg.
17,632 (1988). Ironically, that proposed guidance has never been finalized. Valuation
and fairness opinion providers are willing to work with the DOL to develop guidance
on valuation issues of concern to the Agency. Established standards would be impor-
tant not only for firms providing valuation and fairness opinion services, but for
ERISA fiduciaries and DOL personnel charged with reviewing and evaluating such
valuations or opinions. Whether that person is an “internal” fiduciary within the
company, or retained independently, the ERISA fiduciary must conduct a prudent
investigation as to the merits of a proposed transaction and, therefore, would need
to have a basic understanding of governing standards.

As it stands, the DOL’s proposed rule is the proverbial example of putting the cart
before the horse. Regulatory standards of practice governing valuation and fairness
opinion provider services should be agreed upon before turning to the question of
enforcement of such standards. With respect to enforcement, for the reasons above,
making a valuation or fairness opinion provider a fiduciary is a misguided approach
because it imposes unnecessary costs on the backs of ERISA plans and their em-
ployer sponsors, and directly contradicts established professional and regulatory
standards.

I close by noting that valuation professionals like me join the DOL’s desire to
make sure valuations are prepared carefully and appropriately. To that end, my
firm and the other valuation and fairness opinion firms I am representing welcome
an opportunity to discuss standards and an appropriate enforcement framework
that avoids the unintended consequences and insurmountable conflicts posed by the
DOL’s proposed rule.

I appreciate the opportunity to testify this morning and welcome any questions
from you, Ranking member Andrews or other members of the Subcommittee at this
time.

Chairman ROE. I thank you.
And, Mr. Bentsen, welcome back. And you may be glad you are
on the other side of the dice today instead of here.

STATEMENT OF KENNETH BENTSEN, JR., EXECUTIVE VICE
PRESIDENT, SECURITIES INDUSTRY AND FINANCIAL MAR-
KETS ASSOCIATION

Mr. BENTSEN. Well, I don’t know. Thank you, Mr. Chairman,
though, and I appreciate the hall pass to come around the corner
from the Financial Services Committee.

I appreciate, Mr. Chairman, Ranking Member Andrews, and
members of the committee for holding this very important hearing.
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However well intentioned, we believe the department’s proposed
regulation has far broader impact than the problems it seeks to 