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Session Description

Learn when and how much a fiduciary or adviser should rely upon
fee Benchmarking statistics to support a prudent process. Over
reliance on fee benchmarking statistics can cause an engagement to
become unreasonable and unreasonable fees can be disgorged.
Learn when an adviser is vulnerable to a claim for unreasonable
fees when using fee benchmarking to justify existing fee
agreements. Also learn what steps can be taken to support and
defend a prudent process when fee benchmarking is used and how
plan demographics and asset size impacts a plan sponsor or
adviser's ability to prevail when challenged.
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AGENDA

Defining Benchmarking

Benchmarking Challenges

Expenses MUST be Permissible & Reasonable
Reporting and Disclosure of Expenses

An Example: Fiduciary Benchmarks
Conclusions
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1. Defined

The term benchmarking was first used by cobblers to measure ones
feet for shoes. They would place the foot on a “bench” and mark to
make the pattern for the shoes.

Benchmarking is the process of comparing the cost, cycle time,
productivity, or quality of a specific process or method to another that
is widely considered to be an industry standard or best practice.
The result is often a business case for making changes in order to
make improvements.
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2. Challenges

Societal attitude that everyone is a winner

Failure to obtain Comprehensive Information

a) Consideration of Discounts for multiple services

b) Tying specific Services to a specific Fee

NOTE: Total Plan Cost Comparisons “FAIL” to support Procedural
Prudence!

Ability to unravel fees buried in Expense Ratios

NOTE: Ultimately, there are “NO”” 401(k) plan quotes based purely on
total cost!

There is “NO” industry-wide accepted benchmarking standard(s)
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3. Expenses MUST be Permissible & Reasonable

29 C.F.R. § 2550.408b-2(a) Section 408(b)(2)...exempts from the prohibitions of section
406(a)...payment by a plan...for...any service...if...no more than reasonable
compensation is paid for such office space or service.

29 C.F.R. § 2550.408b-2(d) Section 408(b)(2) of the Act and Sec. 2550.408b-2(a)(3)
permit a plan to pay a party in interest reasonable compensation for the provision
of...services described in section 408(b)(2).
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4. Reporting & Disclosure of Expenses

Do the Reporting & Disclosure requirements under Title | impose an obligation
to report expenses by services rendered?

o Schedule C — Service Provider Information

o Must reflect direct or indirect compensation paid to “any” service provider of
$5,000 or more

Indirect compensation includes compensation paid by the plan sponsor
which is later reimbursed by the plan. It also includes the payment of
finder's fees or other fee and commissions, other than those
reported on Schedule A, by a service provider or an independent agent
or employee for a transaction or service involving the plan.
Brokerage commission should be included only if the broker is granted
some discretion with regard to the management of plan investments.
[DOL Reg. 2510.3-21(d)(2)]
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4. Reporting & Disclosure of Expenses

There are twenty-three (23) Plan Service Codes (a/o 2008) to identify services
rendered. Some of those include:

13 — Administration

17 - Consulting

19 — Insurance Agents & Brokers
20 — Investment Advisory

21 - Investment Management
24 — Recordkeeping

29 — Investment evaluations

99 - Other
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According to the DOL - WHAT, WHEN & HOW

"Fundamental to a fiduciary's ability to discharge these obligations (i.e.
"to act prudently and solely in the interest of the plan's participants for
the exclusive purpose of providing benefits and defraying reasonable
expenses") is the availability of information sufficient to enable the
fiduciary to make informed decisions about the services, the costs, and
the service providers." [See 70988 A. Background, (1) General (Dec 13,
2007)]

"The Department believes that in order to satisfy their ERISA
obligation, plan fiduciaries need information concerning all
compensation to be received by the services provider and any conflicts
of interest that may adversely affect the service providers' performance
under the contract or arrangement.” [See 70989 A. Background, (2) The
Statutory Exemption for Services (Dec 13, 2007)]
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According to the DOL - WHAT, WHEN & HOW

"Further, the responsible plan fiduciary, consistent with its general
fiduciary obligations under ERISA, must ensure in its negotiations with
a service provider that he or she obtains current and accurate
information from the service provider sufficiently in advance of entering
into the contract or arrangement to allow the fiduciary to prudently
consider the information." [See 70990 B. Proposed Amendment to
Regulations Under ERISA Section 408(b)(2); (b) Disclosure Concerning
Compensation and Services (Dec 13, 2007)]

Section 404(a) of ERISA requires that the responsible plan fiduciary
engage in an objective process designed to elicit information
necessary to assess not only the reasonableness of the compensation
or fees to be paid for services, but also the gualification of the service
provider and the guality of the service that will be provided. [See 70993
B. Proposed Amendment to Regulations Under ERISA Section 408(b)(2); (f)
Compliance by Service Providers (Dec 13, 2007)]
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According to the DOL - WHAT, WHEN & HOW (Cont.)

[w]hen selecting or monitoring service providers, plan fiduciaries must
act prudently and solely in the interest of the plan's participants and
beneficiaries and for the exclusive purpose of providing benefits and
defraying reasonable expenses of administering the plan. To meet
these obligations, it is vital that fiduciaries have enough information to
make informed assessments and decisions about the services, the
costs and the providers. In this regard, the Department has published
interpretive guidance concerning the disclosure and other obligations
of plan fiduciaries and service providers under sections 404, 406(b)
and 408(b) of ERISA. [See 70995 E. Regulatory Impact Analysis; (3) Need
for Regulatory Action (Dec 13, 2007)]
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According to the DOL - WHAT, WHEN & HOW (Cont.)

According to the fiduciary duty prescribed under the current regulatory
framework, a fiduciary "must obtain information about fees and

conflicts of interest.” [See 70995/ Vol. 72, No. 239, E. Regulatory Impact
Analysis, (4) Regulatory Alternatives (Dec 13, 2007)]

Plan fiduciaries already have a fiduciary duty to evaluate the
reasonableness of offers from service providers, and they already
have access to tools like the Model Plan Fee Disclosure Form to assist
them in asking service providers guestions in order to encourage
disclosure. [See 71000 E. Regulatory Impact Analysis; (7) Costs - (c) Costs
to Plans (Dec 13, 2007)]
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Questions to Consider

= How do you know expenses are reasonable unless you can assess the cost by services
rendered?

= Is afiduciary acting solely in the best interest of the participant if the fiduciary can not
identify fees by services rendered?

= Is adisproportionate allocation of the expenses among participants prudent and in the
best interests of the participants?

= What should the Employer disclose to participants in a plan that intends to comply with
section 404(c).

Field Assistant Bulletin 2003-3 (May 19, 2003) “On the other hand, if a method of
allocation has no reasonable relationship to the services furnished or available to
an individual account, a case might be made that the fiduciary breached his fiduciary
duties to act prudently and “solely in the interest of participants” in selecting the
allocation method.”
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‘m 5. An example: Fiduciary Benchmarks

What the Plan Pays What the Plan RECEIVES

Plan Level
Services Other Services
Provided Offered

Participant Level Participant

Feesto
Recordkeeper

Fees fo Fees Paid to

Investment Others Services ccess

Managers Provided

*The DOL has clearly stated that fees are important, but that they are not everything.
*Plan sponsors must understand and account for all plan fees.
*Those fees should be reasonable for the quantity and quality of services being provided.
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‘m Step 1: Determine the Benchmark Group

VS.
Quality of Comparisons Quantity of Comparisons
Fee Value How many comparisons are needed?

|sennnm.m Group Factor pact | Impact = 5.67

Plan Assets B B * 10-157

Mumber of Partidpants B = = 20-257

Last ywear plan was "put out to bid® B = 2007

Industry =B The answer is best determined by

Plan Type B | & look the avaflable data and

Uses Auto-Enroliment B =] the varil in the

Maximum Employer Match B =] Jfactors and using statistical analysis

% of assets in index funds =] [ ine the number of data

% of assets in Managed Acounts B = points needed
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‘m Step 2: Collect the fee information

ki The charges in the Proposed
Tas Cabagery woapiiz) | aa 408(b)(2) regulations sorted into
Fees based on plan assets B _| the categories from the recently
e i : ‘:- i luced Defined Contribution
reesiment managery (A} .
Bundied faes {do not have to be separated) | B Fee D eAct:
[ r— ]
L 2 a) Charges for investment management
_:‘m"-:""r- i S b) Charges for recordkeeping and
Sharenoicer servicing fees 2 - o
c) Sales charges including commissions
and charges for advisory services
d) Any other charges
ey 16 the pat 8
1o the plan 2
2
=]
2
2
2
Inarance fees 2
SoM dollar gy [}
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‘m Step 2: Collect the fee information

So, which fees to consider?

*Investment Fees?

* Administration Fees?

 Participant Paid Fees?

* Fees paid outside of the plan?
*Fees paid to investment managers?
* Fees paid to recordkeeper?

* Fees paid to advisor?

*Fees paid to others?

* ERISA Spending Accounts?

‘r

“It's in there!”

But, those fees should be normalized so they can be put into proper perspective.
For example, a plan is paying $50,000 more in fees than a peer:

« If the plan has 1,000 participants how do you feel?

* If the plan has 50,000 participants how do you feel?
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‘m Step 3: Consider investment performance

* Training
* Aptitude (10,000 hour rule)
* Attitude
* Track Record
PEOPLE
Information | —p Information — Decision
analysis making
PROCESS
/\// il

PERFORMANCE
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‘m Step 4: Consider the ultimate customer - participants

What is the plan’s current participation rate?

Are participants maximizing the employer match?

* What is the average deferral rate for higher-pay employees?
What is the average deferral rate for lower-pay employees?
Are participants making “catch-up” contributions?

-

SAVING

=

What percentage of plan assets are in auto-diversified choices?
Are participants using the plan’s advice programs?
What percentage of plan assets are invested using advice?

INVESTING * Are participants using the plan’s auto-rebalance option?
# * Are terminated participants “cashing out” instead of rolling over or
staying in the plan?
SPENDING
/ + How many participants have a personal retirement goal?
¥ * Are participants on track to achieve that goal?
PLANNING
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Step 5: Plan Sponsor Services — a partial list of how advisors
help plan sponsors

Plan Deslan Investments
= Alto-Enrall provisions + Mumber of Investment cholces
= Auto-Escalate provisions * Targed Rased Funds
= Employer contribution + Seff Uirected Lirckerage
- Managed Aceounts

ordkesper
= Conducting search

* Plus, if your client has company stock this
poses an additional set of responsibilities you
will need to provide your clients
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‘m Step 6: Participant Services

Customized versus Branded versus standard materials
Customized Campaigns
Annual Benefit Statements/Projections

Participant
Communication
Services

PartiAcipan't « Number of Payrolls processed
Administration QDROs approved and processed
Services Approves hardship withdrawals

Processing Errors
Processing Speed of Payroll Tapes and Distributions
Speed of Answering the Phones

Service Standards
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‘m Scope: Summing it all up

f1360
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‘m Some final thoughts about Time and Budget...

® Benchmark Group
= Fees

= Investment Performance @ A

= Ability to Impact Behavior éq 'g
= Plan Sponsor Services 9?

= Participant Services

Budget
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‘m Summary: What is winning?

Procedural Prudence — the Process

= The How is just as important as the end result

= Reasonableness is determined based on
industry trends and market reconnaissance

Substantive Prudence — the Benefits

m Always results in greater understanding of
the plan’s fees and services

m Often yields surprises and significant differences between what the sponsor thought
with respect to fees, services and reality

= Should result in a better understanding, if not improvement of value proposition

= If done properly, it will reduce fiduciary liability and could even reduce fiduciary
liability insurance premiums
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6. Conclusions

Procedural Prudence demands Component Pricing

a. If an Adviser can do it so can other Service Providers

Each Component must be Reasonable

Unreasonable Fees are subject to disgorgement and excise tax

Pricing below the Mean, Median or Average may not be
Reasonable
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