








































fi360.com (Blog post)

Court Finds a Neglected IPS can be Costly

Posted by Duane Thompson on April 19, 2012 in Legal

For most fiduciary practitioners who read this blog, the importance of maintaining and adhering to a sound 
investment policy statement is widely embraced as the guiding document from which other fiduciary 
responsibilities flow.  At times, though, it is instructive to see how the courts reinforce the importance of this 
concept in a judicial review.

On March 31, in one of the few ERISA cases to reach trial on the reasonableness of investment management, 
recordkeeping, and administrative costs in a 401(k) plan, the U.S. District Court for the Western District of 
Missouri ruled that manufacturing company ABB Inc. breached its fiduciary duties by failing to monitor the 
fees it paid to Fidelity Management Trust Co. in addition to other fiduciary violations (Tussey v. ABB Inc., 
W.D. Mo., No. 2:06-CV-04305).

The case against ABB was one of 15 class action lawsuits filed by a St. Louis law firm and others in 2006 and 
2007.  Only two cases survived to reach trial, the others being dismissed or settled earlier in the process. 

In Tussey, Judge Nanette K. Laughrey of the Missouri district court released an 81-page decision that at times 
included fairly scathing language, noting the court’s “suspicions” that the relationship between plan sponsor 
and service provider “infected more than the specific instances” identified as fiduciary breaches.  However, 
while awarding specific damages for losses and ill-gotten gains, the court stated it could not rely on suspicion 
alone in rejecting the plaintiffs’ global damage theory. The facts of the case involved two 401(k) plans, one 
union and the other non-union, that in 2000 held more than $1.4 billion in plan assets. Fidelity not only 
provided recordkeeping and other administrative services to the plans, but through its investment affiliate, 
Fidelity Research, was determined by the court to be a plan fiduciary by managing plan assets through 
investment of initial cash contributions in various overnight securities. Over time, Fidelity also took over 
ABB’s defined benefit plan, health benefits, and payroll services. 

In 2000, without informing plan participants, the plans’ investment committee took several steps that proved 
to be in conflict with its IPS and fatal to its legal defense.  First, by switching from paying a hard-dollar, per-
participant recordkeeping cost to a revenue-sharing offset from fund assets, and ignoring the actual change in 
recordkeeping costs over time, the court found that ABB caused the plans to pay excessive fees as well as failed 
to benchmark costs. 

Based on expert witness testimony, the court found that the plans paid, on average, between $65 and $180 per 
participant during a six-year period when a reasonable fee would have been between $44 and $70.  Part of the 
analysis was based on comparisons with the hard costs charged by the Texa$aver Plan to its participants.  
While not an ERISA plan, the court noted that the Texas plan also held over $1 billion in plan assets, and was 
therefore an appropriate yardstick for comparison.

Exacerbating ABB’s due diligence problem were two other issues.  First, in 2005 ABB hired Mercer, a pension 
consulting firm to review its administrative costs, but ignored Mercer’s analysis that ABB was overpaying for 
recordkeeping services and that one of the plans was subsidizing other corporate services provided by Fidelity.  
Secondly, under the new payment arrangement, the court noted that as assets in the plan grew, so would 
Fidelity Trust’s fees, although it did not provide any additional services to the plan.  However, when the plan’s 
assets declined, Fidelity Trust asked for hard dollars to make up the difference.



As a result, “ABB permitted Fidelity to take the revenue sharing to cover recordkeeping costs but this did not 
lower administrative costs,” the court said, noting that revenue sharing by itself was not imprudent.

Finally, the court pointed to the plain language of the IPS,  which stated that, “at all times…rebates will be 
used to offset or reduce the cost of providing administrative services to plan participants” as further proof of 
ABB’s failure to comply with its fiduciary duty.

In another count of breach of fiduciary duty related to managing investments, the court found that ABB 
ignored its own process for de-selecting funds from its investment platform when it abruptly removed 
Vanguard’s Wellington Fund in 2000 for “deteriorating performance” and replaced it with Fidelity’s target-
date Freedom Fund.  The IPS required a review of a fund’s 3 to 5-year performance, and if there were five 
years of underperformance, the fund was supposed to be placed on a watch list and removed within six 
months.  Wellington, in fact, had a “stellar” 70-year track record through 2000, and outperformed 
Morningstar’s benchmark by 400 basis points during the 3- to 5 year time period, the court said.  And the 
Wellington Fund was never placed on a watch list prior to de-selection.  In addition, when replacing 
Wellington with the Freedom Fund, ABB’s investment committee made only a cursory review of two other 
competing funds, which the court found suspicious.

Finally, the court found that ABB’s decision to use more costly shares of certain Fidelity funds with higher 
expense ratios ran contrary to the IPS objective of using a share class with the lowest expenses, violating ABB’s 
fiduciary duty of prudence.

In failing to monitor recordkeeping costs, the court found ABB liable for $13.4 million in lost fees to the plan, 
and $21.8 million lost by the plans in ‘mapping,’ or replacing, Wellington with the Freedom Fund.

Fidelity Trust was found in breach of its ERISA duties by retaining the ‘float,’ or interest on plan benefits by 
transferring the income to the investment options instead of directly to the plans, resulting in $1.7 million in 
lost float revenue.

The lengthy court opinion holds additional lessons in how a company failed to follow a prudent process in its 
investment decisions, in monitoring plan costs, and in the penalties involved in ignoring its own IPS.  
Although it did not find that ABB concealed its fiduciary breaches, the court seemed troubled by what it called 
a “conflicted relationship” with Fidelity. 

Although the plaintiffs’ bar itself may have overreached, considering the larger proportion of cases dismissed 
by other courts, it seems likely that once DoL’s 408(b)(2) disclosure rule of service providers’ costs goes into 
effect this summer, plan sponsors who ignore the issues raised in Tussey will do so at their own peril.

- See more at: http://www.fi360.com/blog/post/court-finds-a-neglected-ips-can-be-
costly#sthash.cJ0T2nvY.dpuf
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mercifully, I think for all concerned.

- - -

CROSS-EXAMINATION

By Mr. Ortelere:

Q. Refresh my recollection, Mr. Otto, I think you

described earlier an article you wrote. Was it entitled

"Peeling the Onion," peel the onion, something to that effect?

A. "Peeling the Onion on 401(k) Expenses."

Q. I gather in the context of this dispute what you mean

is when you're dealing with a bundled provider, sort of peeling

that onion to look at in isolation record keeping; is that

correct?

A. Peeling the onion means looking at the individual

expenses in the plan as opposed to just the overall expense

ratio.

Q. And would that include record keeping as one example?

A. It would definitely include record keeping and

administration.

Q. Now, during your direct examination, you cited from

time to time ERISA; is that correct?

A. Yes.

Q. And it's cited in your report?

A. Yes.

Q. Now, I also heard you cite to the Department of Labor

from time to time; is that correct?
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A. Yes.

Q. And I even heard the IRS come up for good measure; is

that right?

A. Yes.

Q. That's all I'm going to ask on that front, sir. Now,

you do, and we discussed this in your deposition, you do

understand that the Department of Labor's views will inform the

interpretation given the statute; is that correct?

A. Ask the question again, I'm sorry.

Q. Well, you would admit, wouldn't you, sir, that what the

Department of Labor -- the Department of Labor's views will

inform the governing law in this area; is that correct?

A. I believe that that statement is correct, yes.

Q. Well, and we had this exchange in your deposition, do

you remember?

A. We did.

Q. And by the way, did you read your deposition in

preparation for the trial?

A. I did.

Q. So -- and we talked about that, didn't we?

A. Yes.

Q. And we talked about the commentary to the different

regulations and proposed regulations from the Department of

Labor. Do you remember that testimony, sir?

A. I remember the discussion.
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Q. And I think I put before you some commentary from some

proposed regs, and I think on more than one occasion you said

you weren't about to disagree with the Department of Labor. Do

you remember that testimony, sir?

A. No, I don't remember saying that, but, you know, if

that's what I said, then certainly disagreeing with the

Department of Labor is not something that I want to do in

general.

Q. Let me know if there's a specific instance, I suppose,

where you're going to disagree with the Department of Labor and

I'll move things along.

Now, you understand the Department of Labor has

begun to weigh in on many of these issues; isn't that correct,

sir?

A. Yes.

Q. Do you follow the regulatory initiatives in this area?

A. Yes.

Q. December 13, 2007. By the way, Mr. Otto, again, I

heard you to say I think that you'd been following the work of

the Department of Labor in this area. Did I hear you

correctly, sir?

A. I have been following it.

Q. So generally speaking, what is this document?

A. This is a, this is the proposed fee disclosure rule for

Section 408(b)(2) from 2007.
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MR. SCHLICHTER: Your Honor, at this point I don't

see how a proposed DOL regulation has any relevance, I object.

MR. ORTELERE: Your Honor, we're going -- I'm going

to be brief.

THE COURT: I don't care if it's brief or not. One

of my concerns here is it's proposed. Are we going to look at

a lot of proposed rules? I know we've had proposed legislation

too.

MR. ORTELERE: What we're looking at is the comments

where the DOL talks about the existing framework which I think

the court would find useful in assessing the standards here.

And that's covered specifically in their commentary.

Maybe I could lay a little foundation for the court,

Your Honor. I'll put this to one side for one moment.

BY MR. ORTELERE:

Q. Let's take a look at your report, sir. Could we pull

up Mr. Otto's report? Thank you. Why don't we hop to the

third page. And if, Brian, if you could, first paragraph 4,

could you highlight that?

Now, again, this is your report, right, sir?

A. Yes.

Q. And why don't you read to the judge, what did you say

there in paragraph 4?

A. It says, (quoted as read) "In this expert report I've

reviewed the information that was supplied by the defendants.
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I based my work on the appropriate Global Fiduciary Standards

of Care as set out by the Center For Fiduciary Studies."

Q. Why don't we hop to the footnote there at the bottom.

And if you blow that up, that would be great. Why don't you

read that, sir?

A. (Quoted as read.) "The Global Fiduciary Standards of

Care are an ISO 9000 type set of practices addressing the

ethical and procedural requirements of fiduciaries. In

addition, I refer throughout my analysis to Prudent Practices

For Investment Stewards written by Fiduciary 360."

Q. So there's a book that you cite there in the footnote,

correct?

A. Correct.

Q. And you referred to it throughout your analysis; that's

correct?

A. Yes.

Q. And your analysis is the report that you've given in

this case; isn't that correct?

A. Yes.

Q. Do you recall our exchange on the book at your

deposition, sir?

A. I do recall discussion about the book.

Q. Do you recall saying it provides great guidelines on

fiduciary prudence? Do you remember that testimony?

A. I don't remember those exact words, but the -- it does.
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Q. Okay. So we agree on that.

A. Yes.

Q. Great guidance. Now, you said further in response to a

question I asked you that the book helps you to form the

standards that you applied in this case; is that correct?

A. The book -- it is a fiduciary guideline. So I don't

know if that answers your question, but it's a guideline for

fiduciaries.

Q. And, Brian, would you pull up from the deposition pages

308 and 309? At the bottom there, question by Mr. Ortelere.

Sir, again, you recall having your deposition taken

in this case?

A. I do.

Q. In fact, it was taken twice.

A. Yes.

Q. And as this document I think clearly reflects, I asked

you some questions that day, correct?

A. You did.

Q. And you were under oath, correct?

A. Yes.

Q. And swore to tell the truth; is that correct?

A. Yes.

Q. Let me just read something to you, and then I'll ask

some follow-up. At the bottom of page 308.

(Quoted as read.) "Question: But -- but this is
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helpful to you in forming the standards that you describe in

your opinion governing the fiduciary's conduct here in

administering the ABB plan; is that correct?"

Mr. Doles objects and the answer is yes. Was that

your testimony on that date, sir?

A. Yes.

Q. Let's, Brian, pull up the book. Without going --

you're familiar with the book, correct, sir?

A. I am.

Q. This is great guidance for fiduciaries, right?

A. Yes.

Q. Do you refer to this often in your work?

A. I do.

Q. And you're well familiar with its content; is that

correct?

A. I've read through it a few times.

Q. Now, without going from -- well, it describes something

called legal substantiation; is that correct?

A. That is in there, yes.

Q. Tell me, what does it mean by legal substantiation?

This is the authority upon which your great book relies; is

that correct?

A. Well, I believe for each of the practices it provides

supporting legal documentation for practice.

Q. And that includes all sorts of DOL materials; isn't
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that correct?

A. There's all kind of materials, yes.

Q. Including the Department of Labor?

A. Yes. But mainly, as I recall, mainly ERISA and the

code, but it refers to other things.

Q. Well, it includes interpretive bulletins of the

Department of Labor; is that correct?

A. It does.

Q. Well, why don't we talk about the book while we're

here. And we'll circle back to the DOL in a moment. Now, this

is the book, great guidance, in your words, for fiduciaries,

correct?

A. That's what I had said, yes.

Q. And I think as we just read from your deposition, quite

helpful in forming the standards that apply here; is that

correct?

A. Yes.

Q. So these materials would be helpful to the court; is

that correct?

A. I don't know that I can answer that question.

Q. But you did cite it in footnote 1 of your report,

correct?

A. I cited it, yes.

Q. And you called it great guidance, correct? But you

don't presume to know if the judge should look at it; is that
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what you're telling me?

A. Well, it's not my job to presume that.

Q. Fair enough. It includes a set of standards, doesn't

it?

A. It does.

Q. Standards for fiduciaries?

A. Yes.

Q. And standards for fiduciaries administering participant

directed defined contribution plans; is that correct? Well,

you cited it in your report for this case, sir, I didn't think

that was a real leap.

A. Okay.

Q. Why don't we, we'll just run through some of the

standards. Is that okay with you?

A. Sure.

Q. All right. Page 23.

A. What's it titled?

Q. S-2.1 and I know it's blurry. Over on the right

there's a standard of criteria 2.1.3. Could you read that to

the court, please?

A. (Quoted as read.) "In the case of a defined

contribution retirement plan, the investment options must

address the range of participant time horizons."

Q. So in other words, in tailoring the investments for a

defined contribution plan, a prudent fiduciary will take into
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account participant ages; is that correct?

A. Yes.

Q. Why don't we hop to page 27, Brian. Over on the

right-hand side, the criteria, again -- and I think this is of

a -- there's a similar sentiment set out here on 2.4.1 on the

right, Brian, you've got it. Read that to the court.

A. (Quoted as read.) "2.4.1, assets are appropriately

diversified to conform to the specified time horizon and

risk-return profile."

Q. Now, in the context of a defined contribution plan,

whose risk-return profile is considered there?

A. The participants'.

Q. And, again, that time horizon speaks to their ages or

proximity to retirement, correct?

A. It would.

Q. Okay. And these are important considerations for

fiduciaries who are structuring the investment lineup in a

defined contribution pension plan like the PRISM Plan, right?

A. Profit sharing plan, yeah.

Q. I'm sorry. I asked about the PRISM Plan.

A. The PRISM Plan.

Q. I don't know where the profit sharing part came from.

A. The PRISM Plan.

Q. Why don't we hop right below it there, Brian, to 2.4.2.

Why don't you read that for the Judge.
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A. 2.4.2?

Q. Yes.

A. (Quoted as read.) "For participant directed plans,

selected asset classes provide each participant the ability to

diversify their portfolio appropriately, given their time

horizon and risk-return profile."

Q. So if I'm following this, and correct me if I'm wrong,

sir, the determination of the appropriate asset classes looks

to the needs of the individual participants; is that correct?

A. I think if you're looking to the plan it looks to the

needs of the participants as a group. You're looking at the

demographics.

Q. It would vary; is that correct?

A. It would vary, yes.

Q. And, again, age being one factor that can vary among

individual participants?

A. Age would vary between different participants.

Q. And a prudent fiduciary makes accommodation in offering

a prudent investment lineup, recognizing differences in age,

correct?

A. Yes.

Q. What about differences in investment sophistication,

should a prudent fiduciary take that into account when

determining an appropriate lineup?

A. I think that's an appropriate thing to address, yes.
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Q. Why don't we just turn to page 28. Okay. There at the

top, Brian, first paragraph beginning there is no formula,

maybe you could just highlight the first sentence for me.

Thank you.

Would you, looking again to the great guidance book,

can you read to us the first sentence that's been highlighted

there on the screen?

A. (Quoted as read.) "There is no formula the investment

steward can follow to determine the best number of asset

classes. The appropriate number is determined by facts and

circumstances."

Q. Why don't we hop to the next page, Brian, 29. At the

very bottom, there's a paragraph beginning with the steward.

Again, looking to the book cited in footnote 1 of your report,

sir, would you please read, it looks like three sentences to

me. Could you read those sentences?

A. Just the last paragraph?

Q. I think that's the last paragraph beginning with the

steward and ending with strategy.

A. (Quoted as read.) "The steward should investigate the

qualities, characteristics, and merits of each investment

manager and identify the role each plays in the implementation

of the investment strategy. However, such an investigation and

the related analysis cannot be conducted in a vacuum. It must

be within the context of the needs of the investment strategy.
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Once the needs have been defined and the general strategies

developed, specific investment managers should be chosen within

the context of this strategy."

Q. Page 34, please? Let me just pause, Mr. Otto. What is

this page at the top there in bold entitled?

A. Implement.

Q. The bold face language directly beneath what you just

read beginning with the investment, what does that say?

A. (Quoted as read.) "The investment strategy is

implemented in compliance with the required level of prudence,"

that's the practice.

Q. So this page sets out prudent considerations for a

fiduciary when making investment decisions; is that correct?

A. Yes.

Q. Can we hop down, Brian, to paragraph 7, expense ratios,

fees? And then, yeah, you've got it.

Let's be clear. These are fields of due diligence

that would suggest to me, due diligence in the conduct of a

reasonable fiduciary making prudent investment decisions would

consider this criteria; is that correct?

A. They could.

Q. Could or should?

A. They could.

Q. Well, this is your great guidance book. Are you saying

suddenly that this criteria does not apply, sir?
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A. I'm saying I might be more restrictive.

Q. Let's take a look at some of the particular categories

and we'll just read them into the record. How is that?

A. Okay.

Q. Okay. Paragraph 7 there, expense ratios, fees, do you

see why where I am?

A. I see where you are.

Q. There's been much discussion in this trial about

expense ratios. Those are the figures reported in the

prospectus, correct, which are applied to an investment to

determine the net return; is that correct?

A. They're in the prospectus, yes.

Q. And did I do a halfway decent job of explaining the

expense ratio?

A. Close.

Q. Something you want to add?

A. No.

Q. What's it say there? And, Brian, it's a little fuzzy

on the right. Maybe you could blow that up a little more. Now

we're in the -- there you go.

The suggested fields of due diligence. Could you

read that for me?

A. (Quoted as read.) "Fees should not be in the bottom

quartile (most expensive) of the peer group."

Q. So the book includes a benchmark for expense ratios; is
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that correct? That's a yes or no question, sir.

A. It does.

Q. Okay. Let's go down to paragraph 9. Why don't you

read for the court, what is paragraph 9, the language on the

left?

A. Performance relative to a peer group.

Q. I take it this suggests guidance on how to monitor the

performance of an investment; is that correct?

A. It does.

Q. Okay. Would you read just to the right there the next,

I guess that's a sentence?

A. (Quoted as read.) "Each investment option's

performance should be evaluated against the peer group's median

manager return for one, three, and five-year cumulative

periods."

Q. Can we look at page 40, please? All right. On the

right-hand side, the second paragraph, it is important. Do you

see where I am?

A. I do.

Q. Okay. Could you read that sentence, parenthetical

included, beginning with it is important and ending with

occasions? Do you see where I am, sir?

A. Yes. (Quoted as read.) "It is important for the

steward to be familiar with the universe of available

investment options (mutual funds, ETFs, and separate account
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managers to illustrate the more common vehicles), for no one

implementation structure is right for all occasions."

Q. Sounds like you ended with an appropriate flourish,

sir. It does say for no one implementation structure is right

for all occasions, correct?

A. I believe that's what I read.

Q. By the way, it describes mutual funds as common

vehicles in this context, correct? It does say that.

A. Yes.

Q. Okay. Now, let's pause for a minute and study over on

the left-hand side under criteria. 3.3.3.

A. Okay.

Q. Are you with me?

A. I'm there.

Q. Can you please read that sentence there, 3.3.3?

A. (Quoted as read.) "Regulated investment options are

selected over unregulated investment" -- excuse me --

"unregulated options when comparable risk and return

characteristics are projected."

Q. So this criteria says, all things being equal, when

making an investment choice, a prudent fiduciary picks the

regulated investment option over the unregulated option. Isn't

that what it says, sir?

A. That's what it says.

Q. Now, let's go to 3.3.4. Are you with me?
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A. Uh-huh.

Q. Would you please read that into the record?

A. (Quoted as read.) "Investment options that are covered

by readily available data sources are selected over similar

alternatives for which limited coverage is available."

Q. Let's turn to page 43. Let me look at that for a

minute. 3.3.4. So the book, the book in footnote 1 of your

report, the great guidance suggests that investment options

that afford participants the opportunity to gain information

over their investments are preferable to those that don't offer

that same amount of information. Isn't that what that says,

sir?

A. It says that investment options that are, that have

readily available data sources are, should be selected over

ones that have limited coverage.

Q. Page 43, please. There at the bottom on the left --

sorry, sorry, Brian. Left-hand side at the bottom. Why don't

you, that last paragraph, beginning with -- the next paragraph,

Brian, there often. Maybe could slide that up a bit.

Why don't you read that, please.

A. (Quoted as read.) "There often will be times when an

investment manager is beginning to exhibit shortfalls in the

defined performance objectives, but, in the opinion of the

steward, does not warrant termination. In such situations, the

steward should establish in the IPS specific watch list
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procedures. The decision to retain or terminate a manager

cannot be made by a formula. It is the steward's confidence in

the investment manager's ability to perform in the future that

ultimately determines the retention of the investment manager."

Q. Let me back up to the next to the last line, the

decision to retain or terminate a manager cannot be made by a

formula. That's what it says, right?

A. That's what it says.

Q. That suggests that discretion plays a part here in

determining when to terminate an investment option; isn't that

correct?

A. You can't make it by a formula. It's a management

function, not a legislative function, yes.

Q. It's discretionary, right, discretion informs the

judgment call; isn't that what it says?

A. Okay.

Q. And it also says that having a watch list is a prudent

practice, correct?

A. It does mention watch list, yes. And to have

procedures.

THE COURT: All right. That's a good place to stop

for the evening. It's 5 o'clock. I am continuing to look at

this issue of whether or not Fidelity can use the deposition

from the other case to impeach the witness, so I just wanted to

bring that to your attention that I am still considering that
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issue.

MR. BOYLE: We're going to have some authorities for

you.

THE COURT: All right. Thank you. Court is in

recess.

(Trial adjourned for the evening at 5 p.m.)

- - -

- - -

CERTIFICATE

I certify that the foregoing VOLUME VI (PAGES

1211-1459) is a correct transcript from the record of

proceedings in the above-entitled matter.

FEBRUARY 24, 2010

/s/_________________________
Kathleen M. Wirt, RDR, CRR
U.S. Court Reporter
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JANUARY 13, 2010

- - -

THE COURT: I need the witness sworn in again.

- - -

ALBERT OTTO,

being first duly sworn by the courtroom deputy, testified

further as follows:

MR. ORTELERE: Your Honor, before I resume the

cross-examination of Mr. Otto, I think Mr. Boyle would like to

address the court.

MR. BOYLE: Your Honor, the night shift generated

some authorities on a couple of --

THE COURT: Far too many people.

MR. BOYLE: A couple of issues. One of them is with

respect to deposition of David Lail, and the other is with

respect to an issue we earlier discussed, admissibility of

material relied upon by experts which would separately be

inadmissible as a substantive matter.

And I think the course of action particularly with

regard to the Lail issue is to go ahead and file these things

ECF and let plaintiffs respond because there are a couple of I

think interesting issues --

THE COURT: No doubt.

MR. BOYLE: -- the court is going to want to tend

to. So I don't want to make a practice of kicking the can down
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the road, but I think that makes the most sense. I have

courtesy copies here.

THE COURT: Obviously, if it's entered

substantively, there's no timing issue. If it's not entered

substantively, is there a timing issue? The witness will be

gone.

MR. BOYLE: I'm happy to go through the additional

examination I contemplated for impeachment purposes today. We

had also intended to rely on the Lail deposition in our case in

chief substantively. So we have two different purposes for the

deposition, and we're happy to proceed as the court directs in

that regard.

THE COURT: What I'm saying is that if you want to

go into his deposition, the content of the deposition beyond

what you have already gone into, then it would require me

ruling on the issue concerning the impeachment; isn't that

correct?

MR. BOYLE: If we wanted to go through what I had

contemplated for Mr. Otto, that's correct.

THE COURT: And so how could we wait for the

plaintiff to respond in writing?

MR. BOYLE: We could talk about that right now. The

issue, I'm afraid I may have put the court off in a direction I

didn't intend with regard to the use of the word impeachment.

It's really an FRE 705 issue, cross-examination of the expert
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on the basis of materials the expert has reported to rely upon

in forming their opinion. That's really the nature of the

impeachment piece that I had contemplated. I could hand the

brief out now and we could have a brief discussion a little bit

later this morning.

THE COURT: That would be a good idea, and then

everybody will have access to the briefing. Because otherwise

I don't see any practical way that the plaintiff is going to

respond in writing in time for me to rule on the issue in time

for this witness to be examined.

MR. SCHLICHTER: Your Honor, we don't have a second

shift, it's just the same shift day and night for us. But we

do have something that we prepared in anticipation but would

like to see, obviously, what it is they have. And I understand

how the court is approaching it, and I don't have any issue

with that.

THE COURT: At some point before we finish with this

witness, I would like to resolve this evidentiary issue, this

one. This one I need the night shift to look at.

MR. SCHLICHTER: And also, Your Honor, another

cleanup item. We are furnishing the corrected numbers on that

Al Otto's, Mr. Otto's exhibit yesterday from the one year that

started out in his report with the part of the year '07, he

made it the full year. There was a mistake on it, which I

think we understand why it was made.
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We've simply gone back on the report to the portion

of the year of '07 that is in his report, so we're furnishing

that document to the defendants this morning with the same

information that's on the exhibit to his report, so that

there's no question about it. And we have not extended it last

quarter of the year, we've simply left it at the three quarters

point in the year '07, as it is in his report.

THE COURT: Okay.

MR. ORTELERE: I think Mr. Boyle can comment on

that, that being part of his examination.

MR. BOYLE: This does match what is in the original

report.

- - -

RESUMED CROSS-EXAMINATION

By Mr. Ortelere:

Q. Good morning, Mr. Otto, good to see you again.

A. Good morning.

Q. Okay. Sir, picking up where we left off, Brian, could

you bring back up the book? Again, your words, sir, from your

deposition, this book provides great guidance for fiduciaries,

correct?

A. Yes.

Q. Just for ease of reference for today, can we call it

the great book to avoid confusion? I don't want to have to say

Prudent Practices For Investment Stewards. So do we have an
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agreement?

A. Your words.

Q. But there would be no misunderstanding, correct?

You'll know what I'm referring to, correct?

A. You're referring to the Prudent Practices for

Investment Stewards.

Q. Did you go back and read it last night?

A. I did not.

Q. Now, again, this was put together by an organization

called Fiduciary 360, correct?

A. Yes.

Q. And I take it you believe they promulgate reliable

materials, correct?

A. I do.

Q. Now, Brian -- my Brian, could you highlight the lower

third, I'll call it? There you go. Okay.

So Fiduciary 360, what is Fiduciary 360, by the way?

A. It is an organization that provides designations for

professionals in the investment world. They also have a

software company. They provide analytical software for

analyzing investments based on investment criteria.

Q. Maybe for clarification, the book includes standards,

correct?

A. It does.

Q. Okay. Now, looking at your -- do you have your report
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handy? I can get you a copy.

A. It's right here.

Q. Let's flip back to footnote 1.

A. Yes.

Q. Now, you say there, (quoted as read) "The Global

Fiduciary Standards of Care are an ISO 9000 type set of

practices." What's an ISO 9000 type set of practices?

A. It's an international standard. It's common mainly in,

well, manufacturing, technology, industry. It's a way of

standardizing processes so that companies, organizations can

communicate globally.

Q. Bless you. And, again, you say, I refer to these

standards throughout my analysis, correct?

A. Yes.

Q. Back to the cover of the book, lower third. Now, it

says further technical review by American Institute of

Certified Public Accountants. Do you see where I am?

A. I do.

Q. So I take it, and it appears on the cover, that that's,

that additional technical review beyond what Fiduciary 360

provided, that's a reason, that additional review, that a

fiduciary can have a certain comfort level when turning to

these standards, correct?

A. I think that's helpful, yes.

Q. Now, it goes further. We touched on this briefly
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yesterday, but I want to drill down a little bit more. Legal

substantiations by Reish, Luftman, Reicher, and Cohen. Is that

what the cover of the great book says?

A. Yes.

Q. Now, again, it's on the cover. That's another reason

that a fiduciary can have some level of confidence in this work

product, in the great book, correct?

A. Yes.

Q. Page 51, please, of the book. Highlight, if you would,

Brian, the top paragraph. Would you just read, please, the

first sentence from that page of the great book?

A. (Quoted as read.) "The practices identified in this

handbook prescribe a timeless and flexible process for the

successful management of investment decisions."

Q. So the process is flexible, the one set out in the

book, right?

A. Yes.

Q. Could you highlight the second sentence, please, Brian?

Could you just read that for the court, please?

A. (Quoted as read.) "Once familiar with the practices,

the investment steward will understand that no new investment

product or technique is good or bad, per se, nor will it be

valuable simply because it worked for other fiduciaries."

Q. Could we please skip, Brian, to page 49. Above the

word substantiation, please highlight the two paragraphs. The
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first one begins with in the case of and the second one with

however.

Okay. Why don't you, Mr. Otto, read the first

sentence, please.

A. Beginning with in the case?

Q. Yes, please, the one sentence.

A. (Quoted as read.) "In the case of defined contribution

plans, it is customary to offer investment options that carry

fees that often are used to offset the plan's record keeping

and administrative costs."

Q. Okay. And I thought there was a comma there. Please

read the next sentence in that paragraph.

A. (Quoted as read.) "For a plan with few assets, such an

arrangement may be beneficial for the participants."

Q. That's talking about revenue sharing, right?

A. It appears to be, yes.

Q. I mean, is there -- there's no debate, right? That is

talking about revenue sharing, right?

A. Yes.

Q. Okay. By the way, sir, let me get out the data. When

you put together -- and refresh my recollection, in 2003, if I

understood your testimony, you looked at some data points to

create your limits of reasonableness. Is that correct? Or

it's based on data that you collected in 2003; is that correct?

A. 2003, as well as my experience prior.
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Q. Well, let's zero in on some of that data, if you don't

mind. Now, again, you're very familiar with your deposition,

correct?

A. I've read my deposition.

Q. Okay. So the vendor searches that inform that 2003

calculation, that's an expression that you use liberally in

your deposition; is that correct?

A. Vendor search, yes.

Q. And from those conversations or searches came data

which you embedded into your limits of reasonableness chart; is

that correct?

A. Conversations and searches.

Q. We'll get to the conversations in a minute, if you

don't mind. Let's stick with what you call vendor searches.

There were vendor searches that informed your analysis in

creating the limits of reasonableness chart; is that correct?

A. They affect my numbers, yes.

Q. Correct me if I'm wrong. There were four vendor

searches in 2003 that you assimilated into your analysis that

spawned, in turn, the limits of reasonableness chart; is that

correct?

A. We talked about four, yes.

Q. Okay. Now, one was a law firm with 1200 to 1300

participants, correct?

A. Yes.
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Q. One was a technology firm which I think you testified

had about 1400 participants, correct?

A. That's what I recall.

Q. There was some other manufacturing enterprise that I

think you said in your deposition had 1600 employees, correct?

A. Yes.

Q. Okay. And there was some other recycling venture, I

think you called it, with 4,000 employees, correct?

A. Yes.

Q. And those, those sized plans informed your analysis

which in turn spawned the limits of reasonableness chart; is

that correct?

A. Yes.

Q. Among other things. I'm just drilling down on those

four data points.

A. Part of it, yes.

Q. And there was experience, you call it post-2003 that

was baked into your calculation, correct?

A. Well, experience is pre- and post-2003.

Q. Fair enough. But when we speak to experience, I just

want to be clear: We're not talking about the vendor searches,

are we?

A. Well, vendor searches are certainly part of my

experience.

Q. Just for ease of reference in your testimony so we can
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put on the shelf the four vendor searches, there's additional

experience which are not vendor searches which inform your

calculation; isn't that correct?

A. Yes.

Q. Okay. All right. Why don't you read the next

paragraph, please.

A. (Quoted as read.) "However, as the assets grow, the

investment steward should periodically determine whether it is

more advantageous to pay for record keeping and administrative

costs on an a la carte basis and switch to mutual funds that

have a lower expense ratio in order to reduce the overall

expenses of the investment program."

Q. To be clear, sir, and the point is made elsewhere in

the document, but from the great book, mutual funds are an

appropriate investment for 401 defined contribution plans;

isn't that correct? It says it right there in that sentence,

doesn't it?

A. I think what it's referring to, it's assuming that if

one is using mutual funds, you want to use the lowest expense

ratio mutual fund in the --

Q. But that wasn't my question, was it? I just asked you

does it refer to mutual funds. Let me back up. It refers to

mutual funds in that sentence, doesn't it?

A. Yes.

Q. Okay. So it's a fair assumption, a safe bet when
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considered next to the things we looked at yesterday that

mutual funds are a perfectly acceptable investment alternative

for defined contribution 401(k) plans; isn't that correct?

A. I think it's a function of facts and circumstances for

the specific case. Mutual funds fit in certain cases and they

may not fit in others.

Q. But they can fit, right? You just said that, depending

upon the facts and circumstances, they can fit, right?

A. Depending upon the facts and circumstances, I think,

yes, mutual funds can fit just like collective trusts or

separately managed accounts.

Q. Although the book -- and do we need to go back again --

says all things being equal, you should go with the regulated

investment. Doesn't it say that? Should we look at it again?

A. No, it said that --

Q. Let's back up, if you would, to page 13. Legal

counsel's editorial statement. I'm sorry, sir, I'll give you a

moment to catch up.

Now, I take it legal counsel as referred to in the

larger font, that must be the, pardon me, Reish Luftman firm

described on page 1, correct?

A. Reish Luftman.

Q. I'm sorry, is that how that's --

A. I believe that's how it's pronounced.

Q. I mean them no disrespect. Brian, third paragraph,
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would you just highlight the first line. So I apologize if I

just asked this question, it's been a long night. This

editorial statement is the statement from the firm described on

the front page, right?

A. That's my understanding, yes.

Q. Now, they say there, tell me if I read this wrong,

(quoted as read) "The scope of this handbook does not address

financial actuarial and/or record keeping issues." Did I read

that correctly?

A. That's what I read, as well.

Q. But once again, the book does describe a standard for

benchmarking expense ratios, right?

A. It does describe, it does discuss monitoring fees on an

ongoing basis, yes.

Q. Well, just to be absolutely clear, could we go back to

page 34, Brian? Paragraph 7 in the chart? There's a standard

set forth there in paragraph 7, correct, Mr. Otto?

A. Yes.

Q. Okay. And that standard relates to expense ratios and

fees, correct?

A. It's actually -- you're using the term standard. It

says threshold defined by fi360. I don't take that to mean

necessarily standard, it's a minimum threshold.

Q. All right. I'll make the question simpler. There in

paragraph 7 it says expense ratios/fees, correct?
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A. Yes.

Q. By the way, do you see criteria up in the left there,

top left, 3.1.1, do you see where I am?

A. I do.

Q. Okay. It says, correct me if I'm wrong, a due

diligence procedure for selecting investment options exists.

It's what it says, right?

A. Yes.

Q. Okay. Then the document goes out and suggests steps to

discharge that due diligence standard, correct?

A. Yes.

Q. Okay. Now, let's go back to paragraph 7. We're still

there. Would you read for me, what does it say about the fee

standard set out there in paragraph 7? Read those words to me,

please.

A. Under the column threshold defined by fi360, is that

what you're asking?

Q. Yes, it's on the screen on the right.

A. (Quoted as read.) "Fees should not be in the bottom

quartile, most expensive of the peer group."

Q. Now, in your report, you didn't analyze the --

THE COURT: For my clarification, fi360, what does

it mean?

MR. ORTELERE: You can ask the witness. I think

he's referring to the authors of the book, but --
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BY MR. ORTELERE:

Q. What do you mean by fi360?

A. Fi360 is Fiduciary 360. It's an acronym that they use

as their logo.

Q. And they're the -- again, they're on the cover, right,

that's the author.

A. Yes.

Q. Now, sir, in your report, did you analyze the expense

ratios in the lineup investments in the PRISM Plan under the

standard set forth in the great book?

A. I analyzed the investment expense -- or the expense

ratios based on my understanding of what is prudent.

Q. So the answer to my question is you didn't apply the

standard in the great book, right?

A. Well, actually --

Q. You did some other analysis.

A. That's not true. The standard in the book is below the

standard -- I mean, it's a threshold. It's a minimum

threshold.

Q. Can you just point me in your report where you discuss

the quartile ranking of the PRISM Plan investments relative to

that standard in the book? It's a very simple question,

Mr. Otto.

A. I did not discuss that in my report. The expense

ratios that I was looking at, I mean, referring, if you look at
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the, ABB's investment policy, it sets out the standard for ABB.

So that's what I was using when I looked at the expense ratios.

Q. Can we try one last time my question? But you didn't

apply the standard from the book in your report, right?

A. Well, you know, I'm not trying to be difficult. In the

book it says to follow the IPS. And so in analyzing

investments, that honestly is what I did.

Q. Okay. Fine. You applied the IPS. I hear you. But

did you apply the standard in paragraph 7? That's all I'm

asking.

A. The IPS was more rigorous than the standard in

paragraph 7, so I wouldn't apply it, no. I think I've answered

your question. I did not apply it. I applied the standard in

the IPS.

Q. Thank you. By the way, I think you talked about

yesterday, correct me if I'm wrong, you either sat at the

table, I think you might have said hundreds of times where

rebates -- well, let's stop.

To your way of thinking, what's a rebate in this

context?

A. Did I use the term rebate?

Q. I think what you said was there had been transactions

that you've been involved in where the record keeper ultimately

returns to plan or participants money. I think you said

hundreds of times, sir. Shall I get the transcript?
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A. No, we don't need to get the transcript. I don't think

there's a plan I've worked on in the last decade where revenue

sharing has not been used to offset fees of some sort.

Q. And they're used here to offset fees, correct, in the

ABB plan?

A. They completely offset the fees.

Q. But I'm going one step further. Is it your

testimony -- and we can clear this up quickly -- that you've

been involved in transactions where some of that money paid to

the record keeper in the form of revenue sharing is then

returned either to the plan or participants? We don't have to

go further if the answer is no, but I thought I heard you to

say that you've been involved in that sort of transaction.

A. Yes, I have.

Q. Oh, okay. Now, is that sort of transaction

specifically mentioned anywhere in the great book?

A. I don't believe it is, no.

Q. I think you testified yesterday, sir, that you've been

in transactions where Fidelity was at the table, correct?

A. Yes.

Q. And if I understood you, typically the value

proposition from your perspective is that you're assisting the

plan sponsor in those negotiations, that's what you do --

A. Yes.

Q. -- at times. Can you tell me, sir, when you're in

Case 2:06-cv-04305-NKL   Document 565   Filed 02/24/10   Page 20 of 236



1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1505

Fidelity, Fidelity's attorneys asked, Mr. Boyle, about whether

Fidelity provided information on revenue sharing in this

program, and I don't remember the name of it. Do you recall

that?

A. The Plan Sponsor Web.

Q. The Plan Sponsor Web. So we're clear, is it the case

that from what you understand and what Fidelity's attorneys

elicited from you that ABB was provided information on a

special website for plan sponsors showing what the revenue

sharing is?

A. I know that currently if you are a client of Fidelity,

you can generally go online and get this information. I don't

know exactly when that became available.

Q. All right. Have you seen anything in any documents or

records or anywhere, in any minutes to tell you that ABB in

fact did that?

A. I have not.

Q. Now, you were asked extensive questions yesterday and

today about the fiduciary book, Prudent Practices for

Investment Stewards. And I'm not going to go through all of

that. But I do want to ask you a couple of things about it.

First of all, is this a document that is designed to

protect, to create guidelines for fiduciaries and people such

as yourself who advise fiduciaries about protecting plan

participants?
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A. Yes. This particular book is designed for, more for

the plan sponsor. There's another book that they have that's

more for the advisor. And then they have another book for the

investment manager. And there are guidelines for all three

services.

Q. Have you seen any evidence, Mr. Otto, in any e-mails or

records or minutes of meetings of the PRC or the EBC, any of

these committees, anywhere showing that they ever used this

book?

A. No.

Q. In the book on page 19, I believe this is, it's section

S-1.3, and I'll just use the -- I'll just use the -- okay.

Take a look at that. I believe it's the third full paragraph.

Would you read that, please?

A. Sure. (Quoted as read.) "The investment steward

should always be asking, who benefits most from an investment

decision? If the answer is any party other than the

participant or the beneficiary, then the steward is likely to

be committing a fiduciary breach."

Q. So when you have a bundling of bundles, as I put it,

where you have corporate plans with the same service provider

here at Fidelity as the DC plan, does this issue of the

potential conflict arise?

A. The potential conflict does arise. You need to always

be asking these questions.
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Q. Also Section S-1.4, I believe, which is page, these

pages are not numbered.

A. I have it.

Q. Okay. Under the criteria over to the right of that

page, the fourth -- well, there are a number of things there.

But the fourth, 1.4.4 in particular, what does that say?

A. (Quoted as read.) "Consideration is given to putting

vendor contracts back out to bid every three years."

Q. How long was it that this, to this date, to the present

that there's been no bid on record keeping services by

Fidelity?

A. Well, I think the last bid was, as I understand it,

1995.

Q. Section S-4.5 was shown to you and I'd like to go back

to that, Mr. Otto?

A. 4.4?

Q. 4.5. That's page 49, I believe. Rebekah, if we could

highlight the top half, the whole half. I think a portion of

that was read to you, as I understand what was read, was shown

to you. I believe what you were asked about was the last two

paragraphs. Do you see those?

A. Uh-huh.

Q. And the second sentence in the first said for a plan

with few assets, such an arrangement may be beneficial for the

participants, that is, using investment options that carry fees
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to offset record keeping costs. All right. For a plan with

few assets.

So it's clear, Mr. Otto, first of all, is the

fiduciary handbook written for only fiduciaries and people such

as yourself who work with a particular sized plan?

A. No, it would apply to all sized plans.

Q. Okay. So would it be fair to say that most fiduciaries

in doing their work are working for the 90 percent or whatever

the number was which are less than a hundred employees?

A. Yes.

Q. All right. Now, the second sentence, then, the next

paragraph of what was read to you discusses what happens as

assets grow. And the statement is that the investment steward,

which would be the fiduciary, should periodically determine

whether it is more advantageous to pay for record keeping and

administrative costs on an a la carte basis and switch to

mutual funds that have a lower expense ratio.

If you do that, if you follow the investment steward

recommendations or guidelines, is there any way that you can

periodically determine whether it's more advantageous to pay on

an a la carte basis which means, I take it, fixed fee?

A. Yes.

Q. Is there any way you can do that without doing the

math?

A. No, you need to -- for the specific situation, you need
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to do the math, and it's preferential to do a vendor search or

an RFP periodically.

Q. All right. The first two paragraphs on that page were

not shown to you. Would you read what those two paragraphs

say?

A. (Quoted as read.) "The investment steward has a duty

to account for all dollars spent on investment management

services, whether those dollars are paid directly from the

account or in the form of soft dollars and other fee sharing

arrangements. In addition, the investment steward has the

responsibility to identify those parties that have been

compensated from the fees, and to apply a reasonableness test

to the amount of the compensation received by any party."

"In the case of an all-inclusive fee, sometimes

referred to as a bundled or wrap fee, investment product, the

steward should investigate how much the various service vendors

associated with each component of all, of the all-inclusive fee

are compensated to ensure that no one vendor is receiving

unreasonable compensation and to compare the costs of the same

services on an a la carte basis."

Q. What does that mean?

A. It means you need to look at the components of cost.

Q. And is this situation involving an all-inclusive fee

with a bundled product the situation that we have here in the

ABB PRISM Plans?
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A. Yes.

Q. I want to keep that there, but go back for -- I want to

go back for a moment to one other question. I'd like to ask,

Mr. Otto, about revenue sharing returns, refunds, whatever term

you want to use. Are you familiar with Laura Starks' testimony

here, the expert for these parties and her role in the Texas

pension plan?

A. I'm familiar with her, yes.

Q. And are you aware that the Texa$aver plan that she is,

has a relationship with, itself obtains refunds from revenue

sharing for its 401(k) plans?

A. Yes, I am.

Q. So going back to the document, the investment steward

book which describes the duty that the steward has to

investigate the various vendors and to break apart these

components and compare the costs of the same services as that

point, is that what you've tried to do in looking and drilling

down at these costs to develop your opinions?

A. Yes.

Q. In looking at all of the documents and looking at the

depositions, did ABB -- you've been grilled about your work.

Did ABB do anything along the lines of what you did to

determine what these record keeping costs are, or what the

market for record keeping services, in fact, is?

A. I didn't see any effort to identify the fees being paid
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for record keeping or any other services or benchmark that it

had done at any time during the time frame of information.

MR. SCHLICHTER: Thank you, Mr. Otto.

THE COURT: Recross by Fidelity?

MR. BOYLE: Your Honor, I think we may have reached

the moment of truth on the Lail deposition. And perhaps we

ought to -- just for efficiency purposes, we might have a

discussion about that now.

THE COURT: Did you give me a brief on its use for

impeachment purposes or just for admissibility?

MR. BOYLE: The first part of the brief is on

admissibility. The second part, the Rule 703/705 is directed

to the cross-examination value.

And the core of the argument is that just as some

experts rely on otherwise inadmissible reports, this expert has

relied on conversations, and Rule 705 has been interpreted to

allow the expert to be cross-examined on the nature of that

reliance material. In this case it just so happens that one of

the conversational partners was deposed in a litigation in

which the same limit of reasonableness curve, the very same

limit of reasonableness curve was the basis for the expert's

opinion, the same plaintiffs' lawyers were involved in the

case.

THE COURT: Well, it wouldn't matter, would it?

MR. BOYLE: It really wouldn't matter, although I
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