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Fee Disclosure in Defined Contribution Retirement
Plans: Background and Current Legislation

Summary

As households become more reliant on 401(k) plans and other defined
contribution pension plansfor future retirement income, policymakers have become
more concerned that participants could be unaware of thefees chargedintheir plans.
Small differencesin fees charged can have large impacts on account balances upon
retirement. Thisreport providesinformation on the kinds of feesthat are charged in
401(k) and other defined contribution plans and details the provisions of three bills
that addressfeedisclosureinretirement plans: H.R. 3185, the401(k) Fair Disclosure
for Retirement Security Act, which was approved by the Committee on Education
and Labor by avoteof 25-19 on April 16, 2008; H.R. 3765, the Defined Contribution
Plan Fee Transparency Act of 2007, introduced on October 4, 2007; and S. 2473, the
Defined Contribution Fee Disclosure Act of 2007, introduced December 13, 2007.

This report will be updated as |egislative action warrants.
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Fee Disclosure in Defined Contribution
Retirement Plans: Background and
Current Legislation

Background on 401(k) Fees

The Structure of 401(k) Plans and the Impact of Fees

Defined contribution (DC) plans are employer-sponsored retirement plans in
which employees and/or employers contribute to an individual employee’s account
that accruesinvestment returns.* Upon retirement, employees use the accounts as a
source of income. DC plansmay be*“ qualified” if they meet certain Internal Revenue
Service (IRS) guidelines with respect to pension plan contributions, benefits, and
distributions. 401(k) plans are qualified plans that include a cash or deferred
arrangement under which participants can choose to contribute part of their
before-tax compensation to the plan rather than receive the compensation in cash.?
Thetax code allows employeesto contribute a pre-tax maximum of $15,500 in 2008
to their individual 401(k) accounts. Although there are other kinds of DC account
plans in addition to 401(k) plans (such as 457 plans for employees of state or local
governments and 403(b) plans for educational institutions and other tax-exempt
organizations), these plansoperatesimilarly to 401(k) plans, and theterm 401(K) plan
often refersto these other plansaswell.®> Unless specifically stated, the term 401(k)
plan in this report also refers to these other plans.

The percentage of empl oyeescovered by DC planshasbeen increasingin recent
years. According to the National Compensation Survey from the Bureau of Labor
Statistics, 36% of all workers participated in a DC plan in 1999. This percentage
increased to 43% by 2006. DC plans will continue to play an important role in
Americans’ retirement security.

There has been a growing interest in the fees that participants in 401(k) plans
arecharged. Small differencesinfeescanyieldlargedifferencesin account balances

L A defined contribution planisdefined in 26 U.S.C. § 414(i) as“aplan which providesfor
an individual account for each participant and for benefits based solely on the amount
contributed to the participant’ saccount, and any income, expenses, gainsand | osses, and any
forfeitures of accounts of other participants which may be alocated to such participant’s
account.”

2 The names for the various types of defined contribution retirement plans are often the
section of the Internal Revenue Code that authorizes these plans (e.g., 26 U.S.C. 401(k) or
26 U.S.C. 457(b)).

* See 26 U.S.C. § 402(g)(1).
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at retirement, especially in the case of yearly or recurring fees.* For example, Table
1 shows the effect that a 0.5%, a 1.0%, and a 1.5% annual fee would have on an
initial $20,000 account balance that earns 7% yearly. After 20 years, the account
would have about $77,000 if no fee is charged, whereas the account would have
about $70,000 if a0.5% feeischarged. The account would have a balance of about
$58,000if a1.5% feeischarged (17% lessthan the account that charged a0.5% fee).
If a1.5% annual feeischarged, over the course of 30 years an account holder would
pay more than $52,000 in fees. The complexity of 401(k) plan arrangements may
provide opportunitiesfor feesto be higher than they otherwise might be, particularly
if plan sponsors and participants are not fully informed of thefeesthey pay. Policies
that increase the transparency of fee arrangements may result in participants paying
lower fees.

Table 1. Effect of Annual Fees on a $20,000 Balance
(Assuming 7% Annual Real Rate of Return)

(amount in $)
Annual Fee
AEERLIS IR TIEE None 0.5% 1.0% 1.5%
After 20 years 7394 70,473 64,143 58.355
After 30 years 152245 | 132287 114,870 99.679

Source: CRS calculations.

Note: The average annual real rate of return on the Standard & Poor’s500 Stock Market Index from
1926 to 2007 was 6.99%.

Under the Employee Retirement Income Security Act (ERISA, P.L. 93-406),
plan sponsors have afiduciary responsibility to plan participants; that is, they must
carry out their responsibilities prudently and solely in the interest of the plan's
participants.> Among other duties, fiduciaries have a responsibility in ERISA to
defray reasonable expenses of administering the plan, but there are limited fee
disclosure requirements to plan participants.®

Structure of 401(k) Plans

Figure 1 detailsthe structure of atypical 401(k) plan, although particular plans
may have slightly different structures. Fee arrangements affect three groups in
401(k) plans: (1) plan participants, (2) plan sponsors and plan administrators, and
(3) service providers. The plan participants are the employees of the company who
have individual accounts to which the employees, the employer, or both contribute.

* For adetailed analysis of the effects that fees have on account balances, see CRS Report
RL 34213, Retirement Savings Accounts. Fees, Expenses, and Account Balances, by Patrick
Purcell.

® For more information, see CRS Report RL 34443, Summary of the Employee Retirement
Income Security Act (ERISA), by Patrick Purcell and Jennifer Staman.

6 See 29 U.S.C. § 1104(a)(1)(A)(ii).
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As the plan sponsor, the employer arranges for one or more service providers to
provide various services for the plan. Prior to choosing a service provider, plan
sponsors might ask several providers for details on the products they offer and the
feesthey charge. Service providers provide a number of services for plan sponsors
and participants including the day-to-day plan business such as recording
transactions, arranging for loans, cashing out retirees accounts, and arranging for
investment options. Most service providers offer several mutual funds to the
retirement plan and may offer other investment options aswell, including insurance
company offerings such as variable annuities and bank or trust company pooled
investment trusts.

Figure 1. Structure of a Typical Defined Contribution Plan

Participants Employees participate in employer-sponsored
(Employees) plan

Plan Sponsor contracts with one or more

CURSEUEC/A Service Providers to supply services to the plan
Plan Administrator

(Employer)

Provides administrative > Could be provided by the service
and recordkeeping services provider or contracted out to a third party

Service

e Arranges for investment >p Could be provided by the service

options provider or offered by a third party

Possible Investment Options

Mutual Variable SoLiiiss Employer Slieous
o= Investment Investment
Funds Annuities Stock
Contracts Trusts
+ Loads « Administrative « Administrative + Administrative « Administrative
+ Transactions fees fees fees fees
fees * Surrender * Surrender
charges charges

Source: CRS.

Employers could purchase these services separately from individual service
providers or employers could purchase two or more services from a single service
provider in a bundled arrangement. In a bundled arrangement, a service provider
offers several services or investment alternatives to the plan for asingle fee. The
service provider may contract out the provision of these servicesto oneor morethird
parties. Current law does not require the services in bundled arrangements to be
priced separately. The Department of Labor (DOL) hasissued regulationsto require
service providers to identify al parties who receive payments of more than $5,000
from the plan.’

" See Department of Labor, “ Annual Reporting and Disclosure,” 72 Federal Register 221,
November 16, 2007, pp. 64710-64730.
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The terms “plan sponsor” and “plan administrator” are often used
interchangeably, although they need not be the same entity. A plan sponsor is an
employer that establishesaretirement plan. The plan administrator isresponsiblefor
the day to day running of the plan. The plan administrator may be the employer, a
committee of employees, a company executive, or someone hired for that purpose.
The plan administrator isdefinedin 26 U.S.C. § 414(g) asthe person specifically so
designated by the terms of the plan or the employer in the absence of such a
designation. Toavoid confusion, thisreport’ suse of theterm*“ plan sponsor” includes
“plan administrator.”

In most DC plans, participants have control over some or all of the assets in
their individual accounts, although this control is limited to the investment options
made available by the service providers. Less common are plans in which the
participants have no control over the assets. Current proposals in Congress would
require plan sponsors of al DC plans to receive fee disclosures from service
providers, but only participants in plans in which the participants exercise control
over the assets would receive fee disclosures from plan sponsors. Table 2 indicates
that 401(k) plans where the employee has control over all or aportion of the assets
in the plan accounted for 88.8% of all DC plansin 2005. Two of the proposalsin
Congress (H.R. 3185 and S. 2473) would provide assistance to small employers
(employerswith lessthan 100 employees) by providing educationa and compliance
materials to small employers and by providing assistance with finding and
understanding affordable investment options. Table 2 indicates that 13.9% of plan
participants are in plans in which there are fewer than 100 participants.

Types of 401(k) Fees

The Empl oyee Benefits Security Administration (EBSA) isan agency withinthe
Department of Labor (DOL). It is charged with protecting the integrity of employee
benefits, including retirement plans. An EBSA publication, A Look At 401(k) Plan
Fees, describesthreetypes of fees. plan administration fees, investment-rel ated fees,
and individual service fees.® According to EBSA, investment-related fees are the
largest component of 401(k) plan fees.

Plan Administration Fees. These are feesfor the day-to-day operations of
plans such as record keeping, accounting, legal, and trustee services. Additional
services might also be provided, such as access to customer service representatives,
educational seminars, or daily valuation. Theamount charged for administrativefees
can vary depending on the quantity and quality of the servicesoffered. For example,
service providers that offer website access with extensive online services might
charge higher fees than service providers that provide only basic website services.
Administrative fees may be charged either as a flat fee per participant or as a
percentage of plan assets.

8 Available at [http://www.dol .gov/ebsa/pdf/401kFeesEmployee.pdf].
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Table 2. Number of Defined Contribution Plans and Participants,
by Size of Plan and Extent of Participant Direction
of Investments, 2005

Plans With Planswith 100
2-99 or More
All Plans Participants Participants
Number of
Plans 421,776 362,482 59,294
All Plans Number of
Participants
(in thousands) 54,623 7,573 47,050
Number of
Participant Plans 354,849 300,435 54,414
ID'gtSAltl Number of
nvestments Participants
(in thousands) 43,223 6,592 36,631
Number of
Participant Plans 19,825 17,230 2,595
Dwe;:t:;c;tlon Number of
0 S Participants
(in thousands) 8,480 337 8,143
Number of
Participant Does Plans 47,099 44,816 2,283
N|°t Z':ted Atny Number of
nvestments Participants
(in thousands) 2,921 646 2,275

Source: U.S. Department of Labor, Table D-6 of Private Pension Plan Bulletin, Abstract of 2005
Form 5500 Annual Reports.

Notes: Table does not include plans that did not report the number of participants. Employers may
have multiple plans. Employees may bein multiple plans and are counted in each plan in which they
participate. The small discrepanciesin the totals for each column are found in the original source.

Investment Fees. Investment fees cover the costs of transactions within
investment options, such as the trades a particular mutual fund makes. Some
investment fees include the following.

e SalesCharges: Thesearealsoknownasloads. A front-endloadis
charged upon investing in some mutual funds. Front-end loads
reduce the amount of the initial investment. Back-end loads (also
called deferred sales charges or redemption fees) are charged upon
selling mutual funds.

e Marketing and Distribution Fees: These are called “Rule 12b-1”
fees after the 1980 Securities and Exchange Commission’s (SEC)
rule that allowed mutual funds to charge for marketing and
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distribution of mutual fund shares.® Rule 12b-1 feesare annual fees
that may be charged by mutual funds from fund assets to pay for
promotional costs and commissions to brokers and other
salespeople. A point of contention is that service providers may
receive 12b-1 fees for including particular mutua funds as
investment options for participants in the plans they administer.
Although the SEC does not limit theamount of 12b-1 fees, under the
Financial Industry Regulatory Authority (FINRA) rules, 12b-1 fees
that are used to pay marketing and distribution expenses (as opposed
to shareholder service expenses) cannot exceed 0.75% of afund's
average net assets per year.

e Soft Dollar Fees: These payments are for brokerage firm services
(such as research) other than commissions for trade execution.

e Surrender and Transfer Charges: These are fees that insurance
companies may charge when employers withdraw from variable
annuities before the contract expires.

e Wrap Fee: Wrap fees are “dl-in-one” fees that combine asset
management, financial planning, and brokerage servicestogether for
one fee.

Individual Service Fees. Individuals are charged fees that are associated
with using optional featuresin a401(k) plan, such asloan origination fees and fees
for hardship withdrawals.

Documents Required by Current Law

Three documents required by current law contain information about potential
fees:. Summary Plan Descriptions (SPDs), Summary Annual Reports, and Account
statements.

Summary Plan Descriptions. SPDs describe how plans operate.® Plan
sponsors are required to automatically provide copies of these documents to plan
participants upon enrollment and upon written request of plan participants. Among
other items, SPDs contain information about eligibility and vesting requirements,
plan benefits, and the source of contributions. SPDs are required to disclose a
summary of provisionsthat may result in afee charged to a participant, the payment
of which is a condition to the receipt of benefits under the plan. An EBSA Field

° Prior to the adoption of Rule 12b-1, the SEC generally took the view that section 12b-1 of
the Investment Companies Act of 1940 (15 U.S.C. § § 80a-1 - 80a-64) prohibited mutual
funds from using fund assets to pay for the sale of their shares.

10 See 29 CFR § 2520.103-2 and 29 CFR § 2520.103-3 for regulations concerning the style
and contents of SPDs.
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Assistance Bulletin notes that charges for hardship withdrawals, if a plan allows
hardship withdrawals, might be an example of such a charge.™

Plans must also make a Summary of Material Modifications available within
seven months of the end of the plan year in which significant changes to the plan
were made.

Annual Report Form 5500. The Form 5500 wasjointly developed by DOL,
the IRS, and the Pension Benefit Guaranty Corporation (PBGC) and is required to
be submitted annually by ERISA-covered plans. Thisannual report contains various
schedules with information on the financial condition, investments, and operations
of the plans. On November 16, 2007, EBSA issued regulationsto revise the Form
5500. Among other requirements, the regulations require administrators and
sponsors of planswith more than 100 participants to disclose the identity of service
providers who receive direct or indirect compensation of $5,000 or greater in
connection with services rendered to the plan.*? The types of compensation include
12b-1 fees, brokerage commissions, and soft dollars. A plan’sannual report may be
available from the employer upon request and is available from DOL inthe EBSA
Public Disclosure Facility.

Benefit Statements. Section508 of the Pension Protection Act of 2006 (P.L.
109-280) requires plan sponsors to provide participants in DC plans with quarterly
benefit statementsif the investments are participant-directed and annual statements
if theinvestmentsare not participant-directed. The quarterly benefit statement must
include the value of each investment in the individual’ s account, an explanation of
any limitations or restrictions on any right of the participant or beneficiary under the
plantodirect aninvestment, and an explanation of theimportance of awell-balanced
and diversified investment portfolio for long-term retirement security. On July 23,
2008, DOL issued proposed regulations that would require plan fiduciaries to
disclose to participants, on aquarterly basis, the actual dollar amount charged to the
participant’s account during the preceding quarter for individual services (such as
fees for processing plan loans).®

Fee Disclosure Legislation in the 110" Congress

Three bills have been introduced in the 110" Congress to address the expenses
and fees charged in 401(k) and other DC plans. The bills would require service
providersto disclose to plan sponsors the services to be provided to the plan and the
expected fees and expenses. The disclosures would be made prior to entering into
a contract for services to a plan and upon any material changes to the contract for
services. The billswould also require plan sponsors to disclose to a participant the

1 See Field Assistance Bulletin 2003-3 issued by EBSA on May 19, 2003.

12 See Department of Labor, “Annual Reporting and Disclosure,” 72 Federal Register 221,
November 16, 2007, pp. 64710-64857.

13 See Department of L abor, “ Fiduciary Requirementsfor Disclosurein Participant-Directed
Individual Account Plans,” 73 Federal Register 142, July 23, 2008, pp. 43013-43044.
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expected fees and expenses associated with the plan and the plan’s investment
options. This disclosure would be made prior to any initial contribution by a
participant. Plan sponsors would also have to provide, on a regular basis, each
participant with details of the fees and expenses the participant incurred over a
specified period.

The following paragraphs summarize the bills. Following the summaries, the
report describes the bills' details in the following categories. (1) disclosures from
service providers to plan sponsors, (2) disclosures from plan sponsors to plan
participants, (3) aminimum investment option, (4) assistanceto small employers, (5)
enforcement and review, and (6) imposition of taxes.

Bill Summaries

H.R.3185and S. 2473. Representative GeorgeMiller introduced H.R. 3185,
the 401(K) Fair Disclosurefor Retirement Security Act of 2007 on July 14, 2007, and
the House Committee on Education and Labor passed thisbill by avote of 25-19 on
April 16, 2008. Senator Tom Harkin introduced S. 2473, the Defined Contribution
Fee Disclosure Act of 2007, on December 13, 2007. H.R. 3185 and S. 2473 are
similar in many respects.

The bills would amend ERISA and would require

e serviceprovidersto disclose moreinformation onthefeesassociated
with aparticular 401(k) plan to plan sponsors and any relationships
that service providers have with entities providing services to a
401(k) plan;

e plan sponsors to inform 401(k) participants about their investment
options and the kinds and amounts of fees associated with the
investment options;

e plan sponsors to provide each participant in a 401(k) plan with a
detailed breakdown of thefeesaparticipant paidin each quarter; and

o the Secretary of Labor to provide sample notices of the required
documents; to widely disseminate the identity of service providers
found to preclude compliance by plan sponsors; and to audit a
representative sampling of 401(k) plans to determine compliance
with the provisions of the bill. The Congressional Budget Office
estimatesthat these provisionswould increasegovernment spending
by $3 million over FY 2009-FY 2013.

Minimum Investment Option Requirement in H.R. 3185. H.R. 3185
has an additional requirement that isnot found in S. 2473 or H.R. 3765. H.R. 3185

14 Congressional Budget Office cost estimate, H.R. 3185: 401(k) Fair Disclosure for
Retirement Security Act of 2008, available at [http://www.cbo.gov/ftpdocs/93xx/doc9323/
hr3185.pdf].
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would require each 401(k) plan to include at least one investment option that is a
broad-based market index fund (or combination of funds) that would likely meet
retirement income needs at adequatelevelsof contributions. 401(k) plansthat do not
include such an option would losetheir protection against liability from participants
investment losses under ERISA § 404(c).

H.R. 3765. Representative Richard Neal introduced H.R. 3765, the Defined
Contribution Plan Fee Transparency Act of 2007, on October 4, 2007.

Thisbill would impose taxes on service providers and plan sponsorsthat failed
to meet the requirements of the bill. The bill would amend the Internal Revenue
Code and would require

e plan sponsors to provide participants with disclosures of fees and
expenses prior to prior to making investmentsin the plan;

e plan sponsors to provide each participant in the plan an annual
notice of the fees paid by the participant’ s account; and

e service providers to disclose to plan sponsors fee information and
any third-party relationships that service providers might have.

Details of 401(k) Fee Legislation

Disclosure from Service Providers to Plan sponsors. All threebills
would require service providers to supply plan sponsors with a written statement
detailing the services to be provided under the contract and an estimate of the
expected total fees and expenses or charges expected under the contract.

Timing of Disclosure. H.R. 3185 would require that plan administrators of
individual account plans receive a Service Disclosure Statement from 401(k) plan
service providers at least 10 business days prior to entering into any contract for
servicesto the plan if the contract equals or exceeds $5,000. Thisamount would be
adjusted for inflation beginning in 2010.

S. 2473 would require service providers to provide fee information to plan
sponsorsof 401(k) and 403(b) plansreasonably in advance of enteringinto acontract
for plan services. Thelaw would apply to any contract greater than $5,000 or 0.01%
of the value of plan assets as of the last day of the preceding plan year.

H.R. 3765 would require service providers to provide an “initia disclosure”
statement prior to entering into or materially modifying a contract for the provision
of plan services.

Kinds of Pension Plans. TheprovisionsinH.R. 3185and S. 2473 requiring
disclosure from service providers to plan sponsors would apply to “individual
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account plans.”* The provisionsin H.R. 3765 would apply to “applicable defined
contribution plans.” Both definitionsinclude 401(k) plans, 403(a) plans, and 457(b)
plans.®®

Bundled Service Charges. The bills would require service providers to
report the fees and expenses within several categories.

H.R. 3185 would require the allocation of feesto four component charges: (1)
plan admini stration and record keeping; (2) transaction-based charges; (3) investment
management; and (4) all other charges as may be specified by the Secretary of the
Treasury.

S. 2473 would require the alocation of fees to four component charges. (1)
charges for investment management; (2) charges for record keeping and
administration; (3) sales charges, including commissions, and charges for advisory
services; and (4) any other charges.

H.R. 3765 would require an estimate of the total fees and expenses expected
under the plan and the itemization of (1) annual fees and expenses for investment
management and (2) annual fees for administration and record keeping.

Form of Charges and Permission of Estimates. Thebillsrequiresome
feesto be reported as dollar amounts and other feesto be reported as percentages of
assets. Thebillswould allow service providersto report fees as estimates where the
actual amounts of the fees are unknown.

In H.R. 3185, plan administration and record keeping and investment
management chargeswould be presented as aggregate dollar amounts. Transaction-
based charges may be presented as percentages of applicable base amounts.
Reasonable and representative estimates of the charges are permitted, provided the
statement i ndi catesthe charge asbeing an estimate and provided the estimateis based
on the previous year’ s experience.

S. 2473 would allow each charge to be expressed as either a dollar amount or
as percentage of assets. The form of such charges would have to be consistent
throughout the statement. In cases where services are bundled or the costs are
unknown, S. 2473 would require service providers to provide reasonable and
representative estimates of charges.

> The term individual account plan or defined contribution plan is defined in 29 U.S.C.
1002(34) as “apension plan which provides for an individual account for each participant
and for benefits based solely upon the amount contributed to the participant’ s account, and
any income, expenses, gainsand losses, and any forfeituresof accountsof other participants
which may be allocated to such participant’s account.”

16 Specificaly, H.R. 3765 applies to defined contribution plans described in 26 U.S.C.
402(c)(8)(B)(iii)-(vi): qualified trusts (such as 401(k) plans), 403(a) plans, 457(b) plans,
and 403(b) plans.
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H.R. 3765 would allow the fees and expensesto be expressed as either adollar
amount or as a percentage of assets (or a combination thereof). H.R. 3765 would
allow reasonable estimates of fees and expenses if the service provider does not
separately price such servicesand if the service provider disclosesthe basisfor such
estimates.

Third Party Payments. The billswould require disclosure of relationships
that service providers have with third parties who provide services to plans.

H.R. 3185 would require disclosure of any payments that the service provider
receives from any person providing services to the plan. It would also require the
disclosure of any personal, business, or financial relationships that the plan sponsor
hasif the relationship results in the service provider deriving any material benefit.

S. 2473 would require disclosure of any financial relationships that a service
provider has with the plan sponsor and any third party providing servicesto the plan
for which the service provider receives a payment.

H.R. 3765 wouldrequireastatement of (1) whether the service provider expects
to remit any of the fees and expenses it receives under the contract to one or more
third-party service providers or intermediaries, (2) the estimated amount to be
remitted, and (3) the identity of each party. The bill would also require a statement
of (1) whether the service provider expects to receive compensation from a source
other than the plan or plan sponsor as aresult of the contract, (2) the amount of such
compensation, and (3) the identity of the source of the compensation. Amounts
remitted to third parties and revenues received from sources other than the plan or
plan sponsor would have to be disclosed only if they exceed $5,000 during the year.

Disclosure of Impact Share Classes. Mutual fundsmay offer sharesthat
offer differing services (with differing fees). For example, amutual fund may have
ashareclassthat providesalow front-end load but may have a higher annual expense
charge. Some mutual funds offer share classesthat are available only to institutional
investors; these share classes typically have lower fees and expenses compared to
shares that are offered to retail investors. H.R. 3185 and S. 2473 would require
disclosure of the existence of different share classes within the mutua fund
investments offered. H.R. 3765 has no requirement to disclose differing share
classes within mutual funds.

Frequency of Disclosure. H.R. 3185 and S. 2473 would require that a
Service Disclosure Statement be provided to the plan sponsor either (1) after any
material change to the terms of the service agreement or (2) at least annually. H.R.
3765 would require, within 90 days of the end of each plan year, the service provider
to discloseto the plan sponsor the fees and expenses paid by the plan during the year,
including an itemization of the fees paid for (1) investment management and (2)
administration and record-keeping. The service provider would have to disclose
amountspaid to third-partiesand theidentities of thethird parties. 1t would also have
to disclose the amount of compensation it received from parties other than the plan
sponsor and the identity of each source of the compensation.
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Disclosures from Plan Sponsors to Plan Participants. Thefollowing
provisionsinthebillswould require plan sponsorsto providefeeinformation to each
plan participant, prior to any initial contribution or investment by the participant, in
individual account planswherethe participant exercisescontrol over theassetsinthe
account.

Disclosures Prior to Participants’ Initial Contributions Required by
H.R. 3185 and S. 2473. H.R. 3185 would require plan sponsors to provide an
“ Advance Notice of Available Investment Options’ to all plan participants at |east
10 business days prior to (1) aparticipant’ sinitial investment of any contribution to
the plan on an annual basis and (2) the effective date of any material change in
investment optionsintheplan. The noticewould indicatewhich componentsof each
investment option are payable directly by the participant and how such components
areto be paid.

The following information would be required for each investment option: the
name of the option, the investment objective, the risk level, whether the option by
itself achieveslong-term financia security, the historical return, the percentage fee,
an explanation of any asset-based fees or annual fees, and a comparison to a
nationally recognized index or benchmark. The notice would aso include a
statement that investment options should not be evaluated solely on the basis of
charges but also on consideration of other factors such as risk and investment
objectives.

S. 2473 would require plan sponsors to provide an “Advance Notice of
AvailableInvestment Options’ to all plan participants 15 days prior to aparticipant’s
initial investment of any contribution made to the plan. The following information
would berequired for each investment option: the name of the option, theinvestment
objective, the risk level, whether the option by itself achieves long-term financial
security, the historical return, the percentage fee, an explanation of any asset-based
feesor annual fees, and acomparison to anationally recognized index or benchmark.

The provisions in H.R. 3185 and S. 2473 requiring disclosure from service
providers to participants would apply to individual account plans that permit
participants to exercise control over the assets of their accounts.*

Plan and Investment Comparison Chart Required by H.R. 3185 and
S. 2473. In addition to the “ Advance Notice of Available Investment Options”
mentioned above, H.R. 3185 would require a Plan Comparison Chart, and S. 2473
would require an Investment Comparison Chart that would detail the actual service
and investment chargesthat will or could be assessed against the account in the plan
year.

" These are defined in 29 U.S.C. 1002(34): “a pension plan which provides for an
individual account for each participant and for benefits based solely upon the amount
contributed to the participant’ saccount, and any income, expenses, gainsand | osses, and any
forfeitures of accounts of other participants which may be allocated to such participant’s
account.”
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H.R. 3185 would require the Plan Comparison Chart to provideinformationin
relation to thefollowing three categories of fees: (1) chargesthat vary depending on
theinvestment option selected (e.g., expenseratiosor investment-specifi c asset-based
charges), (2) charges that are assessed as a percentage of total assetsin an account
regardlessof theinvestment option selected, (3) administration and transaction-based
charges that are either automatically deducted each year (such as administration,
compliance, or record keeping costs) or that are transaction-based (such as loan
origination fees, possibleredemptionfees, or possible surrender charges), and (4) any
other charges.

S. 2473 would requirethe Investment Comparison Chart to provideinformation
in the following three categories of fees. (1) fees that vary depending on the
investment option selected (e.g., expense ratios or asset-based fees), (2) feesthat are
assessed asa percentage of total assetsin an account, and (3) administration feesthat
areeither automati cally deducted each year or that aretransacti on-based (such asloan
origination fees). The investment comparison chart would have to describe the
purpose of each fee and disclose the extent to which conflicts of interest may exist
with respect to service providers or other parties receiving fees.

Disclosures Prior to Participants’ Initial Contributions Required by
H.R. 3765. H.R. 3765 would require plan sponsors to provide each participant,
before any contributions areinvested on hisor her behalf, with awritten explanation
of the plan’s fees and expenses. This enrollment notice would also include the
following with regards to each investment aternative:

o the"key characteristics’ of theplan’ sinvestment alternativesand an
explanation of the process of electing investment alternatives,

e adescription of eachinvestment alternative sinvestment objectives,
risk and return characteristics, historical rates of return, and the
name of the fund manager;

e a statement of whether the investment aternative is actively or
passively managed; and

e astatement of whether the investment alternative is designed to be
a “comprehensive, stand-alone investment for retirement that
provides varying degrees of long-term appreciation and capital
preservation through amix of equity and fixed income exposures.”

With respect to fees and expenses, the enrollment notice must disclose (1)
annual asset-based feesfor each investment alternative that reduce the investment’s
rate of return and whether any of the fees or expenses applicable to a particular
investment alternative are charged for services other than investment management,
(2) fees and expenses that are charged for administration and record-keeping and an
explanation of the way such fees are allocated to the participant’s account, (3) fees
and expenses attributabl eto purchases or sales of interestsininvestment alternatives,
(4) the “existence of” fees and expenses attributable to transactions or services
initiated by the participant (other than for purchasesand sales of investments) and the
process by which parti cipants can acquire additional information about thesefees, (5)
any other fees or expensesthat may be charged to the participant, and (6) a statement
explaining that fees are only one of the factors that a participant should consider
when selecting an investment alternative.
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The provisionsin H.R. 3765 that require disclosure from service providers to
participantswould apply to DC plansthat permit participantsto exercise control over
the assetsin their accounts.’®

Quarterly Benefits Statements Required by H.R. 3185 and S. 2473.
H.R. 3185 and S. 2473 would require plan sponsorsto provide aquarterly statement
of the fees and expenses that a participant has paid.

H.R. 3185 would require plan sponsors to provide information to each plan
participant regarding the fees paid in their account. H.R. 3185 would require plan
sponsorsto provide each plan participant with aquarterly statement (plansthat have
fewer than 100 participants may provide an annual statement) that discloses the
following information: the starting and ending bal ances of the participant’ s account;
the employer and employee contributions made during the quarter; the investment
earnings or loses on the account balance during the quarter; the actual or estimated
chargesthat reduced the account during the quarter, expressed asdollarsor asdollar
charges as derived from an expense ratio; other charges in connection with the
participant’ s account; and the process for obtaining the most recent Fee Comparison
Chart.

Plan sponsors may provide reasonable and representative estimates of the
charges, provided that the statement indicates the charge as being an estimate and
provided the estimate is based on the previous year’' s experience.

S. 2473 would require plan sponsors to provide each participant in aDC plan
in which the participant has theright to direct the investment of assets the following
informationintheir quarterly benefits statements: the account’ sstarting balance; the
participant’ s vesting status; the employer and employee contributions made during
the quarter; theinterest earnings on the account balance during the quarter; the actual
or estimated fees assessed during the quarter, expressed in dollars or as an expense
ratio; the account’ s ending balance; the participant’ s asset allocation, categorized by
investment option, including the current asset value and the change in the asset’s
value expressed as an amount and as a percentage; and the performance of the
investment options selected by the participant during the quarter as compared to at
least one nationally recognized market-based index. Plansthat have fewer than 100
participants may provide the benefits statement on an annual basis.

S. 2473 would require a plan sponsor to provide, within 30 days of a
participant’ s request, information on service fees charged against the participant’s
account for each investment option. The following information would be listed
separately: fees that vary depending on the investment option selected, such as
expenseratios, investment- specific asset based fees, or possible redemption fees or
surrender charges; feesthat are assessed as a percentage of total assetsin the account,
regardless of the investment option selected; administration and transaction-based
fees; and any other fees that might be deducted from the participant’ s account.

8 These plans are described in 26 U.S.C. 402(c)(8)(B)(iii)-(vi): qualified trusts (such as
401(k) plans), 403(a) plans, 457 plans, and 403(b) plans.
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Annual Statements Required by H.R. 3765. H.R. 3765 would require
plan sponsorsto provide each participant, within 90 days of the end of the plan year,
with awritten statement of the investment alternatives the participant had selected
as of the end of the plan year and the key characteristics of each of these investment
alternatives.

The statement must include the following information: a description of the
percentage of the participant’s assets invested in each asset class, the fees and
expenses attributable to participant-initiated transactions (other than purchases and
sales of assets) deducted from the participant’ s account, the fees and expenses for
admini stration and record-keeping that were deducted from the partici pant’ saccount,
the annual asset-based fees for each investment alternative that reduced the
investment aternative’s rate of return, and the fees and expenses attributable to
purchases or sales of each investment aternative that “have been or may be”
deducted from the participant’ s account.

Theannual noticeal so must include, with respect to each investment alternative,
the percentage of the participant’ s assets invested in that alternative, a statement of
whether the investment is actively or passively managed, a statement of the
alternative' s risk and return characteristics, and the investment’s historical rates of
return over the most recent one-, five-, and ten-year time period. It must alsoinclude
astatement that explainsthat feesare only one of the factorsthat aparticipant should
consider when selecting an investment aternative and that explain how the
participant can access any information required to be disclosed in the enrollment
notice that is not included in the annual notice.

Minimum Investment Option Requirement in H.R. 3185. ERISA §
404(c) protects plan sponsors from liability for investment losses in participant-
directed DC plans. Inorder to continueto receivethis protection, H.R. 3185 would
require 401(k) plansto include at least one investment option that is a broad-based
securities market based index fund or acombination of two or more such funds. The
investment option should offer acombination of historical returns, risk, and charges
that is likely to meet retirement income needs at adequate contribution levels. The
bill specifiesthat thetermsof the plan should indicatethat thefund isoffered without
the endorsement of the government or plan sponsor. The bill does not specify
particular funds, but examples might include life-cycle or index funds. Life-cycle
fundsalter their particular investment mix on the basisof the participant’ sinvestment
time horizon. Index funds are mutual fundsthat replicate the movements of agroup
of investments. Index funds might track a large group of U.S. stocks (such as the
Dow Jones Industrial Average or Standard & Poor’s (S&P) 500 index), foreign
stocks, or various kinds of bonds. Neither H.R. 3765 nor S. 2473 requires 401(k)
plans to offer a particular investment option.

Assistance to Small Employers in H.R. 3185 and S. 2473. H.R. 3185
and S. 2473 would require the Secretary of Labor to provide educational and
compliance material sto assist employerswith fewer than 100 employeesin selecting
and monitoring service providers. The bills would aso require the Secretary of
Labor to provide services to assist employers with fewer than 100 employees in
finding and understanding affordabl e investment optionsfor theaccount plans. H.R.
3765 has no such provisions.
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Enforcement and Review by the Department of Labor in H.R. 3185
and S. 2473. H.R. 3185 and S. 2473 would require the Secretary of Labor to
widely disseminate the identity of service providers that engage in a pattern or
practice of noncompliance with respect to the provisions relating to the Service
Disclosure Statements and the Advance Notices of Available Investment Options.
The bill would also require the Secretary of Labor to annually audit arepresentative
sampling of individual account plans to determine their compliance with the
reguirements of the provisionsrelating to the Service Disclosure Statements and the
Advance Notices of Available Investment Options and to report the results of the
audit and any related recommendations to the House Committee on Education and
Labor and the Senate Committee on Health, Education, Labor, and Pensions.

Imposition of Taxes in H.R. 3765. H.R. 3765 would impose a tax on
service providers that failed to meet the requirements of the bill with respect to
disclosure from service providersto plan sponsors. The amount of the tax would be
$100 per participant per day in the noncompliance period. H.R. 3765 would impose
a tax on plan administrators that failed to meet the requirements of the bill with
respect to disclosure from plan administrators to plan participants. The amount of
the tax would be $1,000 per participant for each day in the noncompliance period.



