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PENSION SECURITY: DEPARTMENT OF LABOR
[DOL] ENFORCEMENT OF THE EMPLOYEE
RETIREMENT INCOME SECURITY ACT
[ERISA] AND THE LIMITED SCOPE AUDIT
EXEMPTION

THURSDAY, FEBRUARY 12, 1998

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON HUMAN RESOURCES,
COMMITTEE ON GOVERNMENT REFORM AND OVERSIGHT,
Washington, DC.

The subcommittee met, pursuant to notice, at 9:30 a.m., in room
2203, Rayburn House Office Building, Hon. Christopher Shays
(chairman of the subcommittee), presiding.

Present: Representatives Shays, Pappas, Towns and Kucinich.

Also present: Representative Payne.

Staff present: Lawrence J. Halloran, staff director and counsel;
Samantha Sherman, professional staff member; Nghiem Pham, act-
ing clerk; and Cherri Branson, minority counsel.

Mr. SHAYs. I'll call this hearing to order and thank everyone for
being here.

Trust, but verify. That succinct maxim of national security policy
is also a fundamental tenet of our pension security policy. The Em-
ployee Income Retirement Security Act [ERISA] entrusts the man-
agement of funds to plan administrators and trustees, but verifies
the integrity of pension assets and transactions through annual au-
dits and Department of Labor [DOL] enforcement.

However, since 1989, the Department, its Inspector General, and
the General Accounting Office [GAO] have pointed to a widening
blind spot in the pension security system: the limited scope audit
exemption. Based on the presumption that pension funds held by
banks and other regulated entities were already adequately pro-
tected, the exemption put those assets beyond the direct view of
plan auditors.

There lies the danger. In 1974, the presumption underlying the
exemption may have been valid, but much has changed since then.
The collapse of the savings and loan industry forcefully rebutted
many prevailing presumptions about the implicit security of regu-
lated financial institutions.

Sound accounting standards no longer acknowledge the validity
or utility of “piecemeal” or limited audit opinions. As a result,
ERISA’s limited scope audit exemption works to put not just ex-
empt assets, but all of a plan’s assets, outside the protection af-
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forded by an unqualified opinion on the fairness, accuracy and in-
tegrity of pension assets, procedures and transactions.

Administrations of both parties have urged repeal of the limited
scope audit exemption, to standardize pension enforcement and en-
hance pension protections. But that effort, so far, appears to have
been captive to ERISA’s success. Banks, insurance companies and
fund managers call the repeal proposal “a solution in search of a
problem.” The lack of notorious or devastating pension failures,
they argue, proves no additional safeguards are needed. They be-
lieve the cost and administrative burden of full scope ERISA audits
cannot be justified by tangible benefits.

So today we ask the Department of Labor, the IG and the GAO
to describe the risks to effective enforcement of pension security
posed by use of the limited scope exemption which now shields
from full view $939 billion in pension assets held for more than 29
million beneficiaries.

And we ask those who use the exemption to justify their con-
fidence that the current bifurcated audit system provides the vigi-
lant, preventive safeguards those pension beneficiaries expect and
deserve.

This oversight subcommittee cannot adopt legislation to repeal
the limited scope audit exemption. But we can, through hearings
like this, help the Department and the Congress take steps to im-
prove pension security and enforcement. That is our charge, and
we welcome the testimony of all our witnesses in that effort.

We haven’t given the gentleman from New Jersey much time to
sit down and relax, but we have commenced this hearing, and I
would first like to welcome the Honorable Donald Payne, who is
the ranking member of the Educafion and Workforce Subcommittee
on Employer/Employee Relations. This is an investigative commit-
tee for waste, fraud and abuse. We look at programs, we swear our
witnesses in, and we evaluate the programs. The legislative effort,
if it were to proceed, would proceed through Mr. Payne’s commit-
tee, and, therefore, we are particularly grateful that he’s here and
would welcome any statement he’d like to make and welcome his
participation.

Mr. PAYNE. Thank you very much. I appreciate the opportunity
to sit in for a while. This is a crazy day. It seems they try to do
everything on Thursday. The Secretary of State is right next door,
as a matter of fact.

But, as the ranking Democrat on the House Education and
Workforce Subcommittee on Employer/Employee Relations, I am
pleased to be an original co-sponsor, and I'd like to commend my
colleague, Representative Chris Shays, for his outstanding leader-
ship on this issue, which would impact on the retirement security
of millions of Americans, and I'd like to just commend him for
much of the progressive legislation that has come out, especially
from his side, during the past decade has been Chris Shay’s re-
sponsibility, and so I really feel pleased to be working with him in
this regard.

Repealing the limited scope audit exemption will give plan par-
ticipants and beneficiaries, and Federal law enforcement officials,
more assurance that the financial statements of the ERISA plans
are secure, by exposing them to the sunlight of an audit. There is
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no obligation to say anything whatsoever as to the fair presentation
of a plan’s financial activity because of the information that was
not audited, not which was audited, but information which was not
audited.

Therefore, there is absolutely no assurance regarding the plan’s
financial statements. Currently, a loophole limited scope audit pro-
vides no protections for billions of dollars in people’s retirement
savings, because about half of the 65,000 plans that have annual
financial statement audits use limited scope audits. More than
$950 billion in plan assets, out of about a $2 trillion pot, are not
subject to audits. This practice creates an unacceptable loophole for
plan auditors over the income that millions will be depending upon
when they retire.

Requiring independent auditors to conduct full scope audits,
would both make the auditors more responsible and provide an ele-
ment of assurance to plan participants. This bill would go a long
way toward ensuring that the plan’s financial statements are fairly
represented, and the main thing, protecting millions of people’s
livelihood. Millions of Americans are depending on us to protect
their retirement security, and it is up to us not to let them down.

Thank you, Mr. Chairman.

Mr. SHAYS. Thank you, Mr. Payne. Thank you for your very kind
words as well.

We have two panels and three witnesses on each panel, I believe.
Our first panel includes Olena Berg, Assistant Secretary of Labor,
Pension and Welfare Benefits Administration, U.S. Department of
Labor; Patricia Dalton, Deputy Inspector General, U.S. Department
of Labor; and David L. Clark, Director, Audit Oversight and Liai-
son, Accounting and Information Management Division, U.S. Gen-
eral Accounting Office.

We have a wonderful panel. I need to swear you in. Will you
please rise?

[Witnesses sworn.]

Mr. SHAYS. We'll start with you.

STATEMENTS OF OLENA BERG, ASSISTANT SECRETARY OF
LABOR, PENSION AND WELFARE BENEFITS ADMINISTRA-
TION, U.S. DEPARTMENT OF LABOR, ACCOMPANIED BY ALAN
LEBOWITZ; PATRICIA A. DALTON, DEPUTY INSPECTOR GEN-
ERAL, U.S. DEPARTMENT OF LABOR; AND DAVID L. CLARK,
DIRECTOR, AUDIT OVERSIGHT AND LIAISON, ACCOUNTING
AND INFORMATION MANAGEMENT DIVISION, U.S. GENERAL
ACCOUNTING OFFICE

Ms. BERG. Well, thank you, Mr. Chairman, and I appreciate you
and the subcommittee inviting me this morning to testify on H.R.
2290, the “Security Enforcement Compliance and Retirement
Under ERISA Act,” the SECURE bill. Mr. Chairman, I applaud you
and Congressman Payne for sponsoring SECURE and for the bipar-
tisan support that you've brought to this important initiative.

Stronger audits, rapid reporting of crimes, new standards of ac-
countability for the profession that helps to protect our pensions,
and civil penalty improvements, are the hallmarks of this proposal.

As you've already pointed out, administrations of both parties
have called for most of the changes contained in this bill for over
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a decade, and as you’'ll be hearing, the Department of Labor’s In-
spector General and the General Accounting Office have both iden-
tified the problem early on and have advocated these reforms as a
high priority. Now it’s time for the Congress to act.

I want to begin my testimony this morning by asking you a ques-
tion. How many of you would invest your money in a busmess
where auditors are prevented from reviewing all of the company’s
assets and operations and, as a result, decline to issue any opinion
about the fair presentation of the company’s financial statements?

Mr. SHAYS. Are we under oath?

Ms. BERG. And yet, under ERISA nearly 40 million plan partici-
pants are in plans that have this type of audit.

ERISA requires that larger pension plans, those with over 100
participants, receive an annual financial audit, but the law, as
we've been talking about, permits plan administrators to elect the
so-called “limited scope audit” if any of the plan’s assets are held
in a regulated financial institution, such as a bank or insurance
company.

Now, it’s clear that Congress wanted plans to be audited, but
also wanted to keep audit costs as low as possible, and Congress
did not want plan auditors to duplicate the work of the financial
institution’s auditors. Well, this approach may have worked while
ERISA was being drafted, but there have been subsequent changes
to auditing conventions, and those changes have turned the limited
scope audit into an enormous loophole. Let me explain.

In a full scope audit, the accountant offers his or her opinion
about the financial statements taken as a whole. I've provided you
with examples of the typical kind of language, because, for me, this
is the easiest way to point out the problem. These are the actual
language from a company with both a full audit and the limited
scope audit. The typical language of the full scope audit reads in
part as follows: “In our opinion, the financial statements referred
to above present fairly, in all material respects, the net assets
available for benefits to the plan in conformity with generally ac-
cepted accounting principles.” If this statement is qualified in any
way at all, that is a big red flag.

If a limited scope audit is performed, however, the auditor ren-
ders no opinion whatsoever. The opinion is disclaimed even for the
assets that aren’t held by the regulated financial institutions.
Again, let me refer you to the language in a typical disclaimed
opinion: “Because of the significance of the information that we did
not audit we are unable to, and do not, express an opinion on the
accompanying ﬁnanc1al statements and supplemental schedules
taken as a whole.”

So, in short, the Department, the plan sponsor, and the plan par-
ticipants have no auditor’s opinion to provide them assurance that
the plan assets are secure.

As Congressman Payne already noted, of the 70,000 plans that
are required to have an annual financial audit, about half of them
are receiving these limited scope audits, 1nvolv1ng $950 billion in
plaél assets, plan assets that are not now subject to a meaningful
audit.

As far as I'm aware, the use of a limited scope audit is not per-
mitted by any other Federal statute.
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In the written statement I presented for you, I described a num-
ber of cases which I believe clearly demonstrate the value of a full
scope audit over a limited scope audit. I described three cases in
which the plan’s auditor performed a full scope audit, which dis-
closed serious problems. This disclosure on the audit reports led us
to open investigations, and in two of those cases our enforcement
actions resulted in substantial recoveries of almost $13 million for
the participants.

In the third case, the auditor’s report caused the plan sponsor to
take corrective action before we even got there, which I would sub-
mit to you is an even better result.

I also described two other cases where the plan’s auditors per-
formed limited scope audits. In those cases, the auditors’ reports
failed to note serious problems that we later discovered in our in-
vestigations. Here we recovered approximately $22 million for the
plan participants.

Now, we do recognize that eliminating the limited scope audit
will increase the costs of auditing ERISA plans, and while it’s im-
possible to say exactly what those costs will be, based on informa-
tion provided to us by the profession, by the AICPA, we believe
that any cost increase will be on average less than $4 per partici-
pant per year. I think if you ask most plan participants if they'd
be willing to pay a few extra dollars a year to know that their plan
has had a meaningful audit they would say certainly.

Mr. Chairman, in our view, H.R. 2290 is a thoughtful and a bal-
anced proposal. It will result in improved audits conducted by well-
qualified accountants.

Again, I commend you and Congressman Payne for sponsoring
this important improvement to the security of American workers’
hard-earned retirement benefits.

I'd be happy to respond to any questions you may have.

you.
[The prepared statement of Ms. Berg follows:]



STATEMENT OF OLENA BERG
ASSISTANT SECRETARY OF LABOR
PENSION AND WELFARE BENEFITS ADMINISTRATION
BEFORE THE HOUSE GOVERNMENT REFORM AND OVERSIGHT
SUBCOMMITTEE ON HUMAN RESOURCES AND INTERGOVERNMENTAL
RELATIONS

February 12, 1998

INTRODUCTION

Mr. Chairman and Members of the Subcommittee, thank you for inviting me to testify on
H. R. 2290, the “Security Enforcement Compliance in Retirement Under ERISA Act”
(SECURE). Mr. Chairman, I applaud you and Congressman Payne for sponsoring SECURE,
and for the bipartisan support you have brought to this important initiative. While H. R. 2290
would make relatively minor changes to ERISA, it would make a significant improvement in
the security of the benefits of millions of ERISA plan participants and their families.

Stronger audits, rapid reporting of crimes, new standards of accountability for the
profession ti‘lal helps to protect our pensions, and civil penalty improvements, are the
hallmarks of this proposal. As the Assistant Secretary for Pension and Welfare Benefits, my
charge is 1o protect and strengthen this nation’s private-sector pension system. I can think of
few pension bills currently before the Congress that would make such significant improvements
in the safety of workers® benefits as the SECURE bill. This Subcommittee’s interest in
retirement security is greatly appreciated, and we in the Administration want to work closely
with you, Mr. Chairman, and the other Members of this Subcommittee to enact this legislation

during this session of Congress.



Administrations of both parties have called for most of the changes contained in this bill
for over a decade. The Department of Labor’s Inspector General and the General Accounting
Office have identified these reforms as a high priority to safeguard pensions in America. It is
time for Congress to act. Mr. Chairman, thank you for taking these important steps to fulfill
our shared respousibilities.

THE PROBLEM
R 1 of Limited-S Audi

I want to begin my testimony today by asking the Subcommittee Members a question.
How many 01.r you would invest your money in a business whose auditors are prevented from
reviewing all of the company’s assets and operations and. as a result, decline to issue any
opinion about the fair presentation of the financial statements? And yet, under the Employee
Retirement Income Security Act of 1974 (ERISA), a law whose stated purpose is to protect the
benefits of American workers. nearly 40 million ERISA plan participants receive benefits from
plans that have this type of audit.

Current law requires that larger pension plans, those with over 100 participants, receive
an annual financial audit. Since there was no audit requirement prior to the enactment of
ERISA, it is clear that Congress specifically contemplated that audits by independent, qualified
public accountants would be a key element of ERISA's enforcement scheme to protect the
hard-earned benefits of workers, retirees, and their families.

ERISA, however, permits plan assets held in certain regulated financial institutions, such
as banks or insurance companies, to be excluded from the scope of an annual financial audit. Ifa
plan administrator has ¢lected a “limited-scope™ audit, the regulated financial institution holding

2



plan assets certifies as to the identity and value of the assets it holds. As a consequence of the
plan administrator’s decision to elect the limited-scope audit, the plan auditor is prohibited by
professional auditing standards from rendering any opinion whatsoever. The auditor’s opinion is
"disclaimed," even for assets.not held by financial institutions and for plan operations that
were examined. The Department, plan sponsors and participants have no auditor's opinion to
provide assurance that plan assets are secure.

The discretion to limit the scope of the audit was given to plan administrators when
ERISA was enacted in 1974. While Congress clearly wanted plans to be audited, it also wanted
to keep audit costs as low as possible. Congress also did not want plan auditors to duplicate the
work of financial institutions’ auditors. At the time that ERISA was being drafted, auditors were
permitted to render what were known as “piecemeal opinions.” A “piecemeal opinion,” as the
name suggests. was one in which the auditor rendered an opinion only on the assets the auditor
actually reviewed and disclaimed an opinion on the other plan assets the auditor had not
reviewed. While not ideal, this at least provided some assurance of the plan’s integrity.
However, by the time ERISA was enacted, the American Institute of Certified Public
Accountants (AICPA) had issued a professional auditing standard prohibiting this type of
opinion. The AICPA believed that piecemeal opinions tended to overshadow or contradict the
overall opinion expressed by the auditor, potentially misleading users of the financial statements.
Professional auditing standards now require that auditors express an opinion on an entity’s
financial statements “taken as a whole.”

In our view, the limited-scope audit and resulting disclaimed opinions are inconsistent

with the compliance structure Congress believed it enacted in 1974, i.e., a combination of self-



policing, private rights of action and government oversight. I want to quote from a typical
auditor’s report where a limited-scope audit was elected to help you better understand what little
value it has and what little comfort it provides:

As permitted by Section 2520.103-8 of the Department of Labor’s Rules and Regulations

for Reporting and Disclosure under the Employee Retirement Income Security Act of

1974, the [plan] Committee instructed us not to perform, and we did not

perform, any auditing procedures with respect to the information certified by . . . the

Trustee of the Plan, except for comparing the information with the related information

included in the financial statements and supplemental schedules . . . . Because of the

significance of the information that we did not audit, we are unable to, and do not,
express an opinion on the accompanying financial statements and supplemental schedules
taken as a whole . . . . (Emphasis added.)

The lack of an opinion in these reports has made requiring an audit largely meaningless
and tens of thousands of such audit reports are submitted every year.

About half of the nearly 70,000 plans that are required to have annuai financial statement
audits (34.200) receive limited-scope audits. More than $950 billion in plan assets out of an
estimated $3 trillion subject to the audit requirement are not subject to a meaningful audit.

Neither plan participants nor the fedeval government can be certain that nearly one
trillion in plan assets is secure. The very idea that workers’ money held in trust for retirement
purposes, some of which is insured by the Pension Benefit Guaranty Corporation,
can escape a meaningful audit is unsettling. Significantly, so far as I am aware, the use of the
limited-scope audit is not permitted by any other federal statute.

Another problemn we encounter with the limited-scope audit is that auditors who are
engaged to perform them believe that, since no opinion is rendered, he or she is not liable for

any problems. This lack of accountability, coupled with a plan fiduciary’s push to keep audit

expenses low, unfortunately, acts as a real disincentive for thorough audit work. The limited-
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scope audit has become a mindless, mechanical process that does not focus on the safety of a
plan’s assets. It has become a way to satisfy the requirement to have an annual audit with the
least amount of effort.

The ability to conduct a limited-scope audit undermines two of the primary goals the
ERISA audit requirement seeks to achieve. First, independent public accountants can deter
would-be wrongdoers by exposing the operations of a benefit plan to the "sunlight” of an audit
done in accordance with generally accepted audit standards. Second. the himited-scope audit
approach also impedes effective enforcement. This approach to ERISA enforcement builds on
the private sector role of auditors to ensure that financial statements fairly reflect the financial
condition of the entity audited, make full disclosures and comply with generally accepted
accounting principles. It is obviously more efficient and effective to prevent problems from
occurring through audits of plans than to expend government resources attempting to restore
plan assets lost through fraud or abuse. The annual audit helps PWBA leverage limited
enforcement resources by relying on the work of plan auditors to uncover and report problems
to PWBA. PWBA currently has authorized stafting of 709 FTEs to administer and enforce all
of ERISA’s requirements for 750,000 pension and 2.5 million health plans. If we were to
systematically review this universe plan-by-plan, we would reach each pension plan once every
170 vears or so. With health plans added in. we would complete our review of each plan in
300 years.

PWBA’s Experience with Full and | imited-Scope Audits
Full-Scope Audits
I want to describe for you a few cases that demonstrate the value of thorough, full-scope

5
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audits. One case was opened by PWBA's Atlanta Regional Office based on a review of the
plan’s audit report by our Chief Accountant’s Office. The report described a possible ERISA
violation by the plan trustees relating to the purchase of employer securities. The Atlanta
Regional Office investigated and determined that the trustees, indeed, had violated ERISA but
that the violations had already been corrected as a result of the auditor’s report to the plan. We
believe this example of self-enforcement is exactly what Congress had in mind when it required
plans to be audited.

Another case, opened by PWBA's San Francisco Regional Office based on a review of an
employee stock ownership plan’s (ESOP's) full-scope audit report noted that the per share value
of the plan sponsor’s stock, in a little over one and one-half years, had fallen from $7.04 to $1.45.
The investigation uncovered serious ERISA fiduciary violations and resulted in a settlement
which restored $7.5 million to the plan participants.

A third example demonstrating the value of full-scope audits involved a profit sharing
plan. The case originally was opened based on a review of its annual report (Form 5500) and
full-scope audit opinion. The initial review indicated 99.7% of plan assets were invested in
certificates of deposit through banks in which the trustees were substantial shareholders. The
investigation confirmed that the investment was a prohibited transaction. Voluntary compliance
was achieved by having the plan trustees redeem the certificates of deposit. totaling more that $5
million, and investing the proceeds in a diversified manner.

These three cases clearly demonstrate the value of full-scope audits. If an auditor
discovers a significant problem, the report will notify the plan trustees about the problem and

give them the opportunity to quickly correct it. If they do not correct the problem, we can
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institute enforcement action.

Limited-Scope Audits

Now [ want to talk about a couple of cases that PWBA has had involving limited-scope
audits that did not disclose violations of ERISA. An investigation was begun into potential
losses of a pension plan sponsored by a major U.S. corporation. PWBA's investigation
confirmed that the plan had, indeed, sustained large losses due to a plan investment manager
making highly speculative investments. PWBA recovered $22 million for the plan. The
limited-scope audit reports issued by the auditor gave no indications of problems with the
investment manager or account balances.

The last case that [ want to talk about involved a 401(k) plan. PWBA opened an
investigation based on 2 referral from another investigative agency. In that case, the plan
sponsor failed to make all of the employee contributions to the bank trustee. The plan’s
custodian/trustee inciuded the uncollected contribution amount on the participants’ statements
even though the money had not been received. The limited-scope audit report and audited
financiais did not disclose the delinquent contributions. PWBA recovered about $590,000 in
assets.

Before I leave my discussion of the repeal of the limited-scope audit provision, I want
to talk about some of the criticism you may have heard about “rogue™ accountants descending
on banks, insurance companies and mutual funds if the limited-scope audit option were
repealed.  As 1 said previously. currently, 34,500 plans receive full-scope audits every year.
In the more than 20 year history of ERISA, several hundred thousand fulf-scope audits have

been performed, yet we’ve never received a complaint about an accountant from a bank,
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insurance company, or mutual fund regarding plan accountants “descending” on these
institutions.

The repeal of the limited-scope audit provision does not mean that ERISA auditors must
audit the books and records of financial institutions currently covered by the exception.
Generaily, under the bill, plan auditors are to use what is known as a “single audit approach"
which uses a special report prepared by the auditors of affected banks and other institutions
that speaks to the reliability of the information generated by the bank. Plan auditors, then,
would be able 1o issue full-scope audit reports that provide assurance that plan assets are
secure.

ization

While it is impossible to say with any real precision, based on information provided to
us by the AICPA, we believe that any cost increase would be, on average, less than $4.00 per
participant. [ think that if you ask most plan participants, they would be very willing to pay a
few dollars more every year to make their benefits secure.

The increases in audit costs also need to be considered in the proper perspective. They
are very reasonable when you consider that for plans that receive a limited-scope audit, neither
plan participants nor the federal government are getting anything of value.

OTHER PROVISIONS OF SECURE

Before 1 leave today, I want to talk about some other very important provisions of

SECURE.
ional Requirem r A

We need to strengthen the standards for accountants who audit ERISA plans if the
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quality of their work is to be improved. Our recent review of the quality of ERISA plan audits
bears this out. In our study, we found that 19% of plan audits were deficient and 33% of plan
filings failed to satisfy ERISA’s reporting and disclosure requirements. These audits included
both full-scope and limited-scope audits. A prior study by our Inspector General's Office
reached similar conclusions. The bill, if enacted, would help to improve employee benefit plan
audits by requiring ERISA auditors to have an external quality control review and satisfy
continuing education requirements relating to ERISA plan audits. The proposal would also
erant the Secretary of Labor authority to impose additional qualifications or requirements on
accountants necessary to protect the integrity of plan assets. We expect to work constructively

with state licensing agencies and the AICPA in implementing these provisions.

Reporting Crimes Discovered During Audits

Under current law. there is no specific duty for an administrator of an employee benefit
plan. or an accountant who conducts a plan audit, to disclose promptly to the Secretary
information indicating that a crime involving the plan, such as embezzlement. bribery, or
kickbacks. may have nccurred. Under ERISA's current reporting rules, even the most

egregious violations are not required to be reported unti} 210 days after the end of the plan

year in which the offense occurred (which can be alinost two years later).

While plan accountants and auditors are often the first line of defense against fraud,
current rules permit this significant time lag between the detection of serious crimes and the
filing of an annual report with the government. This legislation requires that the Secretary be

notified by the plan administrator within five business days when he or she or the plan auditor
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discovers that there is evidence that certain specified, serious crimes like theft, embezzlement,
bribery or kickbacks may have occurred. Thé plan accountant has the responsibility to notify
us if the plan administrator fails to do so. Similar fast reporting requirements were enacted in
the "Private Securities Litigation Reform Act of 1995." The sooner we are made aware of
problems, the faster we can act to protect and restore plan assets.
Civil Penal

The bill imposes a civil penalty of up to $50,000 against any plan administrator or an
accountant who knowingly and willfully fails to report information required under the bill.
The proposed civil penalty is discretionary and, if enacted, we intend to implement it by
developing a penalty structure that would allow the $50,000 penalty to be assessed only in the
most serious cases. The proposed penalties are designed to ensure compliance and are no more
severe than those found in federal securities laws.
ERISA Section 502(1)

Finally, I want to talk about how the bill would affect ERISA section 502(1). Section
502(1) is a mandatory civil penalty paid by plan fiduciaries that applies to amounts paid under
“settlement agreements” or court orders in cases in which the Secretary is a party. A
“settlement agreement” is an agreement between PWBA and the fiduciary who we believe
committed a violation of ERISA, where PWBA agrees to release its claim against the fiduc¢iary
in exchange for cash or other property being returned to a plan. Section 502(1) was added to
ERISA by the Omnibus Budget Reconciliation Act of 1989 as an added enforcement provision,
but has created real problems in enforcement.

Section 502(1) inposes a mandatory civil penalty on fiduciaries equal to 20% of the

10
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amount recovered in a fiduciary breach action. In practice, this mandatory 20% penalty has
become a surcharge on settlements. It has distorted the process of negotiating settlements and
has produced extensive litigation which may have been avoided by settlements. It has not
resulted in the collection of significant revenues.

Section 502(1) has been extremely difficult to administer. Fiduciaries who correct their
violations but refuse to eqter into settlement agreements may avoid the penalty. At the same
time, the mandatory nature of the penalty requires the Department to penalize the fiduciary
who negotiates in good faith, settles with the Department and quickly restores a plan’s losses.
This penalty discourages people from coming forward and settling with the Department. The
principal problem is the mandatory nature of the penalty. The existing provision penalizes the
fiduciary who negotiates in good faith, settles with the Department and restores a plan’s losses.
This penalty discourages people from coming forward and settling with the Department rather
than going to court.

This bilt would make the penalty discretionary. I want to mention that this proposal
came to us from our field staff, the people within PWBA who actually investigate and develop
our cases. We strongly support this provision. 1 hope that the Members of this Subcommittee
will keep this in mind as the SECURE proposal goes through the legislative process.
REVENUE EFFECTS

Overall, we believe that this bill would increase receipts by less than $500,000 over a
five-year period. The civil penalty for failure to report crimes would raise revenues slightly.
The changes to section 502(1) might result in a very minor revenue loss. Other provisions of

the bill are not expected to have a revenue impact.

1
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CONCLUSION

Mr. Chairman, in our view, H. R. 2290 is a thoughtful and balanced proposal that will
result in improving audits being conducted by well-qualified accountants and will provide us
with the information we need, when we need it.

Before | leave today, | want to remind the Members of this Subcommittee about some of
the history on this legisiative proposal. In November 1989, the Department of Labor’s Office of
Inspector General identified significant deficiencies in audits of private employee benefit plans.
These findings generated congressional concerns about the protection of American workers’
benefits. As a result, the Chairman of the House Subcommittee on Oversight, Committee on
Ways and Means, and the House Subcommittee on Labor-Management Relations,

Committee on Education and Labor, asked the General Accounting Office to identify problems in
the performance of plan audits.

The GAO reached the same conclusions as DOL’s Inspector General. Both DOL's
Inspector General and the GAO have compared these accounting weaknesses in employee benefit
plans with the savings and loan crisis. And the 1992 GAO report requested by Congress
advocated audit reforms similar to those found in the SECURE legislation. Finally, audits of
ERISA benefit plans have been reported as a major weakness in the Department’s Federal
Managers’ Financial Integrity Act annual report for the last seven years.

Audit reform has been a bipartisan issue from the start. The Bush Administration
introduced prior ERISA audit reform proposals substantially similar to those found in SECURE.
Previous proposal sponsors have included Senators Kassebaum, Dole, Hatch, Jeffords and

Simon.
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Mr. Chairman, the clear message is that Congress needs to act now. We cannot afford to
ignore these warnings any longer. I again want to commend you for your sponsorship of this bill

and [ look forward to working with you and the Members of the Subcommittee on this important

project.

Thank you. I would be happy to respond to any questions that you or the Members of the

Subcommittee may have.
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Mr. SHAYS. Thank you.

Ms. Dalton, before calling you, I just want to recognize that the
ranking member, Mr. Towns, is here, and I dont know if he has
any comment that he wants to make before we continue.

ll\c/llr.d ToOwNS. No, just the fact that my opening statement is in-
cluded.

Mr. SHAYS. And, let me use that as an opportunity to ask unani-
mous consent that all members of the subcommittee be permitted
to place an opening statement in the record, and the record will re-
main open for 3 days for that purpose, and without objection, so or-
dered. And, I'd further ask unanimous consent that all witnesses
be permitted to include their written statements in the record.
Without objection, so ordered.

[The prepared statement of Hon. Edolphus Towns follows:]
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Mr. Chairman, thank you for holding today’s hearing on limited scope audits. 1t is my
understanding that the proposal to repeal limited scope audits has a long history which began
when Mr. Lantos of California, held hearings as the Chair of this Subcommittee. Therefore, it
seems that we have talked about the repeal of this exception to the audit rule for some time.
Hopefully, today, we will resolve to do something about it

Under ERISA, pension plans with more than 100 participants are required to obtain an
annual financial audit. However, if funds of the plan are heid by a bank, savings and loan or
insurance company , the plan administrator may choose an audit that excludes those funds from
review by an independent public accountant. Because the auditor cannot review some of the
funds, his opinion about the soundness of the plan is incomplete

When this exception was enacted, it was reasonable 10 assume that funds held in these
institutions were safe. However. given the savings and loan catastrophe of the 1980's and the
failure of several insurance company investment plans less than a decade later, we can no longer
make that assumption.

Repeal of the limited scope exemption would provide additional information in the hands
of the Department of Labor which may be used to correct plan deficiencies, detect risky
investments or uncover criminal activity. The fatlure to require the complete review of plans
opens the door to fraud and abuse. Weak or non-existent internal controls by plans enable
sponsors and employers to defraud the plans by understating required contributions, charging
exorbitant administrative costs or engaging in embezzlement.

As the Committee on Government Reform and Oversight, it is our mission to prevent
waste, fraud and abuse in Federal programs. Although these pension plans are private, they are
an important component of the retirement system and supplement Social Security retirement
income. Therefore our commitment to the integrity of the Social Security system and the well-
being of the thousands of senior citizens who depend on this income demands that we take action.
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1 believe we have a duty to assure retired workers that the money they rely upon is safe and
secure

Therefore, let me suggest that in addition to providing the Department of Labor with this
valuable tool, we consider increasing the investigative and oversight staff responsible for
reviewing pensions, increase penalties for pension fund fraud and increase efficiency by requiring
the centralization of information for pension beneficiaries. Some people will complain about the
costs of requiring such audits. However, it is my understanding that the Department of Labor’s
Inspector General has estimated that the costs of a full audit would be about $3 per year for each
plan participant. This is a small price to pay for the peace of mind.

Mr. Chairman, | want to thank you for hoiding today’s hearing and I look forward to
hearing the testimony of our witnesses.

HHHHHHEREHB I
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Mr. SHAYS. You are on.

Ms. DALTON. Good morning, Mr. Chairman and members of the
subcommittee. Thank you for inviting the Office of Inspector Gen-
eral to discuss our oversight of the Department of Labor’s employee
benefit plan activity. I'm here in my capacity as the Deputy Inspec-
tor General to present the views of the Office of Inspector General.

It is essential that employee benefit plans be afforded sufficient
protections to ensure that more than $3 trillion of participant as-
sets are adequately protected and are available when individuals
retire.

In 1989, the Office of Inspector General reviewed the ERISA an-
nual plan audit process. We concluded that significant changes
were needed to increase protections for employee pension plan par-
ticipants. We recommended the repeal of section 103, the Limited
Scope Provision, which allows plan administrators to elect, under
certain conditions, to have plan assets that are invested in regu-
lated institutions excluded from the plan’s audit. This exclusion
was placed in ERISA under the presumption that the assets held
in these institutions were already being audited.

Despite Federal and State regulation and oversight, transactions
can, and do, go astray in these institutions. The savings and loan
crisis made all Americans painfully aware of what can go wrong.

When the limited scope exemption is invoked for a pension plan
audit, the plan auditor does not examine all of the plan assets for
ownership, valuation, worth, or even their existence.

Because the assets excluded are generally significant, the plan
auditor frequently declines to give an opinion on the plan’s finan-
cial statements. Therefore, there is no opinion on the financial sta-
tus of the plan.

In 1992, the General Accounting Office examined many of the
same issues covered by our 1989 audit, and issued a report that
supported our findings and recommendations. More recently, in
1996, the Pension and Welfare Benefits Administration performed
a followup study and issued another report confirming the findings
of both the 1989 audit and the 1992 report of GAO.

Mr. Chairman, eliminating the limited scope exemption will not
guarantee that a plan’s assets are fully protected, however, we be-
lieve that as one of the first lines of protection, it will permit more
effective scrutiny and oversight of these funds, and decrease the po-
tential for fraud and mismanagement.

Some employee benefit plan specialists have contended that re-
quiring full scope audits will cause an undue reporting burden on
small businesses. However, ERISA does not require plans with less
than 100 participants to obtain an audit. Repealing the limited
scope audit provision will not affect 91 percent of pension plans. In
particular, it will not affect small business pension plans.

A major concern that the banks and financial institutions have
raised has been the intrusion of additional auditors into their busi-
ness operations. Fortunately, America’s business community and
the American Institute of Certified Public Accountants have al-
ready developed and implemented a partial solution to this prob-
lem. The AICPA has issued a pronouncement entitled, “Statement
on Auditing Standards No. 70,” which allows two groups of audi-
tors, auditing financially interrelated companies, to rely on each
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other's work without duplication. In general, the plan auditor
should not need to intrude into the operations of the financial insti-
tution. The financial institution’s auditor would perform the nec-
essary work and provide it to the plan’s auditor.

The cost of a full scope audit, as compared to a limited scope
audit, is not and should not be an issue in protecting the American
workers’ employee benefit plan assets. Assuming that the plan’s
auditors can rely and build on the work of the financial institu-
tion’s auditor, a significant increase in pension plan audit costs
would not be expected. The assurance given in a full scope audit
makes it worth the price, particularly when compared to the lack
of value in getting no opinion from the limited scope audit.

Finally, the OIG has also recommended that independent public
accountants and plan administrators be required to report poten-
tially serious ERISA violations directly to the Department of Labor.
As you can imagine, public accountants have little incentive to re-
port possible violations because of their relationships with their cli-
ents. Requiring public accountants to report potential violations to
the Department would alleviate this problem.

In conclusion, the OIG believes that the proposed amendment
conta(ilned in H.R. 2290 will fully address the issues that we have
raised.

Mr. Chairman, this concludes my prepared statement. I would be
pleased to answer any questions that you or the committee mem-
bers may have.

Mr. SHAyYs. Thank you. We'll have questions after Mr. Clark
makes his statement. Thank you.

(The prepared statement of Ms. Dalton follows:]



24

STATEMENT OF
PATRICIA A. DALTON
DEPUTY INSPECTOR GENERAL
U.S. DEPARTMENT OF LABOR
BEFORE THE SUBCOMMITTEE ON HUMAN
RESOURCES
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AND OVERSIGHT
U.S. HOUSE OF REPRESENTATIVES

February 12, 1998

Good morning, Mr. Chainnan and Members of the Subcommittee. Thank you for inviting the
Office of Inspector General (OIG) to discuss our oversight of the Department of Labor’s (DOL)
employee benefit plan activities, and specifically those issues raised by proposals to repeal the
limited scope audit provision in the Employee Retirement Income Security Act (ERISA) and change
the reporting requirements for plan auditors. I am here in my capacity as the Deputy Inspector
General to present the views of the OIG, which may not necessarily concur with the views of the
Department.

It is essential that employee benefit plans be afforded sufficient protections to ensure that
participant assets are adequately protected and are available when individuals retire. The universe
of benefit plan assets now exceeds $3.5 trillion. These assets are not under the supervision and
control of one administrator, one agehcy, or one financial institution; nor do these plans rely solely
on traditional investments such as mutual funds, stocks, and bonds. Since the passage of ERISA in
1975, these plans have become more diversified and complex, and have greatly expanded their
choice of investment vehicles. Without additional safeguards, the potential for problems increases.

The OIG has a long-standing interest in this area. One of the goals in our five year strategic
plan is “to help workers and retirees by safeguarding workplace employment, unemployment and
disability benefits and enhanc{e] the DOL’s effectiveness in administering related programs.” The
OIG carries out this goal through its oversight of the activities of DOL’s Pension and Welfare
Benefits Administration (PWBA), by its review of proposed legislation and regulations, and by its
criminal enforcement activities pursuant to our special labor racketeering authority.

Unless the government, pension plan administrators, and plan participants have accurate and
sufficient information, it is difficult to know whether plan assets are properly protected. To ensure

1
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this protection, I am here today 1o testify in support of the repeal of the limited scope audit provision
and the direct reporting of serious violations to DOL.
he Limit Exemptio

In 1989, the OIG reviewed ERISA’s annual plan audit process. We concluded that significant
changes were needed to increase protections for employee pension plan participants. Among other
changes, we recommended the repeal of ERISA Section 103(a)(3)(C), which aliows plan
administrators to elect, under certain conditions, to have plan assets excluded from audits conducted
by independent auditors. PWBA concurred with our recommendation and, since 1989, we have
continued to highlight this issue as a “Significant Concern” in many of our Semiannual Reports to
Congress.

ERISA generally requires every plan with more than 100 participants to obtain an audit of the
plan’s financial statements each year. The audit report must be sent to DOL and made available to
the plan’s participants. ERISA Section 103(a)(3)(C) permits the plan’s administrator to exclude
from this audit any of the plan assets held in *a bank or similar institution or insurance carrier
regulated by a State or Federal agency.” This exclusion was placed in ERISA under the presumption
that assets held in these institutions have already been audited and are therefore “safe.”

However, this presumption may not always be true. Problems have existed and may continue
to exist in banks and financial institutions. The savings and loan crisis made all Americans painfully
aware of what can go wrong in financial institutions. We have seen reports about banks which have
misvalued, misdirected, or made inappropriate investinents of plan assets. Despite Federal and State
regulations and oversight, transactions can and do go astray in financial institutions.

Accordingly, the limited scope exemption has two negative ramifications: first, the plan auditor
does not examine all the assets of ownership, valuation and existence; and second, because this
exclusion of audit coverage 1s generally significant, the plan auditor declines to give or “disclaims”
an opinion on the plan’s tinancial statements. The wording generally used is “. . . because of the
significance of the information that we did not audit, we are unable to, and do not, express an
opinion on the plan’s financial statements. . . ."

Beyond excluding assets in banks and financial institutions, the limited scope audit provision
exacerbates audit quality problems. Generally Accepted Audit Standards require that, even in
limited scope audits, the auditor perform some testing in the areas that are not excluded from the
audit scope. However, in our 1989 audit we found that, in some plan audits, no testing was done
since a disclaimer of audit opinion was going to be issued anyway. The approach taken seemed to
be one of why do additional work when no assurances are going to be provided.

In 1992, the General Accounting Office (GAO) examined many of the same issues covered in
our 1989 audit and issued a report that fully supported our findings and recommendations. The
GAO specifically agreed that Congress should repeal the limited scope audit provision to better
protect plan participants. The GAO stated that a limited scope audit “diminishes the value of the
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audit and may confuse statement users. Also, there is no reason to believe that these {plan] assets
are not vulnerable.”

More recently, in 1996, PWBA performed a followup study and issued another report
confirming the findings of both our 1989 audit and GAO’s 1992 report. PWBA’s report reiterated
the need to eliminate the limited scope audit provision and concluded that the failure to understand
the limited scope audit exception was a common factor affecting audit quality. Their review found
instances where auditors performed almost no audit work. In these cases PWBA also concluded that
the users of the plans financial statements had virtually no assurances with respect to the financial
operation of the plan.

Mr. Chairman, the limited scope exemption results in a significant exclusion of audit
assurances. At the present time, approximately $1 triflion in employee benefit assets are excluded
from plan audits. Eliminating the limited scope exemption will not guarantee that all covered plan
assets will be 100% protected. However, OIG, PWBA, and GAO have all agreed that it will permit
more effective scrutiny and oversight of these funds and decrease the potential for fraud and
mismanagement.

Since our recommendation in 1989, PWBA has made a conscientious effort to have ERISA
Section 103(a)(3)(C) repealed. However, this has not occurred, and { will now address some of the
arguments made in opposition to this change.

S urd ssociated wit] e Audit:

Some employee benefit plan specialists have contended that requiring full scope audits will
cause an undue reporting burden on small businesses. Other interested parties have also expressed
concerns that if Congress repeals ERISA’s limited scope audit provision and plans are subjected to
full scope audits, the process will become burdensome.

We have carefully considered these concerns. ERISA does not require plans with less than 100
participants to obtain an audit. According to PWBA’s 1997 Private Pension Plan Bulletin, there
were 702,097 private pension plans in America. Of these, 641,410 (91 percent) had less than 100
participants. Repealing the limited scope audit provision will not affect 91 percent of the pension
plans. In particular, repeal will not affect small business pension plans, but will affect only the larger
plans.

However, increased audit coverage for 9 percent of the pension plans will increase coverage of
88 percent of the nation’s pension plan assets and improve protections for 90 percent of the nation’s
pension plan participants, retirees and beneficiaries. We believe full scope audits for these large
plans are well worth the additional burden.

s
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agt of Full Sco dits on Banks and Financial Institution

A major concem of banks and financial institutions is the intrusion of additional auditors into
their business operations. We believe this concern has some justification. Fortunately, America’s
business community and the American Institute of Certified Public Accountants (AICPA) have
already developed and implemented the solution to this problem. The AICPA has issued a
pronouncement, Statement on Auditing Standards (SAS) 70, which allows two groups of auditors,
auditing financially interrelated companies, to rely on each other’s work without duplication. This
pronouncement, which was effective in March 1993, sets forth the professional requirements an
auditor must meet and the reporting standards an auditor must follow when relying on another
auditor’s work. Most important, SAS 70 will allow an employee pension plan auditor to accomplish
a full scope audit and issue a full opinion while relying, when possible, on the audit work already
accomplished by the financial institution’s auditors. In general, the plan auditors should not need
to intrude into the financial institution. The plan auditor and the financial institution auditor simply
need to talk and share their work.

We recognize that this will require greater coordination and communication between plan and
financial institution auditors and that SAS 70 does require plan auditors to take certain steps to
ensure that financial institution’s auditor’s work ¢an be relied upon. However, SAS 70, when
adhered to, will allow fuil exchange of audit work and reduce auditors’ intrusion into banks and
financial institutions.

Increased Costs from Full Scope Audits

The cost of a full scope audit as compared to a limited scope audit is not and should not be an
issue in protecting the American workers’ employee benefit plan assets. Each of the 61,000 large
employee pension plans are already paying for annual plan audits. Participant contributions to the
plans fund these audits; yet, these audits do not provide adequate assurance of the correct valuation,
actual existence or proper ownership of the plan’s assets, or potentially uncover false statements
contained in the plan’s representations.

Assuming the plan’s auditors are able to rely on the work of the financial institution’s auditors,
a significant increase in audit costs would not be expected. Several years ago, the AICPA estimated
that if a plan, currently audited on a limited scope basis, were audited on a full scope basis, the
overall increase in costs would be 10 to 30 percent. The assurances given in a full scope audit make
it worth the price, particularly when compared to getting no opinion in a limited scope audit.

Reporting Serious Viglations to DOY,

In connection with its 1989 audit and recommendation to repeal the limited scope audit, the
OIG has also recommended that independent public accountants (IPAs) and plan administrators be

4
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required to report potentially serious ERISA violations directly to DOL. Currently, IPAs are
required to report potential violations only to plan administrators, who have no direct reporting
requirement themselves to the Department. As you might imagine, IPAs often have little incentive
to report possible violations for fear of losing future plan audit work.

Requiring [PAs to report potential violations to DOL would alleviate this problem and would
involve accountants in the kind of active role they are supposed to play in the safeguarding of
pension assets by providing a first line of defense to plan participants. I would point out that the
Securities and Exchange Commission (SEC) recently adopted rules, pursuant to statutory
instructions, that require auditors to report a client’s uncorrected illegal acts to the client’s board of
directors and then to the SEC if the board does not do so itself. The same requirements should apply
to IPAs for benefit plans.

Conclusion

The OIG is committed to effective oversight of PWBA as well as the detection and prevention
of fraud in employee benefit plans. Full scope audits of benefit plan assets will neither duplicate
oversight work, increase costs dramatically, create an undue burden on small business, nor create
additional bureaucracy. The OIG fully supports the repeal of the limited scope exemption.

Mr. Chairman, this concludes my prepared statement, I would be pleased to answer any
questions that you or the other Subcommittee Members may have.
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Mr. CLARK. Mr. Chairman, and members of the subcommittee,
I'm pleased to be here to discuss provisions in H.R. 2290, to
strengthen employee benefit plan audits. GAO supports the provi-
sions which are consistent with recommendations the GAQO made
in prior reports.

Prior to enacting ERISA, Congress found that participants were
not adequately protected from mismanagement of their plans. To
help address this problem, Congress established auditing require-
ments in ERISA to help participants monitor and evaluate their
plans, in essence, self-enforcement, which was intended to be a cor-
nerstone of the accountability model for employee benefit plans.

The audit requirements also help labor enforce ERISA’s fiduciary
standards. Those standards include requirements that plans be
managed in participants best interests.

Under ERISA, however, plan administrators can exclude certain
investments from the scope of audits, resulting in disclaimers of
opinion by auditors. Disclaimers diminish the usefulness of audits
by leaving significant gaps in information participants need to
monitor and evaluate their plans, and by possibly creating confu-
sion regarding assurances on those parts of plans not excluded
from audits. Accordingly, GAO believes that Congress should re-
peal the limited scope exclusion.

GAO also supports provisions in H.R. 2290 to require direct re-
porting of ERISA violations to the Secretary of Labor and/or plan
administrators, and to require plan auditors to participate in peer
review programs. Direct reporting should result in more prompt re-
porting of violations and peer review should help to better ensure
that auditors perform quality audits.

That concludes my summary.

[The prepared statement of Mr. Clark follows:]
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Mr. Chairman and Members of the Subcommittee:

I am pleased to be here today to discuss provisions in H.R. 2290 to enhance the
employee benefit plan information available to plan participants, plan administrators,
and others. H.R. 2290 would amend the Employee Retirement Income Security Act of
1974 (ERISA) by, among other things, eliminating the limited scope audit exemption,
requiring more timely reporting of ERISA and other violations of the law to the
Secretary of Labor or plan administrator, and requiring auditors of plans to
participate in a peer review program that would include the examination of at least
one plan audit. We support the proposed amendments, which are consistent with

prior recommendations we have made.’

LIMITED SCOPE DIMINISHES

VALUE OF AUDITS

ERISA was enacted to protect employee benefit plan assets from mismanagement,
fraud, and abuse and to ensure that plan participants receive the benefits to which
they are entitled. Prior to enacting ERISA, the Congress found that pension plan
participant interests were not adequately protected, in part, because the participants

lacked information about their plans. To address this problem, ERISA established

'See Audits of Employee Benefit Plans Need to Be Strengthened (GAO/T-AFMD-90-
25, July 24, 1990) and Employee Benefits: Improved Plan Reporting and CPA Audits

Can Increase Protection Under ERISA (GAO/AFMD-92-14, April 9, 1992)

1 GAO/T-AIMD-98-75
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annual reporting and disclosure requirements for plan administrators and required
that the reports be made available to participants so that they could monitor their
plans. Under ERISA, the Department of Labor generally requires that an employee
benefit plan having 100 or more participants obtain an annual financial statement

audit by an independent public accountant.

ERISA allows plan administrators to exclude investments held by certain regulated
institutions, such as banks and insurance companies, from the scope of a plan audit.
Under this limited scope audit, the auditor is required to obtain financial statements
from the company holding the investments and a certification from that company that
the statements are accurate and are a part of the company’s annual report. However,
the auditor would not perform the normal procedures designed to provide certain
basic assurances about the existence, ownership, and value of a plan’s assets held in
trust. The resulting lack of audit work can result in an auditor disclaiming an
opinion on the financial statements. According to Labor, in 1994 (the most recent
year for which information is available) about 34,000 employee benefit plans received

limited scope audits and a disclaimer of opinion.

The disclaimer can cause two problems. First, it can diminish the value of an audit
by leaving a significant gap n the information intended to help participants evaluate
their plan. For example, plan participants would have no basis for judging whether

excluded investments are vulnerable to mismanagement, fraud, or abuse.

2 GAO/T-AIMD-98-75
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Second, the disclaimer language could confuse the participant. It says that the
auditor does not express an opinion on the financial statements and supplemental
schedules, but that the auditor does provide some assurance that the form and
content of information included in statements and schedules comply with the
Department of Labor rules and regulations. As a result of this potentially confusing
wording, users of limited scope audit reports could be uncertain about what, if any,

assurance these reports provide.

MORE TIMELY REPORTING OF

VIOLATIONS OF LAW

H.R. 2290 would require the plan administrator or auditor to notify the Secretary of
Labor or the plan administrator within 5 business days of the date they determine
that there is evidence that certain violations of law may have occurred. Specific
reportable violations include theft, embezzlement, bribery, and kickbacks involving
employee benefit plans and their operations. This provision is consistent with a

recommendation we previously made.

Audits help to provide discipline by evaluating whether plan administrators have
fulfilled their fiduciary duties and complied with laws and regulations. According to
Labor, annual reports provided by plans--including audit reports--are its most

valuable source of information for targeting investigations because they may contain

3 GAO/T-AIMD-98-75
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information indicative of ERISA or other legal violations. While both plan
participants and Labor have significant interest in violations of the law, there is no
requirement in ERISA or Labor’s implementing regulations that either party be
promptly and directly informed by the auditor when fraud or serious fiduciary

breaches are discovered.

We believe that the interests of plan participants and the government would be better
served by plan administrators and auditors promptly reporting serious ERISA or
other violations of the law directly to the Secretary of Labor or the plan
administrator, if the auditor identified the violation. This would require that such
violations be reported significantly sooner than under the current annual reporting
process. H.R. 2290 addresses this issue by requiring the plan administrator or the
auditor to report to the Secretary of Labor or the plan administrator within 5
business days after determining that there is evidence that an irregularity in a plan

may have occurred.

PEER REVIEWS HELP ENSURE

QUALITY AUDITS

Peer review is the cornerstone of the accounting profession’s quality assurance efforts.
Requirements for these reviews currently exist, for example, for auditors of federal

organizations, programs, and activities, as established by generally accepted

4 : GAO/T-AIMD-98-75
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government auditing standards, and for members of the American Institute of
Certified Public Accountants who audit public companies. Under the peer review
function other audit firms essentially verify that the firm reviewed has a system of

quality controls that reasonably ensures that audits meet established standards.

Peer review procedures are tailored to the size and nature of a firm’s audit work.
However, they typically include a review of a firm’s audit reports, working papers,
and other necessary documents (for example, correspondence and continuing
education documentation) as well as interviews with the reviewed firm'’s professional

staff.

We previously reported that neither ERISA nor its implementing regulations require
audit firms to participate in peer review programs. H.R 2290 would require all firms
that audit employee benefit plans to participate in a peer review program and that
the review include at least one plan audit. This would help ensure that audit firms

performing plan audits adhere to auditing standards and perform quality audits.

SUMMARY

The reporting and auditing provisions in H.R. 2290, particularly the repeal of the
limited scope audit provision as well as the requirements for more timely reporting of

violations of ERISA and other laws and peer reviews, would bring about important

5 GAO/T-AIMD-98-75
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changes in the audits of employee benefit plans and in the information available to
plan participants. These changes would provide participants with a better tool to

monitor their plans and to help achieve the intended accountability objective of

ERISA.

Mr. Chairman, this concludes my prepared statement. I would be pleased to respond

to questions you or other Members of the Subcommittee may have at this time.

(911837)
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Mr. SHAvs. I'd like you all to give me the best reason why we
shouldn’t repeal the limited scope audit. We'll start with you, Ms.
Berg.

Ms. BERG. The reason that you would hear most frequently, and
it’s the reason I addressed it directly in my testimony, is that it
will increase costs of the audit. We recognize that. And, again, 1
think those costs have to be weighed, obviously, against the bene-
fits in terms of the additional protection, a cost that we estimate
in total of $50 to $150 million for all plans when we are talking
about assets of $3 trillion.

Mr. SHAYS. Now, your’s was $3 trillion, mine was $934 billion,
or something like that.

Ms. BERG. The $3 trillion is all subject to the limited scope or
full audits. Every year the plan administrator can make a choice
which kind of audit to do.

Mr. SHAYS. I'm not clear. I'm sorry.

Ms. BERG. Sure. There are $3 billion in assets in plans that are
subject to an audit.

Mr. SHAYS. Right.

Ms. BERG. And, every year the plan administrator can make a
choice whether to do a full audit or a limited scope audit, that'’s
why I said we're potentially affecting all $3 trillion. But, if you take
any 1 year, it’s about $950 billion.

Mr. SHAYS. About a third of it.

Ms. BERG. Exactly.

Mr. SHAYS. Ms. Dalton, the best reason why we shouldn’t repeal
the limited scope audit?

Ms. DALTON. I'd have to concur with Assistant Secretary Berg’s
reason, of the additional cost. There will be some additional cost,
but, as Ms. Berg pointed out, we have to balance that with addi-
tional protections provided to the assets of plan participants.

Mr. SHAYS. Mr. Clark?

Mr. CLARK. There might be a good argument that if the limited
scope was repealed and the full scope audits were provided for par-
ticipants, that participants may not use those reports, or may not
read those reports. And, I think that is a legitimate issue.

I would point out, though, that the purpose of the audit require-
ments are not—I would like to think are not designed just to detect
problems or to alert the auditors, but more to provide a discipline
on the part of the plans to provide audit coverage. Auditors, in
doing a full scope audit, would hopefully have an opportunity to
look at how the plan is managing itself, to provide suggestions, rec-
ommendations on how the plan can carry out its fiduciary respon-
sibilities and the like.

When we looked at the quality of audits a number of years ago,
one of the things that we found that concerned us greatly was the
attitude or approach of the auditors going into an audit when they
knew that they were going to have a disclaimer. Many of the audi-
tors acknowledged, in conversations with us, that they were not as
rigorous on the other parts of the plan that they would have been
if they knew that they were going to do a full scope audit.

So, putting these audits on a par with everybody else I think just
elevates the whole attitude, comprehensiveness and thinking on an
audit, and ultimately that benefits the participants.
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Mr. SHAYS. My sense was that originally they would render an
opinion on that part which they audited.

Mr. CLARK. Right.

Mr. SHAYS. And, that general accounting practices no longer al-
lows that to occur.

Mr. CLARK. That is correct.

Mr. SHAYS. What would happen if we went back to that process?

Mr. CLARK. Well, under generally accepted auditing standards
and, again, these are standards that everybody has to follow in the
country, the view of the profession is that the piecemeal opinion is
not an effective way of providing audits. It causes confusion. You
are only looking at part of what’s going on. I think readers of a
piecemeal opinion may be led to believe that things are OK, and
they only have half the picture there.

Mr. SHAYS. T was just trying to address that one point that you
made that seems logical. If you know that ultimately you don’t
have to render an opinion, it's almost pointless to do the audit on
that part which is not exempt. At least you would have a handle
on that part of it, which gets around that one argument you made.

Mr. CLARK. Right.

Mr. SHAYS. Mr. Towns.

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

Let me begin by thanking you for holding this hearing. I think
that this is a very important issue to discuss.

The question, of course, I think, Ms. Berg, that you mentioned,
would you know how much this would be per person?

Ms. BERG. We estimate that it will be less than $4 per partici-
pant per year.

Mr. TowNs. It seems to me that for peace of mind, and tran-
quility, and everything else, that people would probably be willing
to pay that.

Ms. BERG. I certainly would.

Mr. Towns. I would think so.

If Congress fails to make this change in ERISA’s auditing rules,
what impact would this have on the security of pension plans and
the Labor Department’s enforcement program?

Ms. BERG. Well, again, we have been operating with the current
state of affairs since the passage of ERISA, but it’s now been a dec-
ilde since the Inspector General and the GAO pointed out this prob-
em.

We, in the Department, have limited resources. It’s an enormous
plan universe that we’re responsible for, 700,000 pension plans,
several million health benefit and other kinds of plans that we
have to cover under ERISA, so the cornerstone, really, of protection
is that independent outside look by the auditor. So, I believe we're
missing an opportunity here to substantially strengthen the secu-
rity of the system, if we don’t take this action.

Mr. Towns. Just let me ask the GAO this question, thank you
very much, Ms. Berg, are there any other areas of accounting
where auditors are permitted to conduct a partial audit?

Mr. CLARK. None that we are aware of.

Mr. TowNs. Since its enactment, ERISA has been amended to in-
crease protections for various groups. How does this legislation fit
‘nto the theme of increased protection for plan participants?
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Ms. BERG. I can’t think of any proposal that's currently before
Congress, or that's been undertaken in the time that I have been
here, that I consider more important to the basic security of the
pension system.

Mr. TowNs. Because these pension plans are private, and some
believe that the Federal Government should not play any regu-
latory role, what is your response to the Federal Government’s in-
volvement in this area?

Ms. BERG. Well, I'll certainly be happy to speak to that. Again,
I was talking about the size of the universe that we’re responsible
for, and if you look at the number of investigators and people that
we have to go out and investigate problems in the pension system,
we are incredibly highly leveraged. In fact, there was a Brookings
Institute report last year that called us the most leveraged agency
in the Federal Government.

We return, for every dollar that is spent on our enforcement ef-
fort, we return something like $6 every year back to pension plans.
So, I think, we are there, we are uncovering problems, and it’s im-
portant that that message be there for any fiduciary who is respon-
sible for these assets. I wish I could tell you that no one has ever
attempted to use these moneys for other purposes than what they
were intended for, but that simply isn’t the case and we need to
be there to effectively remind people that should they use the
money held for pensions inappropriately they are likely going to
suffer the consequences of that.

Mr. TOwNS. Any other comments on that?

Mr. CLARK. I would just add that all companies, publicly traded
companies, are subject to regulatory oversight by the Securities
and Exchange Commission. They have to get a full scope audit. All
insured financial institutions are subject to regulation by a number
of other regulatory agencies, and they, too, have to have financial
statement audits, full scope audits. The suggestion certainly with
respect to eliminating the limited scope audit would simply put all
employee benefit plans on a basic par with what has long been con-
sidered the norm in this country—a set of financial statements and
an annual financial statement audit by an independent public ac-
countant.

Mr. Towns. Right.

One last question, Mr. Chairman.

I understand that your investigators file about 100 criminal com-
plaints a year in the pension field. Do you believe that the repeal
of thg limited scope audits would increase the number of prosecu-
tions?

Ms. BERG. Well, that’s a little bit difficult to say. We won't know
until we are into that world how it might affect the numbers, but
we do know that a lot more of our recoveries, a lot more of the
cases that we bring, are involving companies that have had the full
scope audit.

So, my guess would be that we would see an improvement in the
numbers, but I can’t say that for certain.

Mr. TowNs. Sounds like a good guess to me.

I yield back, Mr. Chairman.

Mr. SHAYS. Thank you.

Mr. Payne.
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Mr. PAYNE. Thank you very much.

Since time is very limited, I just might ask a basic question. You
mentioned, Mr. Clark, that if they did this full audit it would be
so complicated and complete that you felt that, perhaps, people
wouldn’t read it and go through it. Wouldn’t there be a way to sim-
plify the report to knock that argument out?

Mr. CLARK. That’s not something I've given any thought to. My
sense is, though, most participants aren’t going to read an audit re-
port or the set of financial statements. I think what they are look-
ing for is some assurance that there is a review, that that review
is done by somebody who is independent of the process, and that
they are being told in a summary sense that their assets are safe,
and that things are being managed in a responsible manner.

I'm not sure simplifying the financial statements or the audit re-
port would change that message any differently than simply repeal-
ing the limited scope and letting auditors give a full opinion.

Ms. DALTON. I would add that although the report is com-
plicated, the participants would be aware that, yes, it had gotten
an unqualified opinion that no problems were identified. Or, that
yes, there were problems identified and I need to be concerned.

They may not understand all the details, but they would under-
stand the summary report.

Mr. PAYNE. One other point that was brought out, I think, by
Ms. Berg, is that one of the fears cited by banks and other regu-
lated financial service institutions, which oppose a repeal of the
limited scope audit exemption, is that such actions would grant
independent public accountants virtually unlimited access to com-
pany records and documents unleashing a potential torrent of over-
zealous auditors creating intrusive and unnecessary burden on
companies by the Government.

hW?hat is your—does this come out a lot when people are opposing
this?

Ms. BERG. You made a very effective summary of the arguments
that we hear, and I have to say 'm somewhat baffled by those ar-
guments, because as I mentioned earlier, every year plan adminis-
trators elect whether to do a limited scope audit or a full scope
audit, and roughly half of them, in the 20 years since the passage
of ERISA, have elected to do a full scope audit.

Now, in that case, if we were going to have rampaging account-
ants all over financial institutions, that would be happening in half
the audits that are done now. I have not heard people from finan-
cial institutions complaining about this, and I have to tell you, I've
not found members of the business community or the plan sponsor
community to be shy about letting us know when they have prob-
lems with ERISA.

Ms. DALTON. What generally happens with a full scope audit, in
terms of the financial institution, is that the financial institution’s
auditor performs most, if not all, of the procedures. They look at
the internal controls of the institution, and may perform some spe-
cific audit tests, and those are provided to the auditors that are au-
diting the plan. After review of those reports, they may find that
it’s not necessary, and often do find that it's not necessary to go
anywhere near the records of the financial institution—they rely
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simply on the audit work that’s been done by the financial institu-
tion’s auditors.

So, in most cases where there’s no problems, you shouldn’t find
that.

Mr. PAYNE. Thank you.

My time is running out, so I yield back the balance of my time.

Mr. SHAYS. Thank you.

I'm unclear as to why, of the $3 trillion, all potentially could
apply for limited scope audits, all of the $3 trillion are potential
candidates?

Ms. BERG. If they have money in a regulated financial institu-
tion.

Mr. SHAYS. And, all they need is 1 percent or half a percent?

Ms. BERG. Yes.

Mr. SHAYS. They could have the tiniest of tiny percents.

Ms. BERG. Yes.

Mr. SHAYS. And so, if they decide they want a limited scope
audit, all they have to do is invest something in a regulated activ-
ity.

Ms. BERG. That’s correct.

Mr. SHAYS. I'm struck with the fact that we do have some more
questions for you, but I'm almost inclined to go to the second panel.
Were you all planning to stay? What was your schedule here? You
have to leave by 11? Do you have representatives here who could
speak on your behalf?

Ms. BERG. Certainly.

Mr. SHAYS. Because I may like a response to what we hear, and
maybe we’ll—you’ve put the ball in play and we’ll hear from our
next panel, so you are free to go, but if you can stay it would be
great. We would like someone to be able to speak for you after-
wards if we want to bring them up.

Ms. BERG. Thank you.

Ms. DALTON. Thank you.

Mr. SHAYS. We're at recess.

[Recess.]

Mr. SHAYS. Sorry for the delay. I'll call this hearing back to
order. Our second panel is comprised of Peter M. Kelly, member of
Health & Employee Benefits Committee, U.S. Chamber of Com-
merce; Charles Leibold, vice president, Bankers Trust Co.; and
Randi Starr, chairman, Employee Benefit Plans Committee, Amer-
ican Institute of Certified Public Accountants.

I believe that we need to swear the three of you in, and if there
is anyone else who may come back and testify, that needs to be
sworn in, for instance, the Deputy Assistant Secretary for Pensions
and Welfare Benefits, Alan Lebowitz, if you would stand as well.

Would you all raise your right arms?

[Witnesses sworn.]

Mr. SHAYS. Thank you very much. I'd note for the record that all
four people sworn in answered in the affirmative, and we'll begin
as I called you.
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STATEMENTS OF PETER M. KELLY, MEMBER OF HEALTH &
EMPLOYEE BENEFITS COMMITTEE, U.S. CHAMBER OF COM-
MERCE; CHARLES H. LEIBOLD, VICE PRESIDENT, BANKERS
TRUST CO.; AND RANDI L. STARR, CHAIR, EMPLOYEE BENE-
FIT PLANS COMMITTEE, AMERICAN INSTITUTE OF CER-
TIFIED PUBLIC ACCOUNTANTS

Mr. KELLY. Thank you, Peter Kelly for the U.S. Chamber.

Moving off of my prepared text I'd like to address some of the
issues that were raised before. We heard there was a “hole in the
audit,” we heard there was “no audit,” without an audit “no protec-
tion,” “not subject to meaningful audit.” Well, I'm sorry, Congress-
man, is the Comptroller of Currency Trust Department review
process chopped liver? There is a very serious set of auditing that
goes on. They are audited nine ways to Sunday, and they certify
that these are accurate, that this is accurate information with re-
spect to the regulated entities.

We are told that this is the only limited scope audit exception.
It’s not my fileld, but I understand in government contracting it is
not uncommon for there to be limited scope audit where there are
multiple contractors involved.

We heard about savings and loans, savings and loans are not
subject to limited scope audit, never were, they didn’t have trust
powers, they are not subject to the exceptions.

Mr. SHAYS. I will ask a question, but just elaborate a little bit
more on this.

Mr. KeLLy. Well, savings and loans didn’t have trust powers,
they didn’t have the regulated status, they were not—the fact that
the savings and loan industry failed didn’t raise limited scope audit
issues, because they weren’t investors who were subject to the pro-
tections of the limited scope audit.

A disclaimer doesn’t mean that the balance of the assets aren’t
reviewed, or that there aren’t obligations to review assets going to
a regulated entity or coming out of a regulated entity. They are
subject to audit, and if there's anything untoward found this is sup-
posed to be disclosed.

In any event, to say that auditing is prevented begs the question
when the answer is SAS 70, which also maintains that status quo,
there isn’t much achieved by that.

We've heard that the cost is $4 per person. The Department of
Labor’s own figures support a figure closer to $2,300 to $2,500 per
plan. AICPA says 10 percent or 30 percent increase. Certainly, I
don’t think that Olena Berg was suggesting that 101 person plan
is going to pay $404 more, I think that was an average.

Having said that, all three speakers before spoke about the 1996
Chief Accountant’s assessment of audits. I'd like to take a moment
to talk about that report. One thing we need to understand, the
AICPA, working with the Chief Accountant at the Labor Depart-
ment, has been doing a damn good job with a serious problem.
There is a serious problem, and the serious problem has to do with
the performance of the independent auditors that this bill will call
upon to be the guardians of plans.

If we look at the 1996 assessment, there are a number of errors
that were found in 1992 plan year audits. There were four identi-
fied among all those errors that related in any way to limited scope
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audit. I'd like to speak about those four, and then I suspect my
time will be exhausted.

First of all, there is, within that report, an assessment of compli-
ance with auditing standards. Only one example of auditing stand-
ards not being adhered to that had direct relevance to limited scope
audit. That’s in the sixth standard that has to do with the review
of relevant evidence in performing the field work. There are 11 cat-
egories and many errors were found in those 11 categories. In the
one of relevance to limited scope audits, 6 of the 262 audits that
were reviewed, or 2.3 percent of the cases, involved a limited scope
audit where either: one, a certificate was not received, as required
by the limited scope audit; or two, the certificate on its face didn’t
cover all the assets and the auditor relied on it with respect to as-
sets that weren’t covered by the certificate. This was clearly not a
mistake at the regulated entity level, it was a mistake at the audi-
tor level.

Now, as I look at the other three examples, what we don’t know
is whether these are the same audits. They may very well be the
same audits, but if you look at the ERISA there are three examples
of ERISA reporting and disclosure errors that were identified in
that assessment. I'll cover these in decreasing order of significance.

Seven audits were missing a footnote, in which the auditor is re-
quired to reconcile the information from different financial state-
ments to point out the areas of difference and how they need to be
reconciled. Those footnotes were omitted. That is not a mistake at
the regulated entity level. That’s a mistake at the auditor level,
and represented 2.6 percent of the audits reviewed.

In six of the audits the auditor, frankly, misapplied the limited
scope audit because they failed to view things like contributions
and benefit payments when the limited scope audit only protects
certified information from the auditor reauditing—i.e., buys, sells,
gains, losses, in other words, investment information. In those six
cases, the auditor relied upon the audit inappropriately, or on the
certificate inappropriately and didn’t look at the contributions and
benefit payments. That’s 2.3 percent of the cases.

In the final category of errors that has any relevance to limited
scope audits are four auditors that erroneously claimed the avail-
ability of the exemption. I say “erroneously” because the entity was
not a regulated entity entitled to the exemption.

So, what we have when we look at the assessment, the report,
we have a disconnect between the recommended solution and the
problem that was identified. There is a very real problem. I think,
again, the Chief Accountant and AICPA have been doing a mar-
velous job in cracking down. There’s reason to believe that these
may all be the same auditors. They found a pattern of small, inex-
perienced audit firms having a predominant role in these mistakes.

Now, I understand that when a problem like this raises doubts
about the confidence in independent auditors that it may be of
some benefit from the accounting profession’s point of view, to
bring in some bystanders and blame it on them, the regulated in-
vestors, or to shift some costs on the employer while they buy some
time to clean up their house. Again, I think the are doing a mar-
velous job.
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From the Department of Labor Chief Accountant’s point of view,
this may signal that they simply don’t have confidence in the inde-
pendent audit system. They may need or they feel a need to rely
on regulated entities more, to shift more of the burden to the regu-
lated entity. That’s an inappropriate solution from an agency with
ERISA jurisdiction. Such a change needs to be done through com-
mittees with banking jurisdiction, with securities jurisdiction with
respect to mutual funds, insurance. There are other areas of law
that are involved here. We have to be careful about that.

But, when the day is done, that’s not a good enough answer.
ERISA said we need independent auditors, and that means we
have to make the independent audit system work. Let’s address the
issues that were found in the 1996 report. Let’s not identify the in-
nocent culprit and wash our hands and say we’ve solved the prob-
lem by blaming somebody else for it. When the assessment proves
there is no connection, there's a disconnect.

My written remarks will have to stand, because I'm sure my time
is almost up. I will simply reiterate, we don’t see the benefit in the
change. We don't see the problem that exists. The cost is not justi-
fied. It distracts attention from the serious problems that do need
to be addressed.

On the notice issue, there are a number of concerns: one, the hair
trigger nature of the notice; two, there are, frankly, some basic civil
liberties issues; three, there are existing rules that would reach sit-
uations where there are known violations. Here we are talking
about a provision that would treat less favorably known evidence
of possible events where it’s an ERISA activity than if there’s a
traitor, if there’s terrorism or murder of a Federal official involved,
because of civil liberties concerns. If you are going to do that, then
you’ve got to take it up with the Judiciary Committee and have the
Constitution looked at in terms of how the notice operates.

Thank you very much.

Mr. SHAYS. Thank you, Mr. Kelly.

{The prepared statement of Mr. Kelly follows:]
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My name is Peter M. Kelly. I am an attorney in the Chicago law firm of Murphy, Smith
& Polk. I am a member of the U.S. Chamber of Commerce Health and Employee Benefits
Committee. T appear before you today on behalf of the U.S. Chamber of Commerce, the world’s
largest business federation representing more than three miilion businesses and organizations of
every size, sector, and region. We appreciate the opportunity to present our observations
regarding the limited scope audit and the notification proposals contained in H.R. 2290, the
Security and Enforcement Compliance for Retirement Under ERISA Act.

I am accompanied by David W. Kemps, Manager of Employee Benefits Policy at the
U.S. Chamber of Commerce.

In order to fully respond to the Subcommittee’s request for our views regarding H.R.
2290 without imposing unduly upon the schedules of the Subcommittee members and staff, 1
will speak from a summary of this formal submission. However. [ ask that the full text of my

remarks be submitted for the record.
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I ERISA’s current auditing scheme
A. The current limited scope auditing protocols have proven to be Workable and Reliable.

The proponents of a repeal of the current auditing scheme set forth in ERISA have failed to
demonstrate any significant harm that has resulted from the Congressional decision implicit in
ERISA section 103(a)(3) to avoid imposing duplicative audiung costs on ERISA plans.! In fact,
we would argue that the current auditing scheme has worked exceedingly well in providing
protections for plan participants while heiping to keep plan auditing costs to a minimum.

Under section 103(a)(3), the plan undergoes a full scope audit unless the portion of the plan’s
assets which are not to be audited by the ERISA auditor are held and invested by a regulated
financial institution such as a bank, an insurance company, or a mutual fund that separately
prepare financial statements regarding such assets and certify to the ERISA audiior that those
financial statements are accurate. Duplicative ERISA auditing is not required for the simple
reason that it is not necessary in order to provide plan participants with assurance that they are
receiving accurate information regarding their plan’s assets. Moreover, it is important to note
that plan assets do not escape audit when a plan assets are held by a regulated financial
institution and the plan thus chooses to exercise its right to engage in a limited scope audit. :l‘o
the contrary, such plan assets are audited at the financial institution level, sometimes on
DUMerous occasions.

Or course, where the organization handling investment of plan assets is not already subject to

extensive regulatory requirements, ERISA auditing would not be duplicative and is required.

! The decision to permit limited scope audits was a considered decision. not a technical defect in ERISA.

House Conf. Rpt. 93-1280, 93" Cong., 2d Sess., at 257 (1974).

2
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For example, the Department of Labor has clarified that the limited scope audit exception does

not apply to brokerage accounts.’

B. Proponents Of Change Have Not Demonstrated Any Deficiency In Limited Scope Audit
Practices Which Justify The Disruption And Costs Of Requiring Duplicative Audits Of
Assets Invested With Regulated Pooled Funds.

The attempt by proponents of the change in the limited scope audit rules to gin up examples
of the need for this change have been unimpressive. In most cases cited by the Department of
Labor there is no causal connection between the problem identified and the existence of the
limited scope auditing scheme. In fact, in many instances the problem would not have been
discovered any earlier if a full scope audit had been conducted. The examples do demonstrate
that, while the ERISA auditor may have missed the problem, an ERISA co-fiduciary, the
regulated pooled fund itself or some other persons familiar with the situation either solved the
problem, brought it to the attention of Department of Labor’s attention, or cooperated with the
agency in rectifying the problem.

We would argue that the examples cited by the Department of Labor merely demonstrate that
the limited scope audit rule functions quite effectively. In fact, because of the extensive
regulatory oversight of the financial services industry, it is difficult to conceive of a pooled fund
investor hiding or otherwise shielding plan asset discrepancies from the regulatory burdens
imposed by the Comptroller of the Currency Trust Department Rules, Securities law obligations,
or insurance regulations. In fact, if there is a plan asset irregularity, most likely it occurred prior
10 deposit with the financial institution. While we see no need for improving the auditing of such
pooled funds. it would best be addressed by changing banking, securities or insurance laws.
regulations and practices, not by increasing the costs and administrative burdens on ERISA plans

by imposing redundant and costly auditing requirements.

: DOL Advisory Op. 93-21A.

w
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C. There is no Clear Evidence that Repeal of the Limited Scope Auditing Rules Will
Significantly Improve ERISA Protections.

Requiring ERISA auditors to broaden the scope of their opinion will clearly cost more
money. In fact, the Department of Labor estimates that such costs will increase by up 10 $2,500
per plan. Yet, the additional protections afforded plans and plan participants is illusory at best.

Many financial institutions prepare SAS 70 Reports which detail the manner in which plan
assets under their control are managed.® While the preparation of an SAS 70, and its use by the
ERISA auditor, help relieve the costs of duplicative audits, the business community remains
concerned that use of the SAS 70 may not provide sufficient protection from such duplicative
effort. Proposals to allow the use of the SAS 70 Report, but providing ERISA auditors with the
discretion to look beyond the SAS 70, simply leads to increased auditing and greater costs.
While the increased auditing costs will eventually be passed along to the plan, increased
protections will not necessarily flow from the enhanced scrutiny.

In our view, the enactment of H.R. 2290 will be like a heavily sugared breakfasi cereal,
expensive, attractively packaged, emotionally satisfying, but full of empty calories that provide
little valuable fuel.

IL Immediate Notification Requirements Will Disrupt Plan Operations and Impede
ERISA Enforcement.

A. Existing Rules Require and Reward Pro-Active Corrective Behavior and Penalize a
Failure to Report Known Crimes.

The Chamber has no desire to protect wrongdoers or discourage responsible behavior by

plan officials and their advisors. The existing strict ERISA fiduciary rules were enacted with the
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U.S. Chamber’s active support. Under ERISA, co-fiduciaries cannot sit idly by and ignore
serious or even minor ERISA breaches of duty. To the contrary, a co-fiduciary who fails to act
to prevent or correct misbehavior may find him or herself personally liable for the harm suffered
by the plan as a result of misbehavior by another fiduciary.*

The IRS has developed programs to encourage self-corrective behavior by plans and plan
sponsors. These programs are part of the broader movement towards responsible self-policing
which is implicit in the income tax self-assessment system, the corporate government movement,
and the federal sentencing guidelines. For example, under the sentencing guidelines an
accountant and many other categories of persons holding positions of trust will be treated much
more harshly if they fail to act to correct or disclose the commission of crimes.’

The allegations that no laws require persons to report criminal wrongdoing with lrespect
to ERISA plans is simply erroneous. There is an established body of law that requires reporting
which includes statutory and judicially imposed safeguards designed to assure that the reporting
obligation is only imposed within the bounds of the constitution. For example, a person who
“knows” a criminal offense has occurred (not merely suspects or has some “evidence” that an
irregularity “may have” occurred) is obligated to report that crime under a provision of the
criminal code that is fully applicable to the “irregularities” described in H.R. 2290.% The most
directly relevant of these existing laws is the crime of Misprison of Felony:

Whoever, having knowledge of the actual commission of a felony cognizable by a court
of the United States, conceals and does not as soon as possible make known the same to

3 AICPA Auditing Standards Board, Statemnent on Auditing Standards No. 70, Reports on the Processing of

Transactions by Service Organizations.

ERISA § 405.

For a collection of relevant cases, see Increase in Base Offense Level Under Sentencing Guidelines § 381,
18 U.S.C. Appx. § 381) for Abuse of Position of Public or Private Trust Significantly Facilitating Commission or
Concealment of Offense, 121 A.L.R. § 23 (1997).

¢ 18 U.S.C. § 4. See also, 18 U.S.C. § 3 and Internal Revenue Code § 6701.

5
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some judge or other person in civil or military authority under the United States, shall be
fined under this title or imprisoned not more than three years, or both.”

The key difference between the notification rules of H.R. 2290 and the existing crime of
misprision of felony, aside from the subject matter, is the safeguards that current law contain that
assure the duty to report will not arise under vague and imprecise circumstances. The crime of
misprision is only committed if the person charged knows that a crime has been committed.
Under H.R. 2290 there is no such requirement. H.R. 2290 requires quick reporting (within five
days) if the reporting person merely knows of some evidence that an ERISA irregularity “may
have” occurred.

B. The Notifications Required by H.R. 2290 Will Result in Overreporting.

The hail tngger reporting rule proposed in H.R. 2290 will encourage over-reporting of all
types. A few examples will suffice to illustrate the various ways in which human frailties will be
magnified by this quick reporting obligation:

A. Concerned and Diligent but Misinformed. Some reports will be filed by well-
intentioned persons who simply misunderstand what is required to be reported. This will lead to
reports that involve simply minor administrative disputes that by no stretch of the imagination
are criminal irregularities.

1. Overly Cautious Whistleblowers: The Department of Labor will no doubt be

swamped with precautionary notifications by persons who simply resolve disputes

7 18 U.S. C. § 4. This provision, most recently amended in 1994, has been a part of the Criminal Code of the

United States since 1909 and has precedents in similar crimes which have been a part of the criminal laws of the
United States since the original Criminal Code was enacted in 1790. It is a mistake to assume because of the archaic
title of this crime and its long history that this provision of the Criminal Code is obsolete. On the contrary, it was
most recently amended by Publ. L. 103-322 9 (1994) and it continues to be used throughout the federal criminal
justice system. Most frequently, this criminal charge is used as a lesser charge in plea bargaining. However, it has
also been used successfully in recent federal prosecutions. See, e.g.. U.S. Attorney Press Release 94/16/96),

www law.emon cdu USAO/news/hearing html. As recently as 1980, the Supreme Court discussed the history and
continued vitahty of this provision. Jenkins v. Anderson. Warden, 447 U.S. 231, 244, n. 5 (1980).
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in favor of filing. The result may be that they will develop a reputation for
unnecessary {ilings and they will be ignored in a truly serious situation.
Jumping the Gun: The “fire, ready, aim problem:” Under normal
circumnstances, the determination of what has actually happened when an ERISA
crime is suspected may be a difficult time consuming exercise. A diligent
fiduciary or auditor may have suspicions well before he or she can say with
confidence a violation has occurred. H.R. 2290 has such quick deadlines, such a
vague trip wire, and such severe penalties that even persons of good faith will be
encouraged to act with haste. Haste is not always the best approach, however,
particularly when pointing a finger and making the serious charges that are
involved in H.R. 2290 reporting.

Malicious and Vengeful. Notwithstanding the “good faith” element in the
liability protection provision, bad faith may be difficult to prove. More
importantly, bad faith reporting may cause irreparable harm long before false
charges have been disproved. Congress should show greater respect for civil
liberties and for power of consequences of false accusations than is evidenced by
H.R. 2290.

Preemptive strikes. We should expect that wrongdoers when cornered will try to
obscure their own responsibility and find an innocent scapegoat. You must
expect cross notifications and persistent misinformation from wrongdoers

including preemptive false notification containing plausible but false information.
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C. The Notifications Required by H.R. 2290 will Discourage Timely Co-Fiduciary
Action or Plan Sponsor Correction.

The filing of an HR 2290 notice will throw self-correction efforts into disarray while the
Department of Labor considers what action to take, if any. In effect such a notice will
immediately “federalize” a problem that ERISA intends fiduciaries to handle for themselves.
This “pass the buck to Washington™ approach will cause great harm because often the best
results are achieved from early intervention by other fiduciaries familiar with the situation. In
the meantime it is doubtful the Department of Labor will have the resources necessary o
produce as favorable a result as the result that could be obtained by fiduciaries on the scene.
From the point of view of plan participants it is difficult to see how participants are well served
when immediate fiduciary self-help opportunities were lost because the problem was sent to
Washington. Of equal concern is the likelihood that H.R. 2290 notice requirements will
encourage some fiduciaries to distance themselves from day-to-day plan operations to avoid
gaining specific knowledge of the type that could trigger a notice obligation.

D. Diluting Enforcement Resources.

If only a fraction of the excessive, misleading and significant reports we foresee are
received by the Department of Labor, the Depanm.ent will have trouble distinguishing the
important notices they now receive from the junk notices they will receive due to the extreme
effects of H.R. 2290. The net effect will be to deaden the Department’s sensitivity to the truly

significant notices.

E. The Constitutional and Civil Liberties Concerns with H.R. 2290 Should be
Addressed by the Appropriate Committee.
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The limitations of the misprision of felony provision reflect a balancing between civil
liberties and the obligations of all citizens to cooperate in the enforcement of faws. Under this
provision a reporting obligation arises only when there is sufficient reason to believe the
accusation of a crime will not be defamatory and the reporting person has sufficient accurate
information to assure the report will not be merely vindictive. It is instructive that the Criminal
Code does not impose the hair trigger reporting proposed in H.R. 2290 in cases as serious as
murder, treason, terrorism or other crimes that must be viewed at least as serious as the ERISA
irregularities addressed by H.R. 2290.

The H.R. 2290 reporting obligations operate like a blanket standing subpoena addressed
to all ERISA accountants and plan administrators without any of the safeguards applicable to
individually drafted subpoenas. Unlike H.R. 2290 reporting obligations, subpoenas have only
limited duration and may be challenged for vagueness by motion to quash. A penalty for
violating a subpoena may only be assessed after a due process court hearing, whereas the H.R.
2290 penalties may simply be assessed by the Department of Labor.

If special reporting obligations are to be imposed on ERISA plan administrators and
accountants under H.R. 2290, they should be afforded the same civil liberties protections
afforded to others. Therefore, H.R. 2290 should not be reported by any other committee of
Congress until it has received a clean bill of constitutional health from the Judiciary Committee.
HI. Conclusion

The U.S. Chamber of Commerce stands ready to work with this Subcommittee and its
staff to advance reasonable proposals to improve the enforcement of ERISA. But, we

respectfully submit H.R. 2290 is not such a proposal.
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Mr. SHAYS. Was Ms. Starr next? Did I call you? Thank you.

Mr. Leibold.

Mr. LEIBLLD. Good morning, I'm Chuck Leibold, a vice president
with Bankers Trust Co., of Des Moines, 1A, a locally owned commu-
nity bank. I'm here today representing the American Bankers Asso-
ciation.

This morning I'd like to concentrate my comments on section 2
of H.R. 2290, which would amend ERISA’s limited scope audit pro-
visions so that a plan accountant, when offering an opinion on the
plan’s financial statements would rely on the work of independent
accountant to issue to the bank what is known as an SAS or SAS
70 report.

Mr. Chairman, I share the concern of the Assistant Secretary
and Deputy Inspector General with regard to safety of pension plan
assets. However, from what 1 see day to day in my own institution,
and from my knowledge of operations of bank trust departments in
general, I can assure you that pension assets held by banks are
adequately reviewed on a regular basis.

Part of this review at my bank is conducted by an outside firm,
to which we have outsourced the internal audit function. In our
case, this is KPMG Peat Marwick. The review occurs at both the
trust department level and the overall bank level.

In addition, our State and Federal bank regulators examine our
trust department on a regular basis. The three Federal bank regu-
latory agencies, the Federal Reserve, the Office of the Comptroller
of the Currency and the FDIC, as well as many State bank regu-
lators have experienced examiners who specialize in trust and cus-
tody. These examiners spend significant amounts of time testing
our transactions, to assess whether the bank’s policies, procedures
and controls are working properly. They also assess the adequacy
of the bank’s audit department, whether in house or out sourced.

To give you an idea of the extent of these bank examinations, I
have brought with me the materials used by the Federal Reserve
Board, the Comptroller and the FDIC in their assessment of bank
trust departments, this mountain of books you see here. I know
that each of these agencies would be happy to discuss with you and
your staff the type and scope of exams that they conduct on a regu-
lar basis in our banks.

SAS 70 reports are often duplicative of what bank regulators and
bank auditing departments review as part of their exams. Why
then do some banks obtain these reports, while others don't? The
prime reason is that some pension plan customers are demanding
the report. This is particularly true where banks are now providing
services to customers with multiple locations all across the country.
These plan customers may not know the bank or its trust depart-
ment employees and, thus, they demand a SAS 70 report.

For some banks like my own, our customers and their CPAs gen-
erally know the bank and its employees well. They also know that
banks are highly regulated and that we routinely undergo exten-
sive examination.

For many banks across the country who already obtain a SAS 70
report, this legislation would not appear to present a problem.
However, the legislation does contain some significant potential dif-
ficulties that I have described in my written statement.
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Unfortunately, for many small banks, like my own, this legisla-
tion would force us to begin to obtain a very expensive accounting
report, which would largely duplicate work already being done.

A recent bank survey indicated that the annual cost of a SAS 70
report ranges anywhere from $18,000 to $75,000 annually. All
banks surveyed responded that the outside accounting firm relied
on internal work, requiring anywhere from 100 to 1,000 hours of
bank audit staff time.

Mr. Chairman, these are hard costs that the bank needs to either
pass on to its customers or simply absorb as an internal cost of
doing business. While the elimination of the limited scope audit or
the enactment of H.R. 2290 will affect all sizes of banks, its dif-
ficulties will cause a small bank like my own to incur significant
additional expenses that we will probably not be able to pass on
to our customers, and for little, if any, demonstrable benefit.

Our options will be to reduce our profitability and, hence, the re-
turn to all local owners, or attempt to pass on these extra costs
and, perhaps, become uncompetitive in the marketplace or saddle
our customers with an unnecessary extra expense. In either event,
the implications for our bank, our customers and our shareholders
are negative. Many communities have only one locally based source
of fiduciary services, and these local trust departments may become
less viable.

This is an expensive solution to a problem or problems that real-
ly have not been adequately identified by the Department of Labor.
If there is a specific problem, such as difficult to value investments,
like real estate, venture capital, limited partnerships, the ABA sup-
ports a more targeted solution, such as the solution which the De-
partment arrived at on the timing of transfer of employer/employee
contributions. We would be very happy to work with the Depart-
ment to develop such a solution to specific issues.

I'd like to offer a specific suggestion that may better address pen-
sion security concerns for assets that are held outside of a bank’s
control. A potential solution would be to change ERISA’s limited
scope audit provision to allow an accountant to issue an opinion on
the plan’s financial statements, even if plan assets are held by a
bank or insurance company. Since a bank is a highly regulated en-
tity, and bank regulators and bank internal or external auditing
departments are already doing the necessary testing the pension
plan accountants would do, it makes sense to continue the limited
scope provision as to assets held by a bank. A plan, however, may
have assets held by other entities that may not receive the high
level attention that the banking industry does. These assets can,
and should, be scrutinized by the plan’s accountant, and he or she
should be able to render an opinion on those assets.

The ABA’s solution would require plan auditors to scrutinize all
plan transactions and to look closely at plan assets held outside of
a bank or an insurance company, as they would have to issue an
opinion and could not include these items under cover of a limited
scope disclaimer. The ABA hopes that this targeted solution, along
with our offer to work with the Department of Labor in regards to
any specific issues they may have, will satisfy the concerns raised
by the Department and the Deputy Inspector General.
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Mr. Chairman, I'd like to thank you and the rest of the sub-
committee for your time and for allowing me to testify today. I'll
answer any questions when the time comes.

Mr. S”HAYs. Thank you, Mr. Leibold.

[The prepared statement of Mr. Leibold follows:]



56

Testimony of Charles H. Leibold
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Committee of Government Reform and Oversight
U.S. House of Representatives

February 12, 1998

| would like to thank the Chairman and the distinguished members of the
Subcommittee for the opportunity to discuss the issues raised by proposals to
repeal the limited scope audit exemption. | am Charles (Chuck) Leibold, a Vice
President with Bankers Trust Co. of Des Moines, lowa. | am here representing
the American Bankers Association. In my testimony today, I'd specifically like to
address Section 2 of H.R. 2290, which would repeal ERISA's limited scope audit
provision that allows a plan accountant to rely on statements certified by a bank
or insurance company.

The American Bankers Association brings together all categories of banking
institutions to best represent the interests of the rapidly changing industry. Its
membership — which includes community, regional and money center banks and
holding companies, as well as savings associations, trust companies and
savings banks - makes ABA the largest banking trade association in the country.

ABA opposes the adoption of Section 2, for the following reasons:

While the problem it is intended to address is less than clear, the proposed
solution is far broader than needed.

Current bank regulation, together with the extensive supervision, examination
and enforcement of the bank regulatory agencies, makes the provision
unnecessary for banks and trust companies.

At the same time, the proposal would impose a huge additional cost on banks
and trust departments with no demonstrable benefit to employee benefit
plans and their beneficiaries.

Currently, the Congress and the Administration are seeking ways to broaden
participation in and coverage of employees by retirement plans. This
proposal will negate these efforts by adding costs and regulatory burdens on
plans which will discourage employers from adopting or maintaining plans.
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Banks and trust companies have a long history of serving as fiduciaries to
employee benefit and other trust accounts. It started decades before ERISA
was enacted. That tradition carries on today. According to the Federal Financial
Institutions Examination Council's 1996 data, 2600 banks and trust companies
manage, on a discretionary basis, 265,000 employee plan accounts with $1.3
trillion in assets, and they hold, on a non-discretionary basis, another 13 million
accounts with $4.3 trillion in assets.

Bankers Trust serves as trustee or custodian to nearly 200 pension ptans. Many
of these plans are for small businesses, typically those under 100 employees,
although a significant minority of the pension plans we service have over 100
employees. Therefore, our institution would be affected by changes to the
limited scope audit provision of ERISA.

Both the Assistant Secretary and the Deputy Inspector General have testified as
to their concern over the safety of pension plan assets. Mr. Chairman, | certainly
share their concern. However, from what | see day-to-day in my own institution
and from my knowledge of operations of bank trust departments in general, | can
assure you that pension assets held by banks are adequately reviewed on a
regular basis. This review at Bankers Trust is conducted by an outside auditing
firm, as our internal auditing department has been outsourced. In addition, our
state and federal bank regulators examine our trust department on a regular
basis. The three Federal bank regulatory agencies (the Federal Reserve Board,
the Office of the Comptroller of the Currency and the Federal Deposit Insurance
Corporation), as well as many state bank regulators, have examiners who
specialize in trust and custody. They can be on-site for as long as three or four
months each year at large institutions. They conduct extensive testing of
transactions to assess whether the bank's policies, procedures and controls are
working well. In the case of the OCC, separate examination program
components exist for accounting and control, system reconcilement and control,
cash, handling of overdrafts, securities income processing, dividend/income
claims procedures, disbursement of trust assets, on and off premises custody of
assets, securities trade processing, securities settlement, and securities lending
among others. Each bank regulator also assesses the adequacy of the bank's
audit department, which may be in-house or outsourced.

| also know that a number of large banks obtain what is commonly known as a
“SAS 70" report. This audit report, prepared by a CPA firm, focuses on a bank's
policies and procedures that may affect the processing of transactions for the
bank's customers. Is an SAS 70 report sometimes duplicative of what bank
regulators and bank auditors look for and conduct testing on as part of their
exams? The answer is yes, to a certain degree. Why, you may ask, do some
banks obtain SAS 70 reports? The answer is that some large pension plan



58

customers are demanding these reports. This is particularly true as banks are
now providing services to customers with multiple locations all across the
country. Those pension plan customers may not personally know the bank or its
trust department employees and thus they demand these types of SAS 70
reports. For some banks, their customers have known the bank, its reputation
and its employees all of their lives; to them it is not a necessity to see a SAS 70
report. They already know that banks are highly regulated and that they
routinely undergo extensive examination. Lastly, many smaller banks provide
services to pension plans covering fewer than 100 employees and would not be
subject to this provision.

The Assistant Secretary and the Deputy Inspector General have also testified
that they support the repeal of the limited scope audit provision of ERISA. This
is a position with which the American Bankers Association cannot agree. It
would only lead to increased cost and burden without commensurate benefit.
Instead, the ABA would like to work with the Department of Labor to address any
specific concerns that it may have. It has been suggested that one of the
Department’s concerns deals with hard to value assets such as fimited
partnerships. If this is the problem, then repeal of the limited scope audit
provision or the enactment of H.R. 2290 is not the right solution.

Section 2 of H.R. 2290, if enacted, would obligate a plan accountant to rely on a
SAS 70 or other type of report provided by an independent accountant. For
many banks across the country who already obtain a SAS 70 report from an
accounting firm like Price Waterhouse or Ernst and Young, this legislation would
not present a problem. However, the legislation does contain some potential
difficulties that | would like to point out a little later. Unfortunately, for many small
banks, like my own, this legislation, would force us to begin to obtain a very
expensive accounting report which in many cases would be a duplicative effort.
Our internal auditing department has been outsourced to the same accounting
firms that would provide us with a SAS 70 report. Our other option would be to
find the space for every plan's auditor to come into the bank once a year to do
their own testing of our systems and controls in order to render an opinion on the
plan's financial statements. For most banks this space is simply not available. It
certainly is not available at my bank. Even if it were available, the staff time
required to work with a succession of audit firms would dramatically impair the
ability of our operations to function on a day-to-day basis.

What is the cost of a SAS 70 report? Several years ago one of my employee
benefit colleagues conducted an informal survey about the cost of SAS 70
reports to bank employee benefit departments. When asked: "How much is the
audit costing you?" - the response was anywhere from $17,500 to $75,000. All
the banks responded that the outside accounting firm relied on work performed
by the bank’s own internai auditors. When estimating the time that the bank's
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internal auditors would spend on producing information given to the outside
accounting firm - the responses ranged from 100 hours to 1,000 hours. Many
small banks do not have internal auditors on staff. instead, at these banks the
audit function is outsourced to public accounting firms. These firms are already
auditing, on an annual basis, the administrative and operational functions of
these bank trust departments. To overlay a SAS 70 type of audit would simply
result in duplication at significant additional cost.

Mr. Chairman, these are hard costs that the bank needs to either pass on to its
employee benefit customers or to simply absorb as an internal cost of doing
business. |tis likely that the costs of purchasing a SAS 70 report will rise in the
future, as the major accounting firms are merging.

This is an expensive solution to problems that have not been adequately defined
by the Department of Labor. If the problem is with difficult to value investments,
such as real estate, venture capital or limited partnerships, the ABA supports a
more targeted solution, which we would be very happy to work with the
Department to develop. In response to the needs of trustees to fairly value these
assets, several knowledgeable independent appraisal and valuation services
have become available in recent years.

You may be asking which types of plans contain these difficult to value assets.
Experience shows that defined benefit plans, particularly very large ones with
hundreds or thousands of employee participants, have these types of
investments. Defined benefit plans are traditional pension plans where the
amount of benefits payable to plan participants does not depend on the value of
the assets held by the pension trust. Large defined benefit plans may contain
such non-traditional investments to diversify their portfolios. Generally, these
investments are small as compared to the investments of the defined benefit
plan as a whole. In any event, the employer, not plan participants, bears the ris“
of investment loss in a defined benefit plan.

Less frequently these types of investments may also be seen in defined
contribution plans. Many of my employee benefit colieagues have had the
experience of working with an important bank customer such as a doctor, lawyer
or dentist, whose defined contribution plan contains non-typical investments.
These non-traditional investments are most commonly held in self-directed,
segregated accounts of professionals, business owners, or other reasonably
informed plan participants. As such, no participant, other than the investing
participant, has any risk of loss as a result of the investment.

Once again, Mr. Chairman, let me point out that our bank as well as every other
bank across the country has its trust department thoroughly reviewed and its
systems tested by our bank regulators both state and federal. They do an
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excellent job. | have brought with me the materials used by the Office of the
Comptroller of the Currency, the Federal Deposit insurance Corporation, and the
Federal Reserve Board in their examinations of bank trust departments. | know
each of the agencies would be happy to discuss with you and your staff the
types of exams that these regulators conduct with respect to bank trust
departments.

Mr. Chairman, if | may, | would like to point out some potential problems that the
ABA has found in H.R. 2290. If this bill is enacted, the ABA has noted, after
speaking to its members, that there still may be difficulties in addressing the
concerns of a pension plan auditor. A SAS 70 report, for example, may cover a
different reporting period than the plan's fiscal year so a plan auditor may decide
to go into a bank and perform his or her own testing for the period of time not
covered by the SAS 70 report. In addition, | would like to point out that there is
no standardized SAS 70 report. These reports are customized, to some degree,
for each institution. Thus, one plan’s auditor may not accept the bank's SAS 70
report and demand additional information. Finally, a SAS 70 report may not
cover the activities of sub-custodians. This is a significant issue for virtually all
smaller banks that use such sub-custodial arrangements, for example, for
access to national securities depositories. As smaller banks seek to maintain the
ability to offer competitive products and services on an efficient and profitable
basis, it is common to see multiple sub-custodians for different products and
services. In the case of a large bank, the plan's auditor may demand information
on a bank's international securities lending arrangements or its use of
independent record-keepers.

While the provision will affect all size banks its difficulties will cause a smaller
bank, like my own, to incur significant additional expenses that we wili probably
not be able to pass on to our pension plan customers and for little, if any,
demonstrable benefit. Our options will be to reduce our profitability (and hence
the return to our local owners) or attempt to pass on these extra costs and,
perhaps, become uncompetitive in the marketplace. Either option carries with it
negative implications for our bank, our customers, and our sharehoiders. Many
smaller communities have only one local source of fiduciary services and those
local trust departments may become unviable.

Finally, I'd like to spend a minute or two discussing what it is that a bank does for
pension plans and offer another suggestion that may address pension security
concerns for assets that are held outside of a bank's control.

After reviewing some of the Department of Labor's recent enforcement and
litigation efforts in relation to pension plans, | have come to the conclusion that
many of the problems that the DOL and the Office of the inspector General have
identified in these cases would not be solved by eliminating the limited scope
audit provision in ERISA. They would, however, be solved by changing ERISA's
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limited scope audit provision, to allow an accountant to issue an opinion on the
plan‘s financial statements where assets are held outside of a bank or insurance
company. Since a bank is a highly regulated entity and bank regulators, bank
auditing departments and in some cases, outside auditors are already doing the
necessary testing that pension plan accountants would do, it makes sense to
continue the limited scope audit provision as to assets held by a bank or an
insurance company when they are acting as trustee or custodian. A plan,
however, may have assets held by other entities that may not receive the high
level attention that the banking industry does. These assets can and should be
scrutinized by the plan's accountant and he or she should be able to render an
opinion on those assets.

There is certainly potential for fraud and abuse concerning pension assets that
are outside of the control of the banking industry. Pension plan auditors should
scrutinize those assets closely. To develop more fully this suggestion, | would
like to take a few minutes to discuss the movement of employee benefit funds
and where the potential for fraud and abuse may be the greatest. The three
forms of asset movement are plan contributions, plan investments and plan
distributions. By tracking the movement of money, you can track the ways of
misappropriating plan assets. The basics are these:

* Money comes into a plan - these are plan contributions
« Money gets invested in the plan - these are plan investments
» Money gets paid out of the plan - these are plan distributions

First, employee benefit assets can be misappropriated before they get into the
trust when an employer fails to remit a contribution. Second, employee benefit
assets can be improperly diverted through the investment process resulting in a
diminution of employee benefit funds. Third, employee benefit assets can be
distributed inappropriately, either as a benefit payment to a non-participant or to
another improper recipient.

We are all well aware of the danger that contributions may not get to the trust
and instead may be retained temporarily or permanently by the plan sponsor.
Plan contributions are made periodically by the plan sponsor to the bank as
trustee by check or wire. This is true whether the contributions are employee
contributions or employer contributions. In most cases, all aspects of the
contribution are unknown to the bank until the bank actually receives the funds,
including the amount of the contribution, the timing of the contribution, and
whether or not a contribution is due at all. This is due to a variety of reasons
from fluctuating payroll to the discretionary nature of some types of contributions.
There are even legitimate situations where a money purchase pension plan
would not have a contribution, and the bank trustee would not be able to know or
verify whether a contribution is required. Further, the correctness of the amount
of the contribution is even more difficult to determine by a trustee.
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Trust agreements clearly state that the trustee is only responsible for the funds
that it actually receives. The purpose of the trustee is to safeguard what is set
aside in the trust. The trustee is not a collection agent, nor is the trustee well
suited to serve as one. The contributions are often discretionary and vary in
amount from year to year, or from payroll to payroll.

Next, let's take the case of plan investments. Banks who serve as trustees of
plans often have investment authority, and many controls are in place to protect
the prudent investment of assets. Often, however, the bank is a directed trustee
or custodian and another party has investment management discretion. When
the bank is a directed trustee or custodian the decision as to what the assets of
the plan should be invested in is feft to someone else, sometimes in accordance
with a written investment policy. The bank is then responsible for ensuring that
the process of buying, selling, and holding the securities is carried out in a safe
and secure manner. Whether acting as trustee or custodian, banks employ a
"delivery versus payment" control environment that ensures that the assets of
the pension plan are protected. This is the bank's operational system that is
tested by the bank's auditors, the bank's regulators, and outside accounting firms
in a SAS 70 report.

Finally, there are plan distributions. One possible way for a plan sponsor to steal
from a plan is to direct a benefit payment to an individual who is not entitied to it
(i.e., a fictitious participant, or a participant who has not yet separated from
service with the employer). Trust agreements require the trustee to pay benefits
as directed; as long as the direction is signed by the proper party that the plan
sponsor has designated (usually the Plan Administrator), the trustee will pay the
benefit. Secondarily, a plan sponsor can direct the trustee to pay a bill for
excessive services or for services not rendered (which can be a subterfuge for
indirect payments to the plan sponsor). If the plan document allows plan
expenses to be paid by plan assets, the trustee will pay the bill submitted by the
plan sponsor if the direction is signed by the proper party (again the Plan
Administrator).

As | have described, only the operational details of how a bank carries out the
purchase, sale, and safekeeping of plan investments are tested and described in
a SAS 70 report. Fraud and abuse of plan assets in connection with plan
contributions and disbursements are, for the most part, out of the control of a
bank. These are instead controlled by the Plan Sponsor and the Plan
Administrator. It is in these two areas where a plan's auditor may play a major
role. By reviewing a plan's financial statements and transactions, a pian auditor
may be able to determine that fraud has taken place. A plan auditor should be
able to fully scrutinize transactions involving plan assets where the movement of
money occurs outside the bank's control. That plan auditor should be able to
issue an opinion on representations regarding these activities. ERISA can be

~3
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changed to allow this without forcing the duplicative testing that would occur if
banks were forced into purchasing SAS 70 reports or if the limited scope audit
provision was repealed. | am aware however, that having these types of audits
may increase cost to plan sponsors, enough so that the feasibility of providing a
pension plan for their employees is no longer present.

The ABA is unaware of any situation where the lack of a full audit by a pension
plan's auditor has led to any misuse of pension plan assets where the assets are
held by a bank as trustee. Repeal of the limited scope audit or the enactment of
H.R. 2290 will not have a significant impact in preventing plan asset
misappropriation. If the Department nas identified valuations of hard-to-value
assets as the problem to be solved by repeal of the limited scope audit provision
or enactment of H.R. 2290; then other solutions that would better target the
problem. The ABA would be pleased to work with the Department of Labor to
identify and implement appropriate measures.
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Mr. SHAYS. Ms. Starr.

Ms. STARR. Thank you, good morning.

I am currently chair of the AICPA’s Employee Benefit Plans
Committee. The AICPA has stated for many years that the repeal
of the limited scope audit exemption will strengthen independent
audits, which are a key element in adding protection to the private
pension system.

As the first panel mentioned, we are not aware of any Federal
program, other than ERISA, or any Government agency, that al-
iows or accepts limited or restricted scope audits. For example, the
SEC will not accept limited scope audit reports on employee benefit
plans that are required to file Form 11-Ks with the SEC. These
would include such plans as 401(k) plans that invest in employer
securities. These audit scope restrictions prevent the auditor from
auditing a significant amount of plan asset information and, there-
fore, auditors cannot make any independent conclusions about the
fairness of the plan’s overall financial statements as intended by
Congress when ERISA was enacted.

You've heard a good bit about limited scope audits earlier, so I
won’t repeat all of that information, but, obviously, in virtually all
cases this is such a significant restriction on the scope of the audit
and, consequently, the independent accountant will not express an
opinion on the overall fairness of the plan’s financial statements.

In order for us to render an opinion, we cannot rely solely on a
certification from the financial institution. Auditors need to under-
stand the design and effectiveness of the internal controls used by
a financial institution to execute and process the plan’s trans-
actions, to value investments, and to consider performing other
tests that we consider necessary.

In a plan audit, the internal controls at the financial institution
used to process these transactions are very critical to independ-
ently ensuring that the plan is properly credited with its share of
investment income and expense, as well as ensuring that invest-
ments are properly valued.

In a limited scope audit, no audit procedures on investments are
performed, except for comparing the information certified by the
trustee with the information in the financial statements.

Over the last several years, the quality of certifications are
changing. Things that we see these days are no signatures of any
trust officer on the certification, rubber stamp signatures, signa-
tures of secretaries, which may provide plan fiduciaries and inde-
pendent accountants little or no assurance that the information has
been carefully reviewed by an appropriate official of the financial
institution.

I have seen certifications where the fair value of certain invest-
ments was clearly wrong, amounts had not changed from prior
years even though they were clearly marketable, amounts were
negative, shares were zero but there were still values being shown
for them, and in each of these instances the financial institution
did revise the plan’s investment report because of these various er-
rors.

Also, independent accountants are finding that institutions are
adding a lot of caveats to the certifications that they provide us,
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that for all intents and purposes reduce or invalidate the assur-
ances that the certifications are to provide.

Additionally, current practice also indicates that plan trustees
are outsourcing various plan recordkeeping functions and invest-
ment activities, and yet, the trustees continue to sign a certification
statement as to all investment activity. This practice brings into
question whether or not the person signing the certification is truly
knowledgeable of the outsourcing activities, as they relate to the
plan’s assets.

Often, particularly, some investment trust companies and insur-
ance carriers, state they cannot provide all of the required informa-
tion for the supplemental schedules because they state their sys-
tems do not maintain appropriate cost information. Yet, these are
the same systems that report gains and losses on securities that
users of benefit plan statements are to rely upon.

Some are concerned that the repeal of the limited scope audit ex-
emption would result in many plan auditors knocking on the doors
of banks and investment companies, so that auditors can audit the
individual plan’s investments. This fear of inefficient and intrusive
auditing, auditor phobia perhaps, we believe is unfounded. As Ms.
Berg indicated earlier, I have also not had any complaints from any
institution complaining that we are sitting on their doorsteps to be
able to go in and audit.

With over 20 years of experience, we have been able to come up
with an efficient approach using the SAS 70 reports. Historical ex-
perience indicates that in full scope audits where a SAS 70 ap-
proach is used, the plan’s independent accountant does not have to
go in to the service organization.

Situations where the plan does need to go in usually is when
there is not a SAS 70 report or the SAS 70 report indicates there
are weaknesses at that financial institution.

Finally, I wanted to address the concern sometimes expressed
over costs of doing a full scope audit. Plan audit fees are typically
competitively negotiated and are on a fixed-fee basis, rather than
an hourly basis. This reflects the fact that often these plan audits
are ancillary services as part of the audit of the plan sponsor. Per-
haps, to put it in a phrase you might better understand, loss leader
is often a good phrase for doing the plan audits.

The incremental cost of a full scope audit is truly dependent
upon the quality of the internal controls established by the plan
and the outside service organizations and the nature of the plan’s
investments. For example, the incremental audit costs of a plan
that has good internal controls, and holds assets in readily market-
able investments that are easy to value, would likely be signifi-
cantly less than the additional costs for a plan having the same
amount of assets with poor internal controls and assets that are
difficult to value.

Again, I would also like to take the opportunity to thank you and
your committee, and would be happy to answer any questions.

[The prepared statement of Ms. Starr follows:]
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Mr. Chairman, members of the Subcommittee, ] am Randi L. Starr, Chair of the AICPA’s
Employee Benefit Plans Committee. The AJCPA appreciates the opportunity to present its
views today regarding repeal of the limited scope audit exception in ERISA. The AICPA is on
record since 1978 supporting repeal of limited scope audits of employee benefit plans. It will
strengthen independent audits which are a key element in adding protections to the private

pension system.

Limited scope audits, which to our knowledge do not exist anywhere else in law but ERISA,
allow plan administrators to place significant restrictions on the scope of independent audits of
employee benefit plans’ financial statements. We are not aware of any other federal program or
agency. that allows or accepts restricted scope audits. Even the Securities and Exchange
Commission will not accept limited scope audit reports from plans required to file with the SEC
(on Form 11-k), such as 401(k} plans that invest in employer securities. Such audit scope
restrictions generally prevent the auditor from auditing a significant amount of plan asset
information. Thus auditors cannot make any independent conclusions about the plan’s financial
statements as intended by Congress when ERISA was enacted. ERISA’s financial reporting and
disclosure requirements. including independent audits, play an important role in ensuring
participants and beneficiaries are provided with the information necessary to be knowledgeable
about their plans. Congress should repeal the limited scope audit exception so that users of plan
financial statements can have independent assurance on the completeness and fair presentation of

the plan’s financial statements.

ERISA requires administrators of plans with 100 or more participants to engage independent
accountants to audit plans’ financial statements in accordance with generally accepted auditing
standards. The independent accountants’ objective in an audit is to express an opinion on the fair
presentation of the plan’s financial statements. This includes plan assets, liabilities. income and
expenses and addtitional disclosures necessary to prevent the financial statements from being

misleading. In a defined benefit pension or health and welfare plan the benefits are specified and
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determinable. The primary objective of the defined benefit plan’s financial statement is to
provide information that is useful in assessing the plan’s present and future ability to pay benefits

when they are due (i.e., financial status).

In a defined contribution plan the benefits are generally based on participant and/or employer
contributions, investment experience, expenses and allocated forfeitures. These factors will
determine the value of the panicipants benefits at retirement. Any shortfalls in the valuation or

existence of the assets. in effect becomes the responsibility of the plan participant.

The independent accountants’ responsibility includes determining whether the plans’ financial
statements are fairly presented in accordance with yenerally accepted accounting principles and
are free from material misstatements. The independent accountant evaluates the plan
administrator’s assertions in the plan’s financial statements. including whether the plan assets
exist or liabilities have been incurred, and the completeness of all transactions and accounts. The
independent accountant also evaluates whether there is reasonable and appropriate valuation and
allocation of assets. liabtlities. income and expenses. and whether the information is properly
classified. and disclosed in the financial statements. In planning and performing the audit. the
independent accountant also considers the plan’s internal controls over financial reporting and

whether there are any material weaknesses or reportable conditions.

Limited Scope Restrictions on Plan Audits

Section 103(2)(3)(C) of ERISA allows plan administrators. at their discretion, to instruct their
independent accountants not to audit certain assets held by a bank, or similar institution, or by an
insurance carrier. that is regulated and supervised. and subject to periodic examination by a state
or federal agency. In those situations, the plan administrator can request such institutions to
certify that the plan assets and related information such as plan investment income and expenses.
1s accurate and complete. The plan asset information excluded from the independent

accountant’s audit generally represents a significant portion . or possibly even the entire portion,

o
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of the plan’s assets and income. Thus, in virtually all cases, the independent accountant will
conclude that this is a significant restriction on the scope of the audit and, consequently, the
independent accountant will not express an opinion on the overall fairness of the plan’s financial

statements.

This is because, to render an opinion, independent accountants cannot rely solely on the
certification from the financial institutions. Auditors also need to understand the design and
effectiveness of the internal controls used by a financial institution to execute and process the
plan’s transactions, and to consider performing other tests of the plan information as necessary in
the individual circumstances to support the auditor’s opinion. This would include, for example,
independently testing reported fair values of investments. In a plan audit, the internal controls at
the financial institution used to process plan transactions is critical to independently ensuring that
the plan is properly credited with its share of investment income and expenses, as well as

ensuring that investments are properly valued.

As financial institutions increasingly rely on computers to process plan investment information,
the established computer controls that produce information become increasingly important to the
auditor. Some financial institutions produce computer-generated certifications having only
computerized signatures on a compwer-generated report of plan investment information, thus
providing plan fiduciaries and independent accountants little or no assurance that the information
has been carefully checked by an appropriate official of the financial institution. On a
certification that I personally reviewed, I saw that the investment fair value information reported
by the bank from one year to the next did not change. Clearly in this instance this was not correct
and the bank had to revise the plan’s investment report because of an error. Also, independent
accountants are finding that institutions are adding caveats to the certifications that for all intents
and purposes reduce or invalidate the assurances that the certifications are to provide. Current
practice also indicates that plan trustees are outsourcing various recordkeeping and
administrative functions of the plans yet sign the certification statement. This practice brings

into question whether or not the person signing the certification is knowledgeable of the

3
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outsource activities as they relate to the plan’s assets. Often , particularly trust companies and
insurance carriers do not provide all of the required information for the supplemental schedules
because their systems are unable to maintain appropriate cost information. Yet these are the
same systems that report gains and losses on securities that users of benefit plan statements are to

rely on.

Limited-scope audits result wholly from ERISA and the practices of plan administrators. The
DOL estimates that in about half of the required plan audits, plan administrators have exercised
this authority and restricted the scope of the required audits. Plan participants cannot be
provided the full assurance contemplated by ERISA if the independent audit is restricted as
currently permitted by ERISA. If the Congress wishes to remove this constraint on the
usefulness of required audits. it need only repeal the authority for plans to restrict the scope of

the audit.

Some have expressed concern that if Congress repeals the limited scope audit provision under
ERISA, it would result in duplicative auditing and significantly increase the cost of plan audits. |

will address these concerns.

Some are concerned that the repeal of the limited scope audit exception would result in many
plan auditors knocking on the doors of banks and investment compantes so that the auditors can
audit the individual plan’s investments held by those financial institutions. This fear of
inefficient and intrusive auditing -- perhaps you can call it "auditor phobia" -- is unfounded.
According to DOL estimates. half of all plans required to have independent audits have full
scope audits. I have not heard from banks, insurance companies, etc. that currently have full

scope audits that there are many auditors camped on their doorsteps.
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With over twenty years of experience with these full scope audits, the auditing profession has
developed an efficient "single audit" approach to auditing plans, or any other entity, that use an
outside service organization to process transactions. It is known as a "SAS 70 approach." which
refers to Statement on Auditing Standards No. 70. SAS 70 provides guidance for exactly those
situations. SAS 70 reports -- which are prepared by the service organization’s own independent
auditors -~ can allow the plan’s auditor to obtain a report on the service organizations’ internal
controls used to process and record plan investment information. These SAS 70 reports are
based on a separate engagement performed by the financial institution’s own independent auditor
to review the financial institutions internal controls placed in operation and their operating
effectiveness. The plan’s independent accountant reviews the SAS 70 report to obtain an
understanding of the internal controls used to process plan transactions and to identify
deficiencies or other findings that may affect the individual plans. [f the SAS 70 report is limited
as 1o its coverage of the servicer’s controls, policies and procedures as they relate to the plan
being audited, the plan’s auditor may need to gain an understanding of the controls, policies and

procedures not covered in the SAS 70 report.

Historical experience indicates that in full scope audits where a SAS 70 approach is used. in the
vast majority of cases, the plan’s independent accountant concluded that it was not necessary to
visit or perform additional procedures at the service organization. This is particularly true when
the service organization’s independent accountant concludes that the servicer has effective
internal controls in place for processing plan transactions during the plan’s reporting year.
Situations where the plan auditor needs to perform additional audit work at the service
organization are very infrequent. and are most likely to occur if a SAS 70 report is not provided
or does not address the effectiveness of the controls. or when internal control problems at the
servicer are identified that effect the reporting of investment information in the plan’s financial
statements. It may also be necessary for the plan’s independent accountant to perform additional
work at the servicer if the plan has investments that are difficult to value. such as real estate. so
that the independent accountant can review the appropriateness of the asset valuation

methodology. Based on the portfolio of investments held by many plans, it is reasonable to
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conclude that if Congress repeals the limited scope audit exception in ERISA, financial

institutions will not be inundated with auditors.

[ also want to point out there is no duplicate auditing involved in full scope audits of plans and
the independent financial statement audit of the financial institutions holding plan assets and
executing plan transactions. The perspectives and objectives of these audits are quite different,

and are at extremely different levels of materiality.

Limited Scope Audit Versus Full Scope Audit

I will now explain the additional audit work required in a full scope audit—that is, an audit under
generally accepted auditing standards sufficient for the independent accountant to express an

opinion—uversus a limited scope audit currently permitted by ERISA.

In a limited scope audit the plan’s independent accountant would receive a certification from the
bank, insurance carrier, or similar institutions which represents that the plan’s assets, income,

purchases and sales exist and are properly valued.

In a full scope audit, the independent accountant has a responsibility to obtain an understanding
of the internal controls used by the financial institution to process plan investment transactions,
and to assess the effectiveness of those internal controls. As] previously mentioned, a SAS 70
report will normally provide the plan’s independent accountant with sufficient evidence as to the
effectiveness of the financial institution’s internal controls over trust activities. such as the
determination of unit values and share transactions, as well as whether the internal controls used
to calculate the plan’s share of investment income and expenses were properly designed and

functioning as intended.
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Also, in a full scope audit. the plan’s independent accountant would normally independently test
a sample of investment transactions, such as purchases, sales, realized and unrealized gains and
losses. as well as test the calculation and allocation of investment eamnings and expenses. Proper
valuation and allocation of investments are especially important in defined contribution plans
because the retirement benefits are based on amounts contributed to the participants individual

accounts as well as the investment experience on such amounts.

in both types of audits. the independent accountant would have to perform auditing procedures
on the supplemental information required by ERISA such as, the schedule of assets held for
investment purposes, and the schedule of reportable transactions. The independent accountant is
also required to understand and assess the effectiveness of the internal controls used by the plan
sponsor to process plan transactions. Auditors would also review the financial institution’s

investment policies and method of determining fair value of investments.
Increased Costs

First. I want to dispel any notion that requiring full scope audits will make independent
accountants mitlionaires overnight. Plan audit fees are typically competitively negotiated on a
fixed-fee basis—rather than an hourly basis—and often reflect the fact that plan audits are

performed as an ancillary service to the audit of the plan sponsor.

The incremental cost of a full scope audit is generally dependent upon the quality of internal
controls established by the plan and outside service organization, and the nature of the plan’s
investments. For example, the incrementat audit cost of a plan that has good internal controls
and holds assets in readily-marketable investments that are easy to value (such as publicly
-traded mutual funds) would likely be significantly less than the additional audit cost for a plan

having the same amount of assets with poor internal controis and assets that are difficult to value.
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We believe the benefits of a full scope audit to plan participants, plan administrators and
sponsors and the DOL outweigh the incremental cost involved. Limited scope audits provides

no independent assurances of a plan’s financial status.
Conclusion
Mr. Chairman, | would like to take the opportunity to commend you and your Subcommittee for

your interest and effort in this important area. Thank you for the opportunity to testify. [ will

now gladly try to answer any questions that you or members of the Subcommittee may have.
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Mr. SHAYS. Thank you very much.

This is the first hearing to try to help us to see where we go with
this, and I'm going to be very candid with you and say to you that
I accept the basic premise that if you have a legitimate audit you
don’t want to duplicate.

Where I have a gigantic disconnect is that—well, I have a num-
ber of disconnects. I need to understand, first off, why some choose
to utilize a limited scope audit and others, who could, don’t. Why
does that occur? We’ll just go right down the line.

Mr. KeLLy. OK. My understanding is, some larger plans insist on
a full scope. There are some examples of-

Mr. SHAYS. You mean the directors of the plan say they want it?

Mr. KELLY [continuing]. Yes, the plan administrator decides they
want a full scope.

Mr. SHAYS. Why?

Mr. KELLY. For whatever reason.

Mr. SHAYS. No, but for whatever reason isn’t helpful.

Mr. KELLY. It may be that the plan is subject to SEC because
of the example that was given of the 401(k) with employer securi-
ties involving employee money, where you've got to have a full
scope audit. That would be typical of a situation where they'd do
that.

It's not my experience that most employers would like that, they
are perfectly satisfied with the entities they've chosen. They have
fiduciary responsibility to choose them wisely.

I was somewhat alarmed to hear the discussion about inadequate
certification. Primarily, as an organization representing plan spon-
sors, also representing some regulated investment companies, I've
got to tell you that we would find it totally unacceptable if im-
proper certifications were being given, and would insist, as co-fidu-
ciaries, that that stop. This is the first time I've heard of that.

Mr. LEIBOLD. My experience has been that it truly is the larger
plans that utilize the full scope, and one reason that we see for
that is, frankly, the relative sophistication of the finance and ac-
counting area of that plan sponsor.

In my market anyway, there are a large number of employers
that may have 100, 200, 300 participants in their plans, who come
under the 100 or greater rule, but I would not characterize them
as having a sophisticated finance or accounting department that is
used to working with auditors on a regular basis and utilizing full
scope audits, they are very cost conscious employers. Most of these
are small businesses, proprietorships, closely held businesses, that
count their pennies and their nickels. It tends to be the much larg-
er employers who are used to working with auditing firms on an
ongoing basis that are utilizing the full scope.

Ms. STARR. I would say, based on the clients that I serve and the
plans that I'm involved with, that those that select the full scope
audit take their fiduciary responsibilities very seriously. They want
to make sure that they have somebody else looking at these plan
assets, looking at the entire plan, to make sure that the invest-
ments, the allocation of amounts in the defined contribution arena,
have been appropriately handled, and I think that that is probably
the biggest reason.
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Cost does come up for those plans that choose not to. The nature
of the investments is also another concern, when they are very sim-
ple mutual funds and that sort we would probably see a few more
limited scope examples.

Mr. SHAYS. The standard financial accounting practices are basi-
cally established so that if you audit the entire plan you can make
an opinion, is that correct?

Ms. STARR. If there is a significant amount of information, be
that plan assets, claims paid if it was a health and welfare plan,
where we were restricted and not allowed to look at it, we would
have to disclaim an opinion.

Mr. SHAYS. And, that wasn’t always the case. From day one you
would render an opinion because of the significance of the informa-
tion not audited. You were unable to express an opinion on the ac-
companied financial statement. I thought that had evolved.

Ms. StaRR. No, that kind of a disclaimer has always been in au-
diting literature.

Mr. SHAYS. As part of the limited scope audit?

Ms. STARR. The unique aspect of the limited scope audit, which
was truly a negotiated opinion back in 1975-1976 area, was the
idea of, yes, we disclaim on the financial statements, but we go in
the next paragraph to indicate, and you may or may not have that
in front of you, that we have audited the other aspects of the finan-
cial statements and that they are in compliance with the rules and
regulations under ERISA. That is, basically, a piecemeal opinion
that was outlawed probably prior to 1975, which is why I say it
was a negotiated type of report between the Department of Labor
and the accounting profession.

Mr. SHAYS. I'm sorry to be confused. Are you saying that what
was presented to us earlier was only part of the story, that there
was another:

Ms. STARR. There’s just another paragraph, it's not that it’s part
of the story, there's just another paragraph that follows that.

Mr. SHAYS. But, the other paragraph matters to me. The other
paragraph basically says we've looked at that part that we could
look at, and found that to be in total compliance with——

Ms. STARR. Just in compliance with rules. We are not comment-
ing on the fair presentation of the financial statements.

Mr. SHAYS. OK. Let me just try another step. Probably everybody
here understands but me, but the bottom line for me is, your point,
Mr. Kelly, and your point, Mr. Leibold, that you have viable audits,
regulated 100 different ways. What was troubling to me when I
first got into this issue was that I felt that a plan that was having
problems could utilize a limited scope audit to hide problems in the
plan, and that it could do so by simply picking up a small part of
its overall plan in regulated activities thus enabling them to have
a limited scope audit.

It was my belief that if part was in a regulated banking institu-
tion and so on, that they, basically, were free from having a thor-
ough audit of the other part of their plan. Is that the case or not?

Ms. STARR. No. The requirement has always been that it is only
the investments and investment-related activity that is certified by
the financial institution that is exempt from audit.
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Mr. SHAYS. And the auditor will give a solid opinion about that
part that is unregulated?

Ms. STARR. No. We do not give—we do not have a—so long as
the amount that is held by the financial institution is significant,
and I put that in quotes only in that that’s the independent judg-
ment of each of the accounting firms, if it’s significant, let me just
give you a perspective from my firm that would say, if it's 10 per-
cent or more we would not have to issue any type of report, we
would give you a disclaimer, which is exactly what Olena read to
you earlier.

Mr. SHAYS. Let’s say 10. That's a good number to use. So what
are you going to tell me about the 90 percent?

Ms. STARR. Nothing.

Mr. SHAYS. Well, that’s stupid.

Ms. STARR. I don’t disagree with you, but the issue being, if I
could explain just for a moment, if that 10 percent was totally
wrong, that would be material to the financial statements, and
since you haven’t allowed us, not you, but since we are not allowed
to look at that 10 percent we can’t make an assessment as to the
overall fair presentation of the financial statements.

Mr. SHAYS. Yes, but you can make an assessment on the 90 per-
cent, and you are telling me you don’t?

Ms. STARR. We will not report on that 90 percent. We have a re-
sponsibility, as a profession, to perform audit procedures on those
other 90 percent. If we were to find a GAP violation, something
that was completely wrong and material, we would then have yet
another paragraph in our report that would describe that answer.
But, we do not give a positive statement on the other 90 percent.

Mr. SHAYS. Mr. Kelly?

Mr. KeLLY. If I may, Congressman, what we’re hearing about is
the final imprimatur, the opinion that overlays all the accounting
work that precedes it. I think the previous answer is extremely im-
portant. If anything is found with respect to the 90 percent, they
have an obligation under 10 specific ethical standards, to find that
and report it.

It will come out. It’s kind of indirectly the same thing as a nega-
tive report at that point.

We heard a reference earlier to the fact that it was made unlaw-
ful to issue a piecemeal report. Nothing made it unlawful. The pro-
fession, in its own standards, dictates when it will and won’t take
a piecemeal approach versus this disclaimer approach.

But, whether it’s a disclaimer with an obligation to disclose, or
a piecemeal report, it may well be a distinction without a difference
because of the thoroughness of the ethical standards requiring the
review and the disclosure.

Mr. SHAYS. Well, I have a sense that you are trying to describe
to me the difference between an audit and an opinion. In other
words, you audit, but you may not express an opinion, and I'm
wondering who is served by that, and I'm wondering why that
would be the case. It seems to me that you could offer an opinion
about the 90 percent you audited.

Ms. STARR. Well, I think to be fair, if I could, that is not the
nor;ln, that is, it’s that small of a percent that would be sitting
with——
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Mr. SHAYS. Let’s say 50 percent. I mean, if I had my pensions
in that plan, I would at least like to know what you thought about
the part that you audited. I'd like your opinion about it.

Ms. STARR. I think what the concern from the profession’s side
is that if I tell you about the half, and I haven't told you about
the—I tell you about one half, but I haven’t told you about the
other half, you are going to assume everything, the fear is that you
may assume everything is OK because you’ll only focus on the
words talking about the half that I did report on.

Mr. SHAYS. No, no. What I would want you to do is to say “we
have audited 50 percent of the plan that was not regulated, and
that in our opinion da, da, da, da, da, da,” or, “we audited 45.” I'd
like to know, in fact, how much of my plan was in regulated activi-
ties and how much was not.

But, you know——

Ms. STARR. That’s not allowed with our current professional
standards to report in that manner.

Mr. SHAY [continuing]. And I'm wondering why. And the Board
is in Wilton, right next door to me, so I'll be sure to have a nice
visit.

But, Mr. Leibold, what’s your opinion about that part of it?

Mr. LEiBoLD. Well, I think it points out a very important distinc-
tion and that is, the audit work is actually occurring on those part
of the assets that aren’t held in a regulated entity. It’s almost a no
news is good news kind of opinion, that if they don’t affirmatively
say something under their standards they have examined, those
non-regulated——

Mr. SHAYS. Well, that’s basically saying an opinion is irrelevant
anyway. I mean, I don’t think people can have it both ways. An
opinion is there for a reason, otherwise don’t have the opinion.

The lack of an opinion tells me something, and I have some sym-
pathy, Mr. Kelly, with the basic view that you—first I have sym-
pathy for a firm that doesn’t want to encounter costs, and I have
sympathy for the logic that says why duplicate something, but I
feel like this is a contest between the entities, and it's like each
wants their own way and they don’t want to compromise and find
something that would make sense, because right now it doesn’t
make sense to me. I think the present law doesn’t make sense.

Mr. LEIBOLD. It would seem to me if the audit opinions, in fact,
stated what it is, in fact, the auditors are doing, that would be a
big part of the solution, because there are not any parts of the plan
that are not being tested thoroughly. The question is what the lan-
guage is of the opinion does not really state what's actually oc-
curred in terms of the protections to the plan.

Mr. SHAYS. OK, let me just put it my way. I think what you are
saying to me is that both the regulated and the unregulated have
5ee? audited, but no opinion has been expressed, and so, no big

eal.

Mr. LEIBOLD. Not necessarily no big deal, but you are correct
that no opinion has been expressed, and our question is, why not.

Mr. SHAYS. OK, what do you want? Do you want an opinion to
be expressed?

Mr. LEIBOLD. I think it’s very appropriate for an opinion to be
expressed on the assets that are not part of the regulated entity,
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with a statement that the other assets not examined are subject to
a regulated entity that is examined.

Mr. KELLY. And, I would concur with that answer.

Ms. STARR. I think one of the things maybe to step back and look
at, I understand there are lots of entities that are regulated, you
can certainly say, I would hope you would all say, pension plans
are regulated in many, many different ways under ERISA and
DOL regulations and rules. That did not preclude ERISA from say-
ing, we want an independent audit, for those plans with 100 par-
ticipants and more, we want an audit.

So, the fact that banks, and trust companies, and insurance com-
panies, investment companies are regulated does not necessarily
mean that they are looking at the financial statements and the fi-
nancial position of that trust.

There are certainly aspects that would be the same, and we are
extremely willing to utilize anything that is used for the regulatory
process to prevent any type of duplicative auditing. But, I think to
put it back in perspective, not having an opinion on the financial
statements as to the overall presentation to me is a very significant
statement that we are telling you.

Mr. SHAYS. Well, I'm trying to think of an analogy. We want to
know the health of a pension plan, so I was just thinking, OK,
someone goes for a physical, and you have two doctors in this proc-
ess, and one doctor takes your blood pressure and something else,
and he’s under the regulated side, and the rest of the examination
is done by another doctor. Now, in one sense the second doctor
can’t say, “well, you are in perfect health,” because he didn't do
your blood pressure, he did some other things that maybe he
should have done. But, he knows that your blood pressure was
measured. I guess what I'm trying to sort out is that you don’t need
to take the blood pressure twice. I mean, that would be the argu-
ment.

But, in another sense, I guess then what I'd want to know is,
how confident can I be that that doctor did all those things, that
he did take your blood pressure, and all the other things that I
didn’t do. And so, maybe you all can address, convince me, that you
looked at the complete health of that and then I'll go to my col-
leagues. The problem is it’s two doctors, not one, and so you are
telling me, Ms. Starr, that one doctor doesn’t have the right to say
that person is healthy unless he’s checked out everything, but in
a sense it’s been done.

So, is that a bad analogy or a good analogy?

Mr. KELLY. I think it's a wonderful analogy, it’s a very good anal-
ogy.
Ms. STARR. I have—I guess, I mean, I have a concern in that in
the normal instance the one doctor that you have just doing the
blood pressure is actually the one who has done the blood pressure,
the EKG, the cholesterol testing, the whatever, and I've only been
able to look at—I'm really the one who has only done the blood
pressure test, and yet, you'd like me to give you some report on the
overall health of the plan.

Mr. KELLY. Congressman, what about an airline pilot that lands
a plane in reliance on the air traffic controller who says that it's
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clear. There’s an awful lot of lives that are at stake in relying on
one another.

I think that a very fine distinction is being made by the profes-
sion, and I'm not sure that it’s serving anybody’s best interest. Ei-
ther make the statement on the assumption that the regulated in-
dustry is certifying correctly, that its statements are fairly pre-
sented, or do it piecemeal.

Mr. SHAYS. Well, the problem with my analogy is that I'm think-
ing about it as the interaction. If you make the argument that one
is totally separate, and that’s been checked out, and this is totally
separate, if there is somehow interaction between the two, and you
can't assess the impact of the interaction, then 'm more inclined
to agree with your position, Ms. Starr.

Ms. STARR. My understanding, and, please, I would ask for
Chuck or others to clarify, there are a lot of options in there. In
other words, the FDIC, the OCC, can do a complete physical exam
or they may just pick and choose in certain years to look at certain
parts of it. There is not an absolute requirement to do an opinion
on the total trust company, on the total bank. There is some flexi-
bility in what is being done on an annual basis. It is being done.

Mr. LEIBOLD. If I could respond to that. My experience has been
there’s not a lot of selectivity at all. There is a full audit of every
aspect of our department every time there is——

Ms. StaRR. From a compliance perspective, though.

Mr. LEIBOLD [continuing]. From account administration, to secu-
rities movement and control, to sysiems operation, to dual controls,
to reporting of information, it’s very broad based.

What you will find in terms of the options, there is basically a
decision tree that happens under each one of these specific areas,
and if you check and find item A is well done, you do not need to
go check item B because item B only occurs if you've made a mis-
take in item A.

Mr. SHAYS. Well, you know, I'm going to go to my colleagues, but
I'd like to ask, why isn’t SAS 70 the answer? Why do you both ob-
ject to that?

Mr. LEIBOLD. From our perspective, it’s simply a matter of cost
and benefit. Everything, basically, that would be done in an SAS
70 report is already being done through our examinations by regu-
lators and our bank auditors.

It’s really almost a question of who is the opinion addressed to.
We are concerned, particularly, for banks my size or that middle-
sized customer, say, with the 100 to 500 participants, where this
is a meaningful cost item for work that, basically, is already being
done and is already out there. We are not adding any true addi-
tional protections that don’t already exist for our pension plan par-
ticipants.

Mr. KELLY. And, my point of view is, SAS 70, basically, puts a
lie to the objective of H.R. 2290, which is to have the independent
auditor step in there and look at the assets to respond to, the com-
ments that nobody is auditing.

If you look at SAS 70, there is still deference going on. In es-
sence, the independent auditor is saying that because they’'ve done
it in this format we’re not going to audit, yet, we will issue the
opinion. That’s, in essence, what SAS 70 does.
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So, you have the additional expense, you have plan participants
out there and readers of newspapers who think that suddenly the
independent auditor is looking after their self-interest within the
regulated entity. But it is not happening. That’s why I referred to
it as like the heavily sugared breakfast cereal, expensive, attrac-
tively packaged, satisfying, but full of empty calories. It doesn't ac-
complish anything.

Mr. LEIBOLD. If I could make one other quick point?

Mr. SHAYS. Sure.

Mr. LEIBOLD. Some technical issues with the SAS 70 involve
whether you have overlapping audit periods. So, for example, if my
SAS 70 report is done on a calendar year basis and we’re looking
with a June 30 fiscal year plan, the auditor may not be willing to
rely on it.

In addition, there is really no generally agreed upon format for
content or presentation of that in SAS 70, so I may spend a signifi-
cant amount of money to buy one and then several different plan
auditors may not, in fact, agree that it has everything in it that
it ought to.

Mr. SHAYS. The regulated part, though, has different auditing pe-
riods as well, doesn’t it?

Mr. KELLY. Correct, it does.

Mr. SHAYS. Well, we have basically four proponents of change
and two opponents of change, and I am struck by the fact that I
would want to know how much of a plan is not in the regulated
part, and I would want to have an opinion about that part which
1s not under regulation.

To me that would be the minimum that I would want, and then
I might want more.

Ms. STARR. If I could just comment on that just a little bit. The
potential if you were to do it, if we could come up with a report
that way, that would increase costs also, because instead of basing
our materiality on the total plan’s investments you are now asking
us just to opine on the part of the investments that are not held
by a financial institution, which would reduce the materiality
threshold that we do our audits upon and, therefore, has the poten-
tial to increase costs.

So, to the extent cost is a concern——

Mr. SHAYS. I have to say, I'm missing the point. It seems to me
right now it’s a big loophole for the accounting firms, because they
don’t have to be quite as vigorous, because in the end they may
have audited but they don’t have to express an opinion.

The opinion is a basis for evaluating them. Their reputation is
on the line and so on.

Ms. STARR. We are on the hook, when we issue an opinion you
are absolutely right.

Mr. SHAYS. OK, but there’s absolutely no reason, in my mind,
that you can’t issue an opinion on that part that you have audited.
I mean, there’s no way that you’'ve reached me in saying why that
can’t happen. I mean, why can’t it?

Ms. STARR. Well, obviously, I haven’t been able to explain it well
with respect to the piecemeal opinion. The concern is just that, you
may understand the distinction between what was audited and
what was not, others may not. Others may just read it.
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Mr. SHAYS. Well, that’s a little disingenuous, because you basi-
cally just say in your opinion, “we were only able to audit 55 per-
cent of this plan, the part that wasn’t regulated.”

“On the 55 percent of the plan that we audited we are very com-
fortable da, da, da, da, da, da.”

Now, the only way that I would have sympathy with your view,
and I truly am going to come to my colleagues, is if somehow they
were so intertwined, and I haven’'t heard anything that says they
are. I was hoping that a case would be made because I'd like—if
they are so intertwined that the part you couldn’t regulate affects
the part that you couldn’t audit because it’s invested in a regulated
institution, then I would have sympathy for your not being able to
come to an opinion.

Ms. STARR. But, it is the whole—it’s the plan’s financial state-
ments, it's the security that comes from knowing that the total
plan assets are there, because you can’t—if I'm a participant, in
your example of 55/45, does that mean one, you know, 45 percent
of my assets are OK, but 55 percent are not OK? I mean, it is an
integrated package that we are reporting on.

Mr. SHAYS. OK, if that’s your answer, it’s almost like, well, that’s
the fact now, and people are being fooled. The fact is, tell them the
truth, this is what you regulated, this is not, the regulated is not
being audited by you and, therefore, this is what you’ve done and
this is what you are comfortable with. And, you could say that you
can express no opinion on 45 percent of the plan that you have not
looked at, and that’s very honest, because it tells me you didn’t
look at that part of it.

Anyway, you've been patient.

Mr. TowNs. Actually, Mr. Chairman, I want you to know you
asked half of my questions.

Mr. SHAYs. If you would let me go a little longer, I could ask
them all.

Mr. TowNs. Let me come back to this whole cost situation. I'm
concerned about costs, and I want to join you, Mr. Kelly, but I'm
having some problems in my own mind, and I'm thinking in terms
of the credit unions that have failed, I'm thinking in terms of banks
that have failed, and even in insurance companies, you know, and
if the cost that was quoted here earlier, and I'm not sure that’s ac-
curate, $4 per person, I think that people would pay that just to
have peace of mind and to know that when they retire that it’s
going to be there, and I think they would not mind paying that.

Are you saying that it’s going to cost more to do that?

Mr. KELLY. 'm saying that it’s going to cost between $2,300 and
$2,500 per plan. That may work out on the average. I don’t know
whether on average that’s $4 per participant. We've heard that for
the first time this morning. There are different sized plans. Obvi-
ously, if you have 101 employees it’s going to be more than $404,
and if you've got 10,000 employees, I think your per participant
cost is a sliding scale, that it’s going to be less per participant the
larger the plan. It’s going to be more per participant the smaller
the plan. So, the plans in the range 100 to 200 or, the 100 to 500
participant ranges, are the ones that are going to be hit the hard-
est by this averaging of the cost, by this focus on the averaging of
the cost.
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Mr. Towns. Deal with my problem with the regulator’s point
that, you know, when you look at credit unions, you look at banks,
and insurance, I mean, the regulators are there, and these failed,
some of you even in my own district, so how do I——

Mr. KELLY. OK, but the issue really is, there are three ways to
approach this. One is, there's no change necessary; another, we do
something regulatory, and that has been occurring; and No. 3 is we
pass legislation.

If we pass legislation by focusing on this $4 per participant to
plans with regulated investors, the flaw is that we don't really ad-
dress the problem. Auditors are now relying on the fact that they
don’t have to give the opinion. They are not following the proce-
dures they are required to follow. That’s what the 1996 study
shows. The additional $4 cost imposed regulated money, doesn’t ad-
dress that directly at all.

The problem is, performance standards, with respect to the audit

overall: one, the money coming in, the contributions, which are not
insulated by the limited scope audit; two, the benefits going out,
wherever they come from, are not protected by the limited scope
audit; plus three, the unregulated money. There’s the problem that
we need to address. Again, I can’t say it often enough, I applaud
the Chief Accountant, that office is only 10 years old, 1 applaud the
AICPA. I've spoken at their seminars. There’s a real effort to dis-
cipline accountants that’s going on. If the 1996 assessment showed
us anything, it is that there has to be a much more rigorous ap-
proach to the whole issue of who can be an independent auditor.
But the answer isn't to deflect the attention by going after regu-
lated entities and putting in place something that affects that pot
of money. That isn't where the assessment shows us the problem
is.
Mr. LEIBOLD. If I could address your question with respect to
failures. A couple things I would note there. First, I'm not aware
of any bank failure that ever originated in a trust department.
Typically, it’s a credit issue.

But, I think even more importantly, trust assets, whether they
are to be pension plan assets, personal trusts, are totally unaf-
fected by a bank failure.

Mr. Towns. Right.

Mr. LEIBOLD. Those assets are completely separate from the
banks, to the extent that we have separate vaults, separate com-
puter systems, and, in fact, what happens in the case of an insol-
vency is that the FDIC seeks, as soon as possible, to find a succes-
sor fiduciary to take on those accounts, and I could provide to you,
certainly, a copy of a letter I have here from the FDIC in 1991, ex-
plaining exactly how that process works. But, trust assets of any
kind are totally insulated from any failure of the commercial bank.

From the cost standpoint, averages can be deceiving. I think the
real serious blow to my bank and to my customers——

Mr. SHAYS. What size is your bank?

Mr. LEIBOLD [continuing]. Our bank is about $700 million in as-
sets, our trust department is $2.1 billion, of which $470 million is
employee benefit assets.

Mr. SHAYS. And, that’s defined as a small bank?
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Mr. LEIBOLD. Yes. We are at the upper end of the small banks,
meaning we have all the products and services, we don’t have the
size.

Mr. SHAYS. You are a good bank and I should want to use your
bank, but you are still small.

Mr. LEIBOLD. I pride myself, it’s personal.

Mr. SHAYS. 1 understand.

Mr. LEIBOLD. I have a tee-shirt that says, “small is good,” but
with respect to——

Mr. SHAYS. But, you are big enough to be safe.

Mr. LEIBOLD [continuing]. With respect to our customers and
ourselves, when you are talking $2,300 to $2,500 per plan, and I
think there are some plans where we might be talking more, that
is a significant cost element to these customers. It may be the kind
of cost element that says, I need to reexamine why I have a quali-
fied retirement plan, and I don’t think we want that.

Mr. Towns. Well, I don’t argue the point that it might not start
there, but it could end up there. I mean, that’s what I'm saying,
and so I think that if you do not have the necessary auditing proc-
ess in place, then you probably can up having this problem.

But, I don’t understand if it’s $4 why, you would not want to do
it. I mean, I'm certain that if you surveyed all the people in the
plan they would have no difficulty saying, if $4 is going to make
certain that when I complete my work termination I would have
H111y pension there, I don’t think anyone of them would object to
that.

And, I have not been convinced that it’s not $4.

Mr. LEIBOLD. But, the participant doesn’t pay that cost, the em-
ployer pays that cost. In no plans that we work with are those
costs paid out of plan assets, they are paid directly by the em-
ployer, which then becomes a bigger number than $4.

I think, more importantly, again——

Mr. Towns. Weli, let me get where I want to go, let me do it this
way, let me be the banker for the moment and you be the Member
of Congress, tell me what should be done, everybody except you,
Ms. Starr.

Ms. STARR. Thank you.

Mr. LEIBOLD. I think the solution is, as we have mentioned be-
fore, to ask the auditors to specifically address the auditing that
they do on the non-regulated assets, the non-regulated trans-
actions. When you look at how a plan works, it’s really a contin-
uum, you have money starting with the employer or the employees
that is contributed to the plan, you then have plan investments,
and you then have distributions either to participants or to pay
plan expenses in some cases.

Only that very narrow portion in the middle, where it’s in trust,
is the subject of the limited scope audit. They are doing the audit-
ing, or should be doing the auditing, of everything else. They
should be able to rely on State and Federal and bank auditors,
three different potential levels of examination of the regulated por-
tion, and fully examine, as they should be doing, the non-regulated
portion and include those results in their discussion of the plan
audit in their opinion, simply address what it is they are actually
doing or should be doing already.
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Mr. KELLY. As a Member of Congress, I'd ask you as the banker.
If I pay you $4 per participant more as a plan sponsor, what addi-
tional protections do I get with respect to the unregulated money?
I would expect your answer to be none. You get another audit or
another layer of protection on the money you've already got au-
dited, and some protection if the certificate is done properly.

So, that’s why I refer to them as empty calories. It's $4 that
doesn’t buy you anything. We need to spend the money in a way
that produces good decent independent audits. We need to spend
enforcement resources and self-regulation and peer review re-
sources on getting independent auditors to do what the auditing
standards require.

Mr. TOwNs. So, you are saying we have a baseball bat trying to
kill a gnat.

Mr. KELLY. We have a baseball bat—TI'll tell you what we have,
what we have is, we have a horse race, and at the end of the final
corner, because we are being told that we need to run straight in-
stead of go back to the finish line, because the finish line, as we've
got these problems with audits, we got to address it and we’re say-
ing, no, the goal is over there. We are being pointed in the wrong
direction. We are being told to hit it foul instead of fair.

Mr. LEIBOLD. I wou%d agree with the baseball and the gnat, but
we are missing the gnat.

Mr. SHAYs. Putting racing and baseball in the same analogy,
that’s not fair.

Mr. LEIBOLD. We are going to miss the gnat, is the problem,
we've got the bat, but we’re going to miss the t.

Mr. KELLY. Yes, we're hitting in the wrong direction.

Mr. Towns. I yield back, Mr. Chairman.

Mr. SHAYS. Let me do this. I want to say this is not a debate in
society over who wins. What I'd love is for our three panelists to
just sit over here. No, no, you all stay there. If the three panelists
would come here and just help the two of us, the previous panel-
ists, I apologize, if you would just, as you've listened to this, give
us a sense of how administrations in both parties have responded
to the fact that the limited scope audit is flawed and that both par-
ties need to make improvements, since admittedly, that’s the group
that’s entrusted with overseeing this.

I have sympathy for the fact that there’s a part that I don’t get
a good handle on. That’s the unregulated part. Someone gets a
good handle, but I'd say it ain’t me.

When you all have heard the arguments here, I want you to help
us sort out where the lines of disagreement are, and then we’ll go
from there.

So, maybe you’d like to begin.

Ms. DALTON. I think one of the issues, from the independent pub-
lic accountant’s perspective, is that for part of the information
that’s not been inspected the limited scope audit, they don’t have
adequate assurance of what the information is, or the quality of it.

There are questions, as Randi raised, on the quality of the certifi-
cates that they are getting from the trust department, and all of
these transactions are intermixed, so it’s difficult for them to give
us an opinion when they don’t have adequate assurance about a
portion of the funds that have been scoped out for audit review.
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Mr. SHAYS. Does anyone want to add something to it?

Mr. LEBOWITZ. Mr. Chairman, I believe that the principal con-
cern that we have is that the whole process of developing and con-
ducting limited scope audits promotes sloppiness by everybody;
sloppiness by the plan administrator who is simply looking, some-
times, just for the cheapest way of complying with a statutory re-
quirement that an audit report be attached to the 5500, the annual
report, sloppiness by the accountant, as we found in our quality re-
view of audits, where when they are engaged to do limited scope
audits, because they are not rendering an opinion and putting their
name or the name of their firm at the bottom of that opinion, they
are disclaiming responsibility for anything, inevitably there’s slop-
piness in the way they go about doing that work, and sloppiness,
Mr. Chairman, in the way the bank carries out its responsibilities.

Mr. Kelly was concerned, and I agree with him completely, when
he heard that there may be problems with the certification that
banks are issuing. The certification is the document where the
bank says to the plan, “this is what we hold and this is what its
worth.” That’s the condition for a limited scope audit; that the bank
or regulated entity certify, “we hold these assets and this is what
it’s worth.”

Well, what we have found, and what our chief accountant’s office
found, is that in a good number of circumstances all the bank is
saying is, “this is what our books and records say it’s worth. We
haven't done any work to determine whether it’s really worth that
or not, we are just telling you what someone else has told us.”

So, the whole process is replete with sloppiness, and it’s become,
as Ms. Berg said in her written testimony, a mindless process de-
signed solely to satisfy a statutory requirement for an audit, but
without adding any value or sense of well being that participants
ﬁnd beneficiaries, plan sponsors and plan administrators, should

ave.

Mr. SHAYS. [ want to respond to what you said, but I want to
just ask you, Mr. Clark, do you have any comment to make, and
then I'm going to——

Mr. CLARK. Yes, I do. I'd like to try a couple tacks here. The first
is that from GAO’s point of view, we do not support piecemeal opin-
ions. I'm fond, personally, of saying that I know how to audit. I
went to school, I'm certified, there’s a body of standards out there
that tell me how to do a complete audit. 1 think there’s a general
understanding and expectation on the public’s part that when an
auditor comes in and says everything is fine, everything is fine,
and the auditor has to stand by that word.

The auditor has to be licensed by a state board. The auditor has
responsibilities, of course, and is subject to certain liabilities.

I also know how not to audit, even though it’s a little bit more
difficult. Occasionally, GAO gets in the position of providing infor-
mation, collecting information from other people, assimilating it,
putting it in a report and sending it up to the Hill with all sorts
of disclaimers that, you know, we didn’t audit this. Our experience
has been that that gets to be pretty iffy, because we are not sure
everybody reads all those caveats.

But, I can assure you that the thing in the middle is a mess, it’s
a mess for auditors even when they are trying to be conscientious.
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Mr. SHAYS. The thing in what middle?

Mr. CLARK. A half audit.

Mr. SHAYs. OK.

Mr. CLARK. A piecemeal audit, it’s a mess for the auditor, trying
to figure out when does my audit stop. Do people really understand
how much work I've done? When my report comes out, I have no
idea ?ow somebody might read a report that says it’s half and half
or 55/45.

The second approach I want to take is, I'm intrigued by the anal-
ogy that you used, in terms of a physical, a health physical. Going
back to ERISA, a cornerstone of ERISA was protection to the par-
ticipant. The participant has a role in policing the plan. I'm some-
what responsible for my own retirement, and I'm somewhat respon-
sible for my own physical health. I'm an accountant so I think I
know what I'm doing when it comes to my retirement, but when
it comes to my health I'm not. I don’t like science, so I go to my
doctor and I say to my doctor every 2 years, am I OK or not. I don’t
want to hear a lot of mumbo-jumbo, I don’t want to read a lot of
medical reports. Am I healthy or not?

Now, I'm going to take some tests, and I might have to take tests
from a series of doctors. I might have to get an x ray from one doc-
tor, and a blood test from somebody else, and who knows what. I
want a call from my doctor, and I want my doctor to tell me if I
am healthy or not. I don’t want my doctor to say, well, you know,
half of your body is healthy, the other half of the body, you know,
I know you've had tests, and there’s a bunch of doctors who tested
that, and maybe you could give them a call or maybe they’ll call
you.

I'll pay you $4 to call them, listen to what they say, and come
back to me and say, you're fine.

Mr. SHAYS. OK. I've loved all of your comments, but I would first
respond to yours. If I had a chest x ray, and you did the chest x
ray, and you told me you weren’t going to tell me if I had cancer
or not, because you couldn’t tell about the other parts, I'd be pretty
angry at you, too.

So, I would expect that based on the part that you looked at, you
would be able to give me a solid, straight answer and not equivo-
cate one way or the other.

So, I'd just flip that analogy and say, “yes, I would like to know
about the other parts of me.” But when I ask you specifically about
the part you were responsible about, I want to know.

Mr. Lebowitz, you have probably helped me define my own un-
certainty about this issue, because I've been in Congress now 11
years, and I found in the first few years that I would delegate cer-
tain parts of the job and nobody would take ownership. And so, fi-
nally what I did at the end was to say, “All four of you are doing
equal parts, but, David, you are in charge, and if this screws up
you are the person I'm going to hold accountable.”

And so I have sympathy for your point that, in essence, nobody
is taking ownership, and that’s what I would like to deal with, but
I'm not left with a feeling that taking ownership means that—well,
I'm struggling with the idea, because I do think someone in the end
has to be responsible. Someone in the end has to take ownership.
So that would imply that they need to look at everything.
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But, there are times when I say, “OK, you are responsible for
this, I'm going to hold you accountable for this, and you are respon-
sible for this.” Right now, I agree that I think since no one has
ownership you are not going to have excellence. I really buy that
point, and I do think the system is——

Mr. KELLY. Congressman, there is somebody who has ownership.

Mr. SHAYS. OK, who is that?

Mr. KELLY. The plan administrator, maybe it’s an investment
committee, has fiduciary responsibilities. They've selected the inde-
pendent accountant, they've selected the regulated investment en-
tity, they have responsibility.

And, if they get one of these, I've got to tell you, if my co-panelist
bank tells one of my clients that this certificate, without a signa-
ture, and that doesn't have the right assets, is OK, I'm not going
to be happy, and I'm going to say redo it and do it right.

There is somebody in place, and, in fact, these audits are 7
months after the year, when we get the things like Notice, we get
people with co-fiduciary responsibilities when there are problems
that arise, and they have responsibility to be sure that they under-
stand the audit. If there’s a disclaimer, maybe the plan participant
doesn’t get to the bottom of the letter and find the disclaimer, but
that plan administrator does, and that plan administrator is on the
scene, had better do something about it.

And, T've got to tell you that there is some frustration about not
getting piecemeal or not getting the total, but what’s more frustrat-
Ing is particularly what we’ve heard about—was the word lousy?

Mr. SHAYS. Sloppy.

Mr. KELLY. Sloppy, sloppy, I think if one message comes across
from the study that was prepared 3 years ago, just 3 years ago, by
a Chief Accountant who has been doing a yeoman’s job only 10
years and has made tremendous changes, and the AICPA has made
tremendous changes, I think we need a little bit more time before
we rush off and we impose the burden on the people who arent
causing the problem.

Mr. SHAYS. Well; let me just say, being a Member of Congress
for 11 years, I don’t think you have to be concerned we are going
to rush off and do something. You do not need to go to bed tonight
fearful that when you wake up tomorrow this will be done some-
where the way you didn’t want it.

Mr. TowNs. Being your senior, I concur.

Mr. SHAYs. But, I do think we have a problem, and——

Mr. KeLLY. We do, we do.

Mr. SHAY [continuing]l. And I do think all of you have made very
important points. Someone has got to take ownership, and the
question is, can ownership be taken without having a total audit.

Let me throw out one thought. Why couldn’t you say that even
a plan that had a limited scope audit could only have it for 2 or
3 years, and then every 3 or 4 years it would have to have a full
audit? It would get around some of the cost. Why are you shaking
your head? That was a great idea.

Mr. LEIBOLD. It depends. For example, if a third of my customers
have their plan come up each year, I have to get the SAS 70 every
year anyway.

Mr. SHAYS. You have to what? I don’t understand that.
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Mr. LEIBOLD. The accounting profession is saying they are will-
ing to rely on this SAS 70 opinion with respect to our controls,
rather than doing their own investigation.

Mr. SHAYS. Right.

Mr. LEIBOLD. If you have, say, an every 3 year scenario, as you
suggested, odds are a third of my customers come up every year,
so it’s just the same. I have to buy the opinion every year anyway.

And, my question is, if you are going to rely on a SAS 70, and
not do your own independent testing, why won’t you rely on vir-
tually the same thing that’s already being done by my bank exam-
iners and by my bank auditors, who in our case happens to be the
same firm that would do the SAS 70, without adding that extra
layer of cost.

Mr. KELLY. In essentially the same format for a different set of
regulations, or similar format for a different set of regulations. But
you've got to get it into a new format.

And, if you focus on the fact——

Mr. SHAYS. Wait, there’s something I'm missing here. 'm being
told that about 40 percent have limited scope audits, correct?

Ms. STARR. About 50/50.

Mr. SHavs. OK, let's say 50/50.

Ms. STARR. That’s close enough.

Mr. SHAYS. I'm making an assumption that sometimes the plans
that have limited scope audits don’t ad infinitum have limited
scope audits. Should I make that assumption? It’s always the same
507?

Mr. KELLY. Probably.

Ms. STARR. There’s little change.

Mr. KELLY. There’s a good stability to it.

Mr. SHAYS. OK, so I made a false assumption. You are saying
that, basically, the ones who choose not to use limited scope audit
usually choose not to.

You are saying the ones that choose limited scope audit, that if
they had to do it every 3 years, there would be 2 years where they
didn’t have to have a limited scope—where they could have a lim-
ited scope audit.

Mr. KELLY. The point was, if the plan doesn’t have to have a full
scope audit in 2 out of 3 years, they are investing with a regulated
investor who still has to prepare the reports.

Mr. SHAYS. OK.

Mr. KELLY. It’s a co-mingled investment. And, even if you were
to say, OK, we’ll approach it differently, and we’ll go investor by
investor, and we’ll require each investor to do it every 3 years,
youll have plans that have multiple investors and they are off of
the same 3-year sequence. It just kind of falls of its own weight at
that point.

Mr. SHAYS. It was stupid idea.

Mr. KELLY. Well, no, I wouldn’t say that.

Mr. LEIBOLD. No, I think it makes sense except for the way that
we are set up to do things.

The key question for us is still, the kind of things they are want-
ing to rely on already exist, and I think that we can find ways to
do that. If there are specific issues, like valuation of non-market-
able assets, or the form of the certification, these are issues that
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our industries can get together and solve on a very targeted basis,
again, rather than missing the gnat with the baseball bat.

Mr. SHAYS. Well, I'm going to close by saying, I do believe that
the system leads to someone not taking ownership, and when that
happens you've got a problem.

I do agree that you want to avoid, with all effort, duplications of
what’s being done. So, I want to find a way that someone ends up
taking ownership. Saying that the plan administrator takes owner-
ship is not the answer, because we are really auditing the adminis-
trator. We want to know what he is doing, in essence, and how
good of a plan he or she runs.

So, anyway, this is fascinating, and you can have a good sleep
tonight. It won't be a sudden decision.

Mr. KELLY. Not tomorrow?

Mr. SHAYS. Thank you, you've really been very helpful.

We'll call this hearing adjourned.

[Whereupon, at 11:43 a.m., the subcommittee was adjourned.]
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