

















Furthermore, requiring Broker Z to report the aggregate amount of brokerage
commissions which Plan Y paid to it during a year will not help Plan Y’s fiduciary determine
whether trades executed by Broker Z were initiated by one investment manager or multiple
investment managers, whether Plan Y received a low commission rate or a high commission rate
on an individual trade, whether best execution was achieved, whether any of its managers used
good judgment in selecting Broker Z, or whether Manager X is churning Plan Y’s account by
engaging in unnecessary transactions with a number of different brokers. A high number could
mean any number of different things, including many trades in emerging markets, mostly agency
transactions, difficult to assemble blocks of securities or unfavorable brokerage rates. By the
same token, a low number could mean favorable commission rates, that a majority of trades were
executed on a principal basis, or that many of the plan’s managers used a “buy and hold” rather
than a frequent trading investment strategy. A plan fiduciary could not determine from the
proposed disclosure what the aggregate amount of brokerage commissions or fees means in this
regard. A gross number for compensation received does not allow a plan fiduciary to compare
one number to another because gross numbers do not disclose what services were provided or
what the broker received for a particular trade or service.

A plan fiduciary is always free to ask an investment manager how it selects broker-
dealers and why it agrees to a particular commission rate. The SIA believes that this information
is far more targeted and useful than the aggregate amount of compensation actually received by a
broker-dealer in connection with services provided to a plan. Aggregate brokerage commissions
and fees provide no useful or meaningful information to a plan fiduciary, particularly where the
broker-dealer has no control over its involvement in the securities trades, has not selected itself
to provide the service, and is charging market rate commissions or fees. Plans engage in an
enormous volume of trading activity every day. The Department’s proposal is not designed to
help fiduciaries understand an investment manager’s trading decisions, the comparability of
broker-dealers or whether efficient trading has occurred. Aggregate numbers reported by broker-
dealers may include commissions, float, overdraft charges, securities lending fees, debit interest
for margin transactions, custody and other service fees — the SIA does not see how this aggregate
number will be meaningful for a fiduciary. Nonetheless, because broker-dealers will be required
to build entirely new systems and reporting mechanisms as a result of the proposed revisions, the
costs of trading activity to plans are likely to increase dramatically under the Department’s
proposed revisions.

Float, Overdraft Charges and Extensions of Credit:

The SIA’s members do not currently calculate or separately maintain data regarding the
aggregate float, overdraft, margin, securities lending or other similar fees paid by each plan. We -
believe this is consistent with past Departmental guidance indicating that plan service providers
are not required to collect or report this type of information. For example, in Field Assistance
Bulletin (“FAB”) 2002-03 (November 5, 2002), the Department described the information that a
fiduciary should consider in evaluating the reasonableness of an arrangement where a service
provider retains “float” with respect to plan assets or deposits. As FAB 2002-03 notes, a number
of financial service providers, such as banks and trust companies, maintain general or “omnibus”
accounts to facilitate employee benefit plan transactions. These general or “omnibus” accounts
may hold contributions and other assets pending reinvestment or disbursement of plan assets,



allowing plans to experience short-term investment earnings on assets held in the accounts. In
some cases, a service provider retains earnings, or “float” resulting from the short-term
investment of funds held in such accounts.

FAB 2002-03 indicates that service providers should, as part of their fee negotiations,
provide “full and fair disclosure” regarding the use of float with respect to plan funds. The
bulletin then goes on to describe what constitutes full and fair disclosure, which is intended to
ensure that plan fiduciaries are able to make informed assessments concerning the prudence of a
compensation arrangement involving float. In describing what constitutes full and fair disclosure
for these purposes, the Department indicated that service providers should provide, and plan
fiduciaries should consider, information regarding the specific circumstances under which float
may be eamed by a service provider, such as appropriate time limits with respect to cash
awaiting investment or disbursement. In addition, a plan fiduciary should receive sufficient
information to enable it to evaluate whether float to be earned as part of a service provider’s total
compensation for services rendered under an agreement will be a significant component of the
provider’s overall compensation arrangement. For example, this would require advance
~ disclosure of the rates the provider generally expects to earn (e.g., money market rates), or how
such rates will be determined. FAB 2002-03 specifically notes that, given uncertainties with
respect to both actual interest rates and the periods of time for which funds may be pending
disbursement or reinvestment, these projections are likely to provide only a rough approximation
of potential float.

Nowhere in FAB 2002-03, or in any other guidance on the subject of float, does the
Department indicate that a service provider is required to determine the amount of float it earns
with respect to plan assets, or to provide this information to plan fiduciaries. In practice, it
would be difficult to determine these amounts, and financial services institutions currently do not
calculate or retain this information. For example, every time a broker-dealer engages in a
securities transaction on behalf of a plan, cash will typically be moved from a client account and
held by the broker-dealer for three days pending settlement. A T+3 settlement structure is a
commonly accepted practice with respect to securities transactions. However, no broker-dealer
that the SIA is aware of keeps track of any float compensation earned by the broker-dealer in this
situation. Yet, the Department’s proposed revisions would potentially deem such earnings to be
direct or indirect compensation to a plan service provider, which is subject to the proposed
reporting requirements. Where appropriate advance disclosure of float arrangements has been
provided to a plan, the SIA believes that the plan is adequately protected, and that requiring
service providers to calculate and maintain records regarding float actually earned by such
service providers would impose unnecessary costs, which will ultimately be passed through to
plans.

Similarly, the proposed revisions indicate a potential shift in the Department’s past
guidance on overdrafts. In DOL Advisory Opinion 2003-02A (February 10, 2003), the
Department indicated that, where appropriate disclosures are provided to a plan fiduciary, the
provision of overdraft protection services to a plan does not constitute a prohibited transaction.
As the opinion letter recognizes, overdraft protection is an integral part of a bank’s standard
operating systems offered to all institutional customers, and is an expected and necessary service
for both plan and non-plan clients. Also, as noted in the opinion letter, overdrafts are generally



inadvertent or outside of the control of the service provider. Thus, the Department has indicated
that such overdraft protection may satisfy the statutory “ancillary services” exemption where the
financial institution has fully disclosed and obtained the plan fiduciary’s consent to the provision
of such services, provided that provision of the service otherwise meets the terms and conditions
of the exemption. Although the advisory opinion indicates that appropriate disclosures must be
provided to a plan fiduciary in advance of providing overdraft protection services, nowhere does
it indicate that the financial institution must track and report to the plan the amount of any
compensation actually earned through the provision of the service.

Revenue Sharing and Other Investment Related Fees:

With respect to investment related fees like revenue sharing payments or soft dollars
received by a service provider, the SIA believes that the types of indirect compensation which
the Department proposes to cover under its new reporting requirements are too broad. Certain
forms of indirect compensation cannot be tracked under service providers’ current systems, and
in some cases, it is unclear whether new systems can be developed which are able to track such
compensation. For some service arrangements, it is impossible or impractical to calculate fees
on a plan-by-plan basis.

For example, where a plan’s recordkeeper receives fees for services on behalf of an
unaffiliated mutual fund offered as an investment option under the plan, such fees are generally
calculated at an omnibus account level. An omnibus account combines the investments of many
shareholders in a particular mutual fund into one account. The shareholders may include
retirement plans, brokerage accounts, IRAs, trusts and other investors. Use of omnibus accounts,
which is considered to be a best practice in the industry, allows for efficient and convenient data
exchanges and settlement of transactions between a mutual fund and a recordkeeper.
Recordkeeping service fees are periodically calculated and paid to the recordkeeper by mutual
funds, on the basis of assets held in the omnibus account, and without distinction between the
identity of the underlying shareholders, such as which shareholders are plan or non-plan
investors. Similarly, where a recordkeeper offers mutual funds, its mutual funds may be held in
omnibus accounts by other recordkeepers, third party administrators, transfer agents, or other
third parties, and the recordkeeper’s mutual funds would pay recordkeeping service fees to those
entities. Significant changes would be required for virtually all recordkeepers who maintain
omnibus accounts to comply with the proposed changes to Schedule C, in order to accurately
allocate service fees at a plan-by-plan, rather than an omnibus account level. These changes
include development of new calculation methodologies and recordkeeping rates, renegotiation of
agreements between mutual funds and recordkeepers and, as a threshold matter, determination of
who is responsible for determining allocations and reporting of such allocations to plans (i.e., the
omnibus account recordkeeper which has access to underlying plan information, or the mutual
fund which pays recordkeeping fees).

If the Department determines to require reporting of investment related payments, it is
unclear what types of investment-related payments received by a service provider should be
considered indirect compensation reportable on Schedule C. It also unclear how such payments
would be allocated or whether the allocations would be meaningful or helpful to plans invested
in a master trust or in a common or collective trust fund. The SIA believes that the Department
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should consider the reporting required by other regulators, such as the Securities and Exchange
Commission (“SEC”), in making these determinations. The SEC is currently reviewing the
reporting and disclosure of soft dollar arrangements by investment managers. Until the SEC has
completed its detailed inquiry in this area, any reporting and disclosure requirements imposed by
the Department would likely subject service providers to inconsistent compliance requirements
and unnecessary costs. Yet the Department has indicated in ERISA Technical Release 86-1 that
plans are adequately protected by an interpretation of soft dollar arrangements that is consistent
with the SEC’s interpretation of such arrangements. The Department has no reason to depart
from its previous stance on this issue.

3. The Department’s Proposed Revisions Are Broader Than Necessary
Achieving Full and Fair Disclosure to Plans:

The SIA believes that the fee disclosure requirements which the Department has included
in existing regulations, exemptions and advisory opinions are more reasonable and beneficial to
plans. Much of the Department’s existing guidance focuses on providing full and fair disclosure
to a plan’s fiduciaries in advance of any transaction. As interpreted by the Department, ERISA §
408(b)(2) already requires plan fiduciaries to ensure at the time a service provider is retained that
the service provider’s compensation is reasonable. Under the Department’s current regulatory
pronouncements, plans also receive regular reports from investment managers and other service
providers, as well as disclosure of a provider’s use of its affiliates in executing transactions.
These reports and disclosures contain detailed information for plan fiduciaries in carrying out
their responsibilities to monitor plan service providers and the reasonableness of fee
- arrangements.

The SIA believes that the disclosures required by the Department’s current interpretation
of ERISA § 408(b)(2) and other pronouncements are the type of targeted disclosures that provide
plan fiduciaries with information necessary to determine whether a service provider’s fees are
reasonable, and whether to continue to retain the service provider. In contrast, the SIA believes
that the proposed revisions to the Form 5500 requirements unnecessarily increase the costs of
providing services to benefit plans, without providing added benefits to such plans which justify
those costs. In practice, this will increase the administrative costs passed onto plans by service
providers, and potentially limit the number of providers willing to transact business with
employee benefit plans.

Reporting Requirements for Subcontractors and Other Third Parties:

The SIA also notes that it is unclear in many circumstances whether a subcontractor or
other third party, such as a foreign subcustodian or a clearing merchant retained by a service :
provider on behalf of a plan would be required to report compensation received indirectly from a
plan, because the proposed revisions indicate that reporting may be required in some instances
with respect to entities that do not have a direct relationship to a plan. For example, where a
plan’s global custodian engages in a currency trade with a foreign subcustodian, the foreign
subcustodian may be deemed to have received indirect fees from a plan (through its relationship
with the global custodian). It is completely unclear whether the foreign subcustodian would be
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required to report this compensation, and if so under what circumstances. The foreign
subcustodian in this situation has not contracted to provide services to the plan. Rather, the
foreign subcustodian’s only direct relationship is with the global custodian who selected it for
purposes of executing a currency trade, and it probably would not know the identity of the plan,
or even that it was executing a trade on behalf of a plan. '

In the SIA’s view, the foreign subcustodian is a provider of services to the global
custodian, and should not be required to report the payment; however, the SIA requests
confirmation that subcontractors or other third parties are not required to report compensation
where they are providing services to another service provider, rather than to a plan. The SIA
believes that this is consistent with ERISA § 103(c)(3), which requires reporting with respect to
compensation “for services rendered to the plan or its participants.” Furthermore, an alternative
interpretation of a subcontractor’s role would lead to illogical results, because if subcontractors
were required to report compensation received from their relationship with service providers to a
plan, “double counting” of fees may result. Thus, continuing with our example, if the foreign
subcustodian were required to report any compensation that it received indirectly from the plan,
the global custodian arguably would be required to report the same compensation to the plan,
since the global custodian would have to report the gross amount which it received directly from
the plan as compensation for its services. Requiring both the global custodian and foreign
subcustodian to report aggregate numbers would thus create the false impression that a plan has
paid the same fee twice. Rather than provide plans or the Department with helpful information
regarding compensation paid to service providers, this requirement would be duplicative and
confusing, and undoubtedly raise the costs borne by plans in retaining service providers.

Plan fiduciaries may, of course, obtain information from any service providers with
whom they have contracted directly regarding payments made indirectly to third parties. As
noted above, the Department’s current interpretation of ERISA § 408(b)(2) and other guidance
require service providers, to provide plan fiduciaries with full and fair disclosure of all applicable
fees, as well as whether a provider intends to appoint its affiliates to assist in executing
transactions, within the limits imposed by ERISA’s prohibited transaction rules. To the extent
that the Department believes that additional disclosures are necessary to provide carefully
targeted information to plan fiduciaries who select and monitor service providers, the regulations
under section 408(b)(2), which are currently under review by the Department, would be an
appropriate forum for changes to required disclosures. However, the SIA believes that any
required disclosures should be meaningful, and allow plan fiduciaries to determine the.
compensation charged by service providers for services which are “rendered to [a] plan or its
participants.” The SIA does not believe that requiring subcontractors or other third parties to
report aggregate amounts of compensation which they have received indirectly from a plan,
through the provision of services to a plan service provider, enhances the amount of useful
information available to plan fiduciaries, particularly where such a requirement would result in
plan fiduciaries receiving duplicative or misleading information.

D. CONCLUSION

Thank you for considering our comments on the proposed revisions to the Form 5500
reporting requirements. We believe that the current proposals with respect to reporting of
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service provider fees on Schedule C are overbroad and would unnecessarily increase plan costs,
without providing plans with meaningful information to use in carrying out their fiduciary duties
to such plans. The SIA would welcome the opportunity to work with the Department in
developing rules that would achieve its goal of clarifying the reporting requirements, and
improve the information available to plans with respect to service provider fees. Please do not
hesitate to contact us if you have any comments or questions regarding this letter.

Sincerely,

bt by

Elizabeth A. Varley

cc: The Honorable Anne Combs
Joe Canary
Alan Lebowitz
William Taylor
Melanie Franco Nussdorf
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