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EXAMPLE: Where the plan has purchased trustee, investment advice, and recordkeeping -
services through a “bundled arrangement” that identifies each party, identify the trustee,
recordkeeper and investment adviser each as a service provider because the plan fiduciary has
effectively sclected and consented to the participation of each of these providers.

B. Confirm that an Investment Company and Its Service Providers are Not Plan
“Service Providers” For Purposes of Schedule C

" We believe that it is clear that a registered investment company and its service providers
would not be considered to be plan service providers for purposes of Schedule C solely as a result of a
plan's investment in shares of the investment company. There is nothing in the Department’s
proposed regulation suggesting the Department takes a contrary view, but we believe specific
confirmation would avoid confusion.

The investment company shares or units owned by ERISA plans are “plan assets,” but the
underlying assets of these investment companies themselves are not. ERISA § 401(b)(1); DOL Reg. §
2510.3-101. When a plan fiduciary selects a mutual fund for a plan, the fiduciary is making an
investment and not selecting a collection of plan service providers. Entities that administer and
manage the mutual fund are not plan service providers. Plans do not engage these providers. Instead,
these entities are service providers to the mutual fund, retained and monitored by the fund’s Board of
Directors, who themselves have fiduciary duties in entering into these agreements under the
Investment Company Act.”

We request that the Department specifically confirm in the Schedule C Instructions that
investment companies are not plan service providers, and that the investment advisers, recordkeepers,
administrators, transfer agents, distributors and others that provide services to these investment
companies are not “plan services providers,” solely by reason of their provision of services to the
mutual fund companies in which plans invest.

Not only are mutual funds (and their providers) not appropriately characterized as plan
service providers, it would be extremely difficult to parse out (in dollars) by plan specific components
of a fund's expense ratio for purposes of Form 5500 reporting. Many plan mutual fund investors hold -
their shares through omnibus accounts maintained by financial institutions and it is very difficult to
the mutual fund to know the identity and extent of an individual plan's holdings in the fund. In
addition, as the ERISA Advisory Council’s 2004 Working Group Report on Plan Fees and Reporting

7'The fees, expenses, and costs associated with an investment in a registered investment company are readily available to
the public. Mutual fund expenses generally consist of investment advisory expenses, sharcholder servicing or
administrative fees, and, in some cases, 12b-1 fees. These expenses are expressed in the fund expense ratio and disclosed

in the fund prospectus under SEC rules.
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on Form 5500 makes clear, a mutual fund does not have the capacity to allocate to each of its
shareholders the fees that, with each day’s net asset value, are netted from the fund’s holdings. The
systems overhaul that would be needed to track this information would be prohibitively expensive. If
the Department intends to take a contrary position on this very important point, the Institute
requests the opportunity to provide additional specific comments on the application of any required
Form 5500 reporting to registered investment companies.

C. Narrow The Standard For Reporting Indirect Compensation
1 The Current Proposal is Unnecessarily Broad, Misleading and Burdensome

The Proposal requires the reporting of indirect compensation received by a long list of
enumerated plan service providers (“Enumerated Service Providers”). Indirect compensation is
defined generally as an amount “received from a source other than the plan or the plan sponsor by a
person who is a service provider iz connection with that person's position with the plan or services

rendered to the plan” (emphasis added).

This standard is unnecessarily broad. The Proposal would seem to require Schedule C
reporting of -

O apayment that a service provider receives from a third party even when not intended as
compensation for services provided to the plan but as compensation to the recipient for
services it provides 2o the third party payor (e.g., compensation by an investment manager
to the plan's custodian for the development of performance measurement tools for the

" manager’s own use);

O apayment or intra-company allocation that a service provider receives from an affiliate;
and

o business-related meals and entertainment that a non-fiduciary service provider or its
employees receive from a person who wants to do business with the service provider's
clients. '

The standard also will result in misleading and duplicative reporting. Double counting will
occur because proposed Schedule C requires each service provider to report the gross compensation it
receives in connection with services to the plan, even if part of that compensation is simply passed on
to another service provider.
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The costs associated with reporting indirect compensation are potentially enormous. The
Department’s cost benefit analysis does not address the very significant costs for service providers to
annually track, and allocate third party payment information. In addition, we question the
Department’s estimate that the proposed changes to Schedule C will impose only minimal costs on
plans themselves. Given the costs and administrative burdens in reporting indirect compensation, the
Department should revise the proposal to focus on information that brings conflicts to light or affects
the total compensation an entity receives in connection with transactions involving plan assets, as we
describe below.

2 The Department Should Provide an Exception for Reporting of Payments or Allocations
Made ro a Service Provider by an Affiliate

The Department's Proposal does not specifically address reporting of payments or allocations
received by a service provider from its own affiliates. The Department should clarify that allocations
received by a plan service provider from its affiliates are not separately reportable on Schedule C.
Without clarification on this point, significant confusion and duplicative reporting are, in fact, likely.

Reporting allocations received by a plan service provider from its own affiliates serves none of
the objectives articulated by the Department. The “interest” that a service provider has in its affiliate
should be readily apparent to a prospective plan customer and the plan fiduciary should evaluate any
advice or recommendation by that provider relating to its affiliate accordingly. Second, the total
compensation to the enterprise is identifiable without this additional reporting and the precise
allocation of fees, expenses and profits between a provider and its affiliates is irrelevant to the
“reasonableness” of the total compensation paid by the plan or the total compensation received by the
enterprise.

Moreover, the allocation of revenues, costs and profits among affiliates frequently has nothing
to do with the services provided by the respective affiliates to customer plans, but instead is designed
for budgeting, accounting; or other purposes. The requirement that intra-organization allocations be
reported would create an unwarranted and confusing distinction between firms that provide services
utilizing employees in multiple divisions and firms that use several subsidiaries to provide the same
services. If multiple affiliates within an organization are providing services to a plan, it should be
sufficient to identify in Part I the organization together with its affiliates and to report compensation
on an aggregate basis. For example, Part I could list (a) affiliates A, B, and C, (b) the services A, B,
and C provide to the plan, and (c) the direct and indirect total compensation A, B, and C receive in

the aggregate.
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Under this approach, where a mutual fund’s adviser uses profits from its investment
management fee to make improvements in its affiliated recordkeeper’s business, allocation would not
be reportable. Information regarding how an investment adviser allocates revenue and profits among
its business lines is of no value to plan sponsors or participants (but is of interest to competitors).

3. The Department Should Require Reporting of a Third Party Payment to a Service
Provider Only Where the Amount of the Payment or the Service Provider's Eligibility For
the Payment is Based on a Transaction Involving the Plan

The Institute recommends that the Department modify the standard for determining when a
particular third party payment made to a service provider is reportable on Schedule C. Under the
Department's Proposal, the plan administrator would report any payment received “in connection
with [the service provider's] position with the plan or services rendered to the plan.” Instead, the
Department should adopt a more precise and tailored test, similar to the one recently adopted for
Schedule A reporting. Specifically, the Institute recommends that a payment be reported on Schedule
C if either the eligibility of the provider for the payment or the amount of the payment is based on a
transaction involving assets of the plan. This test would be consistent with ERISA section 406(b)(3),
the conflict of interest rule which prohibits payments to plan fiduciaries “in connection with”
transactions involving plan assets.® The standard we recommend would identify compensation
arrangements relevant to determining the reasonableness of the provider's compensation and its
potential conflicts of interest.

Under the Institute’s proposal, the following payments would be reportable:

* apayment by a mutual fund investment adviser to an Enumerated Service Provider
where the payment is a percentage of assets invested by the plan in the mutual fund;
and

* apayment received by a recordkeeper for including a mutual fund on its platform
where the recordkeeper must have 1000 plan clients investing in the fund to be
eligible for the payment.

8Ifa plan fiduciary is viewed as not having an impermissible conflict where a payment is not received "in connection with"
aplan transaction, a non-fiduciary provider with no fiduciary duties to the plan should be created at least as generously.
See e.g., DOL Adv. Op. 99-03A (plan's investment in units of trust on secondary market not prohibited even though

fiduciary's affiliate receives service payments from the trust so long as amount received by affiliate unaffected by plan's
Y Y & y
purchase).
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The following payments would #ot be reportable under the Institute’s proposal:

o adistributor of a mutual fund company offered on the non-fiduciary recordkeeper’s
platform hosts a luncheon for the recordkeeper’s sales staff to explain new fund
offerings; and

e amutual fund pays for capital improvements of a recordkeeper over time where the
recordkeeper need not have a certain amount of plan assets in the mucual fund in
order to receive the payment.

D. Modify The Proposed Allocation Rules
1 The Department’s Position Regarding Relationship Building Payments Appears Punitive

The proposed Instructions state if “reportable compensation is due to a person's position with
or services rendered to more than one plan” the total amount of the consideration received generally
should be reported on the Schedule C of each plan “unless the consideration can reasonably be
allocated to services performed for the separate plans.” (Instructions, p.2). The Department provides
the following example:

For example, if an investment advisor working for multiple pension plans and other
non-plan clients receives a gift valued in excess of $1,000 from a securities broker
in whole or in part because of the investment advisor's relationship with plans as
potential brokerage clients, the full value of the gift would be reported on the
Schedule C of all plans for which the investment advisor performed services. On
the other hand, if a securities broker received incentive compensation from an
investment provider based on amount or value of business with the broker’s clients,
the Schedule C of each plan could report a proportionate allocation of the
incentive compensation attributable to the plan.

It is apparently the Department's view that a payment made because of the recipient's
“position with the plan” rather than as compensation (direct or indirect) for plan services may not be
allocated among the recipient's clients. We do not understand the basis for distinguishing between
the reasons for a payment in determining whether it can be allocated. In our view, reasonable
allocation can be made in both situations.
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The distinction made in the example reflects a punitive approach towards sales and
marketing-relaced payments between businesses.” These types of payments (which are typically not
cash gifts as described in the example, but meals and entertainment) are not intended to compensate
anyone for services provided to a plan (or to anyone) or to influence plan decision-making but are
simply the costs of marketing and relationship-building with others in the industry. It appears that
the Department is attempting to indirectly climinate these perfectly legal payments by requiring
disclosure on an unallocated basis. These types of payments are not illegal or unethical. It would be
inappropriate to require these payments to be reported as if paid solely in connection with each
reporting plan. Instead, we suggest that any payment made to a plan service provider not clearly
artributable to a single plan should be allocated among the recipient’s plan clients in 2 reasonable

manner.

2. Unless Reasonable Allocation of Third Party Payments is Permitted, Reporting will be
Grossly Misleading

Even if a payment like the $1,000 payment in the Department’s example is actually made for
providing business to the payor or for providing access to the non-fiduciary provider's plan clients,
there is no legitimate reason to require the recipient to represent that it received 100% of that
payment in connection with any one client, when tha is clearly not the case. This type of reporting
would be grossly misleading, suggesting to the plan administrator that the compensation received by
the service provider in connection with its plan is exponentially greater than it actually was. Ina
situation like the Department’s example, a reasonable estimated allocation of the payment provides a
much more accurate picture of the amounts received by the provider in connection with the plan.

Finally, we believe that that the Instructions should make clear that only the recipient of an
indirect payment is responsible for allocating that payment and reporting the amount to the
recipient’s plan clients. The payor would not typically be in the position to identify the relevanc plans
and determine the allocation.

* Although the Department reaches two different conclusions in the two examples, we believe thar the distinction drawn
makes no sense. In cach case, the non-fiduciary service provider is receiving consideration from a person that does or .
wishes to do business with the service provider's plan clients. In the case of the $1,000 gift (which would more likely be a
$1,000 group luncheon), the payor spends the money in order to foster a potential source of business. In the case of
“incentive compensation” paid to the broker, the payor is compensating the source for playing some role in actually
delivering that business. In neither case is the consideration directly related to providing access to or delivering the
business of a single plan. However, under the Department’s rule, a much lower number is reported to the plan in the case
where the business was actually delivered than in the case where it was only a potential. This is non-sensical.
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E. Other Schedule C Recommendations
L Reporting of Brokerage Commissions and Soft Dollar Amounts

Since 1988, the first year that Schedule C was required, plan administrators have not been
required to report on Form 5500 commissions paid to non-discretionary securities brokers in
connection with the plan's securities transactions, either on an aggregate basis or by broker. The
Department's proposal would modify this exception and require reporting of brokerage commissions
on securities transactions by broker. Determining the brokerage commissions paid to a particular
broker on a plan-by-plan basis with any accuracy is very difficult.” Investment managers engage
brokers under “omnibus” arrangements that make it nearly impossible to track the dollar amount of
the commission per trade and match this to a simple commission rate. We recommend that the
Department not require reporting of plan commissions by broker.

The Department also should not require reporting on Form 5500 of soft dollar benefits
received by investment managers of retirement plan assets. The Securities and Exchange Commission
is currently engaged in several initiatives with respect to the use of soft dollars by investment
managers, including managers of plan assets. In July 2006 the Commission issued a final release
narrowing the interpretation of the soft dollar safe harbor contained in section 28(e) of the Securities
Exchange Act and requesting comment on commission sharing arrangements. The Commission next
is expected to conduct a review of disclosure requirements with respect to soft dollars. SEC staff have
stated publicly that they expect to present recommendations to the Commission by the end of the
year. The regulatory framework applicable to disclosure of use of client commissions should be
consistent, regardless of the type of client account involved, to avoid creating incentives for brokers to
favor certain types of managers or clients. The Department, which has a long-standing history of
coordination with the Commission with respect to soft dollar matters, should defer imposing soft
dollar disclosure requirements in Form 5500 until the Commission has addressed the disclosure
issues.

2 Float Earned on Plan Assets by Services Providers

After considering the input of the financial services industry, the Department made a policy
decision in Field Assistance Bulletin 2003-03 regarding the extent to which float compensation
should be disclosed. For administrators of multiple plans, tracking and calculating (even by
estimation) is complicated and costly.® The Department was aware of this complexity and costs

1 One Institute member indicated that tracking the information required by the Department’s proposal would require
changes to at least five different computer systems.
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when it developed its position on float disclosure in FAB 2002-03. Providers have modified contracts
and implemented new disclosure procedures to conform to the Department’s guidance. We believe
that disclosure under the procedures adopted in FAB 2002-03 strikes the appropriate balance and
allows fiduciaries to understand the extent of compensation being earned through float. The
Department should not require reporting on Schedule C of a dollar figure for float earned during the
plan year.

III. RETAIN THE CURRENT EXEMPTION FOR FORM 403(b) PLANS AT THIS TIME

Currendly, plans funded exclusively through section 403(b) tax deferred arrangements and
custodial accounts for regulated investment company stock under IRC § 403(b)(7) are subject to
more limited reporting. The 403(b) plan exemption has been available since the inception of
reporting requirements in 1975. The Department proposes to take away the exception, and states in
the proposal that having to file a full Form 5500 is not a “substantial burden” for those plan
administrators."!

The Internal Revenue Service will soon release final regulations under section 403(b), the first
comprehensive regulations in over 40 years. These new rules will require extensive changes to plan
documents, annuity contracts, and service arrangements, as well as significant operational changes.
Some 403(b) plans could find themselves subject to ERISA for the first time. These new tax
regulations will impose significant costs on plan sponsors, which, by definition, are not profit-making
entities.

Imposing the requirement of full Form 5500 reporting, which does impose substantial
burdens on section 403(b) plans, at the same time that these plans are devoting significant money and
resources to comply with the new tax rules, is simply “piling on.” We recommend that the
Department delay changes to the reporting requirements for section 403(b) plans until these plans
have had sufficient time to implement the new tax rules.

The Department indicated in the Proposal that evidence of improper handling of participant
contributions in 403(b) plans motivated its decision to impose full Form 5500 reporting on these
plans. Timely forwarding of participant contributions is an important issue. But imposing the
entirety of Form 5500 reporting on all 403(b) plans is the least tailored (and most burdensome) way
to address a compliance problem suffered by a few. The Department already has a project underway

! The Department notes in the Proposal that 403(b) plans will be able to avail themselves of the reduced reporting for
small plans. Of course there will be many 403(b) plans that are not eligible for reduced reporting. Currently 403(b)
plans are not required to il out lines 6 and 7 of Form 5500, so the Department does not have data on how many plans
have more than 100 participants.
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that would clarify the deadline for forwarding participant contributions to the plans under 29 C.ER.
§ 2510.3-102. The Department should utilize that rulemaking to clarify the application of the
participant contribution rules to section 403(b) plans. In any event, requiring reporting “after-the-
fact” through the Form 5500 is unlikely to spur better compliance with the contributions rules.

IV.  EFFECTIVE DATE

Under the Department’s proposal, the new reporting requirements will apply to the 2008 plan
year. Even if the Department narrows the reporting as we recommend, service providers will need to
make significant changes to their systems to capture the necessary data. This programming will need to
begin well in advance of January 1, 2008, to ensure the systems are in place to begin tracking
transactions on that date. We believe the Department may need to delay the effective date to assure
that service providers have sufficient time to build these systems.

The Institute appreciates the opportunity to provide its views on the Department’s proposed
changes to Form 5500 reporting requirements. Please feel free to contact the undersigned at 202 326
5826 (podesta@ici.org) or Michael Hadley at 202 326 5810 (mhadley@ici.org) with any questions.

Sincerely,
/s/ Mary S. Podesta

Mary S. Podesta
Senior Counsel—Pension Regulation



