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l. Introduction

My nameis Kenneth S Cohen, Senior Vice President and Deputy Generd Counsdl of
Massachusetts Mutud Life Insurance Company. | am testifying today on behdf of the American
Coundll of Life Insurers ("ACLI"). ACLI isthe mgor trade assodation of thelifeinsurance indudtry,
representing 428 life insurance companies. ACLI member compenies hold 80% of dl the assats of
U.S lifeinsurance companies and represent 82% of the indudtry's retirement plan business: Retirement
plan assets managed by life insurance companies totdled more than $1.6 trillion in 1998, goproximetdy
onefifth of al privady- adminigered penson and retirement plan assatsinthe U.S

ACLI thanks the subcommittee for the opportunity to testify on thisimportant topic and we
wel come the Subcommittegs review of the Employee Retirement Income Security Act of 1974
("ERISA"). Morethan 25 years ago, Congress enacted this landmerk law that comprenensvely
regulates employee bendfit programs. It is only gppropriate that the Education and the Workforce
Committeg, which had amgor hand in the development of ERISA and has solejuridiction over Titlel
of ERISA, conduct hearings to determine how wel ERISA isworking in light of changesin the nation's
retirement sysem and developmentsin the finandid markets Since ERISA wias enacted, the tax rules
afecting penson plans, aswdl as the rules governing the penson insurance program administered by
the Penson Bendfit Guaranty Corporation (PBGC), have been changed frequently and the plans
themsdves have changed. However, Title| of ERISA —the reporting and disdosure provisons that
aoply to ERISA plansand the trug, fidudary and prohibited transaction requirements — have only rardly

drawn congressond scrutiny. - Given the dramatic changes that have occurred inthe lagt 25 years it is
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timeto review these rules and make sure that we have areirement sysem that make sensein the 21
century - asysem that worksfor al Americans,

When Congress adopted ERISA in 1974, among its key goadswasto provide asafer and more
secure sysem of providing retirement bendfits. The funding, vesting, reporting and disclosure, fidudary
responghility, cvil remedy provisons and penson insurance program st forth in ERISA have largdy
accomplished that god. Whilethere are certainly isolated indances of abuse — and such abuses must
be paoliced and punished — the netion's retirement system has never been more secure. We continue to
grongly support this fundamenta god and bdieve modernization of ERISA can be accomplished
without sacrifidng benefit security .

Although ERISA haslargdy been successful a protecting plan benefits, cartain aspects of the
regulatory sructure have imposed sgnificant cogts on plan gponsors and thase who provide services
and investment productsto plans. In many ingtances, these codts are passad through and directly borne
by plan particpants and benefidaries. Other cogts are borne indirectly in the form of lower benefits
then those that would otherwise be offered or, for many Americans, alack of pengon coverage
dtogether. Codsare dso imposad indirectly on plan sponsors and plan participants whose choices of
new and innovative invesment products may be needlesdy limited by ERISA's regulatory framework.
FHndly, sgnificant opportunity cogts areimpased on the economy asawhole. Privatdy-administered
plans hdd $7.9 trillion in assetsin 1998 - two-thirds of dl retirement savings and 25% of dl household
wedth. If we can remove unnecessary opportunity codts from this huge source of cgpitd, the economy
will be sronger and offer even more opportunities for growth and job cregtion.

The quedtion is not whether to update ERISA's regulatory framework to address the swegping

changesthat have taken place over the past 25 years, it ishow that modernization can best be
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accomplished. Let us briefly review some of the mgor changesin the marketplace Snce ERISA's
adoption.

Changesin theretirement plan marketplace. When ERISA was enacted in 1974, the
netion's private retirement system waas built around traditiond defined benefit plans. Defined benefit
planstypicaly pay benefitsin the form of an annuity and payments are based on acombinaion of a
paticipant's age, years of sarvice, and wages  Employers fund defined bendfit plans over time, manage
plan investments, and bear the invesment risks. The benefits areinsured by the PBGC.

Since 1974 there has been aggnificant shift in the retirement plan marketplace toward defined
contribution plans (e.g., section 401(k)-type plans). Under adefined contribution plan, the employer,
the employee, or both may contribute to an account that holds assats for the employee. Increesingly,
plan participants may direct the investment of the assets hed in their individua accounts among a
number of options mede available by their employers. In 1975, defined contribution planshdd $74
billion in assets, 28% of totd pengon assets, and covered 26% of persons covered by privae
pensons. In 1999, defined contribution plansheld $2.9 trillion in assts, 35% of totd penson
assets, and covered over hdf of persons covered by private plans.

Inardaed trend, Snce 1974 there has been tremendous growth in assets held in individua
retirement acoounts (IRAswere cregted in 1974). 1n 1998, IRAshdd $2.1 trillion in retirement assats.
Recently, this growth has been fuded by rollovers from defined contribution plansto IRAs

Changesin invetment vehiclesand products. Over the past 25 yearsthere dso has been
adynamic change in the types of investment vehides and sarvices offered by finandd inditutionsinthe
401(k) plan and IRA market. One mgor change has been the proliferation of thousands of mutud

funds offering awide range of invesment dyles In addition, insurance companies and banks have
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origineted avariety of new "dable vaue' investment options for defined contribution plansthet provide
principd and interest guarantees for participant account ba ances and supplement the traditiond
guaranteaed invesment contracts (Gl Cs) offered by insurance companies

The devdopment of these invesment vehides offers plan soonsors and plan paticipants an
unprecedented range of investment dterndivesin the defined contribution plan and IRA marketplace
It isnow common for participantsto be adle to direct ther own investments among multiple mutud
funds and a gable vaue option within their 401(k) or 403(b) plan. Indeed, some plans are now
offering participants the gpportunity to invest in anealy limitless variety of mutud funds and individud
securities through "brokerage windows™

In our view, the shift to defined contribution plans and participant-directed investing cregtes one
of the fundamenta chdlengesfor the private retirement sysem. Flan sponsors and participants
increesingly require invesment-rdated services. Sarvices provided by finandd inditutions to 401(k)-
type plansand IRA participants have devel oped to indude participant education, asst dlocation
assgance and, increeangly, spedific investment advice. The devdopment of these srvicesis ariticd to
enauring thet defined contribution plan and IRA assets are invested wisdly and in ways thet will provide
asgnificant benefit to plan particdipants. The law should be sructured to encourage the efficient
odivery of such sarvices,

Changesin thefinancial servicesindustry. During the last 25 years there dso have been
driking changesin thefinandd sarvicesindudry. Clearly, with the recent enactment of the finendid
savices modernizetion legidation (the Gramm-Leach-Bliley Adt), the lat barrier to afully-integrated
finandd sarvicesindudtry has been removed. We would like to acknowledge the pivotd role played by

Chairman Boehner asthe leeder of the bipartisan House Financid Sarvices Task Forcein the 105"
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Congress. Under the Gramm+Leach-Bliley Act insurance companies and securities firms can now
combine with commerdd banks dlowing banks to underwrite insurance products and securities through
commonly-controlled affiliates This new law could result in further consolidetion in the finendid
savicesindugtry, meking some of the problems pased by ERISA's current prohibitions againg deding
with affiliated parties even more difficult and codly and further reduding plan participants retirement
svings investment choices

Even before finandd services modernization legidation was enacted, subdantid changeswere
teking place in the finandd sector. Asan example, over the past 15 years, many insurance companies
have begun to offer avarigty of finendd sarvices through subsdiaries and dfiliates, induding individud
and group insurance, brokerage, mutud funds, trust and adminigrative services: Thus, today many
insurance companies are able to offer products to 401(k)-type plans and IRAs that include both
dfiliated and unaffiliated mutud funds, severd dterndive dable vaue investment options, brokerage

sarvices, recordkesping, individua account statements, and participant education.

[l. Evaluation of ERISA’sFidudary and Prohibited Transaction Rules

ACLI member companies have aggnificant interest in dl agpects of Title | of ERISA.
However, we bdieve that the most important focus for the Subcommittee should be the fidudary and
prohibited transaction rules of Part 4 of Title | of ERISA.

Importantly, we beieve that ERISA's trust requirement (section 403) and ERISA's fidudary
rules (section 404) have generdly worked wel. Under thisframework, plan assets mugt be held in trust
or in insurance contracts and plan fidudaries mus carry out ther repongihilities prudently, act soldy in

theinterest of plan partidpants, diversfy plan invesments, and adminigter the plan consstent with plan
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documents. These rules are rooted in the common law of trugts, and have proved flexible and
respongve to changesin the retirement plan and investment markets

There are, however, fundamenta problemswith ERISA's prohibited transaction rules (section
406). In our view, these problems have been heightened with the changesiin the retirement plan and
investment markets, and will worsen with continued consolidation in the finandid sarvicesindudtry.
Before we discuss potentid changes to address these problems, let usfirg briefly discussERISA's
prohibited transaction rules.

Section 406(a). Section 406(a) of ERISA indudes aligt of transactions between aplanand a
"party ininterest” that areflatly prohibited. Thus there are two essentid dementsto aviolaion of
section 406(a): (1) the transaction mugt fdll in the categories of transactions barred by the Satute, and
(2) the transaction mugt involve aparty ininterest. The categories of party-in- interest transections thet
are barred by the gatute indude:

asde, exchange, or lease of property,

aloan,

the furnishing of goods and sarvices, and

the trander or use of plan assets
It is hard to overdate how broad these categories of transactionsare. Indeed, it isvirtualy impossible
to concaive of atransaction that might not fal into one of these categories. For example, the purchase
of sock isconddered asde of property and the provision of afree toadter for opening up an IRA is
technicaly prohibited as afurnishing of goods and sarvices

Jugt asimportantly, section 3(14) of ERISA definesaparty ininterest broadly, to indude

employers, labor unions, and sarvice providers and the efiliates of such parties (induding remote
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dfiliaes), aswdl asthe officers and directors of dl these entities and their rdatives. In our view, the
only personswho should be defined as partiesin interest are those persons who can unduly and
adversdy influence aplan's adtivities for their own bendfit. Thereis smply no judtification for
unaffiliated service providersto beinduded in thelig of partiesin interest. Because of the scope of
ERISA's party in interest definition, it is virtudly impossible for plansto know with cartainty whether
they are engaging in transactions with partiesin interest. (For example, how can aplan possibly be
avare of dl the filiates of adiversfied finandd services company such as MassMutud Fnendd
Group?)

When one combines the broad categories of transactions that are prohibited, dong with the
broad definition of who isaparty ininteres, it is possble to see how unworkable the basic framework
of section 406(q) is. Section 406(a) does not haveitsrootsin trugt law. Indeed, the party in interest
rules were based on the Treasury Department's private foundation regulaions, but in an effort to
prohibit completely certain categories of transactions irrespective of whether any particular transaction
isabusve the ERISA definition has amuch broader reech. To highlight how extremetheserules are, in
the absence of an exemption, a plan flatly cannot purchase securities from aparty ininteret or, if the
plan holdsred estate investments;, the plan cannot leese office spaceto aparty ininterest!  The
prohibitions apply even if the sarvice provider does not serve as afidudary and in no way influencesthe
plan's decison to engage in the transaction.

Hereis another example of abenign transaction that is prohibited by section 406(8). ERISA

plansinvest in insurance company pooled separate accounts that investsin red edate. 1t would bea

! Such transactions would be prohibited sales or leases of property between aplan and a party in
interest under section 406(a)(1)(A).
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prohibited transaction for employees of the insurance company to day a ahotd in which the ssparate
account hasinvested? A violation ooccurs even if the employees had no idea the hotd was owned by
the separate account and recaived no pedid rate covering their hotd Say.

Obvioudy, it ssemsridiculous that such transactions would be prohibited, but such Stuations
violate ERISA unlessthe Department of Labor blessesthe transaction. The Department of Labor
("DOL") hasissued severd dass exemptions that provide rdief for common transactions between plans
and patiesin interest in cartain drcumdances if the conditions of the exemptions are Atidfied. (See
PTE 84-14 (QPAM); PTE 96-23 (INHAM); PTE 84-24 (covering sale of insurance contracts); and
PTE 90-1 (covering insurance company separate account transactions)).

Section 406(b). In addition to the party-in-interest transactions described in section 406(a),
section 406(b) of ERISA indudes generd prohibitions againg afidudary's engaging in transactions
involving sdif-dedling or other conflicts of interest. In particular, section 406(b)(1) prohibitsafiducary
from dedling with the assets of the planin hisown interest or for his own account.  Section 406(b) of
the gatute could accommodeate an interpretation that a sdf dedling violation occurs only wherethe
fidudary's actions adversdly effect theinterest of the plan and its participants. DOL, however, has
adopted a"per se" view of thisprohibition. That is, under its regulaions, afidudary may be guilty of

sdf-deding if it actsin atransaction in which it has an interest, regardless of whether the fidudary's acts

2 Thiswould be a prohibited furnishing of goods, services, or facilities (the hotel) by a plan (those
investing in the separate account) and a party-in-interest (employees of the insurer, which isafiduciary
investment manager of the separate account) under section 406(a)(1)(C). DOL class exemption PTE
90-1 providesrelief for thistransaction if its conditions are satisfied.
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are nonethdess beneficid to the plan or its participants. DOL's expangve reeding of section 406(b) is
not required by ERISA's statutory language nor justified by experience®

Excisetax penalties. Importantly, transactionsin violation of section 406 could giveriseto
an annua 15 percent excise tax pendty under section 4975 of the Code (or a5 percent civil pendty
under section 502(1) of ERISA where transactionsinvolve hedth and wefare plans). This pendty is
assesd annudly, thet is, the pendlty is assessed for eech year in which the transaction goes
uncorrected. Moreover, for cartain types of transactions (e.g., loans), the transaction is deemed to
recur as anew and separde transaction every year the transaction goes uncorrected. Thus, for certain
transaction the pendty "pyramids’ over time*

Statutory prohibited transaction exemptions. When ERISA was enacted, Congress
recognized thet cartain transactions may be in the interest of plans even if they would otherwise run
afoul of the prohibited transaction rules. Section 408(b) of ERISA indudes anumber of "satutory
exemptions' for these transactions. Mogt notably, section 408(b)(2) provides rdief for the provison of
sarvices between aplan and aparty ininterest. Some of the other atutory exemptions are directed a
investment products, such as section 408(b)(8), which provides an exemption for invesmentsin
insurance company pooled separate accounts and bank collective truds

There are two mgor problems with the Satutory exemptions. Fird, the exemptions have not

been updated Snce ERISA's enactment and, therefore, reflect exemptions for products and services

3 See e.q., Donovan v. Bierworth, 680 F.2d 270 (2d Cir.), cert denied 459 U.S. 1069 (1982)
an incidental benefit to afiduciary does not violate ERISA section 406(b)(1).

4 For example, if the transaction were a $100 loan, the first year excise tax would be $15. If |eft
uncorrected, a second $15 penalty would be assessed on the transaction in year two, but a second
transaction aso would be deemed to occur in year two. Thus, the second year excise tax would be
$30. Thethird year excise tax would be $45, the fourth year excise tax would be $60, €etc.
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that were offered principdly to defined bendfit plansin 1974. Second, DOL has narrowly interpreted
the datutory exemptions S0 thet their gpplication is quite limited. For example, DOL regulations
condrue the sarvice provider exemption under section 408(b)(2) to only cover the party-in-interest
restrictions of section 406(a) and not the prohibitions of section 406(b), notwithstanding the fact thet the
language of the datute provides rdief for dl of section 406> Smilarly, it took the DOL more then 20
yearsto issue guidance indicating that the Statutory insurance company separate account/collective trust
exemption (section 408(b)(8) described above) may provide rdief from section 406(b) violations.
Adminigrative exemptions. The drafters of ERISA recognized that Stuations may arisethat
would prove benfidd to plans and participants but that would otherwise be prohibited by the Satute
S0 they provided amechaniam for amore effident adminidration of the prohibited transaction rules.
That is section 408(a) permits DOL to issue individud and dass exemptions from the restrictions of
both saction 406(a) and section 406(b) for prohibited transactions that are not exempted in the Satute.
For many years, DOL issued anumber of useful and timely exemptionsfor finencid products
and services® But, finencid products are developing a an incredibly rapid pace and the gpplication of
these exemptions to new products and sarvicesis not dways dear. Moreover, itisanealy an
impossible task for the amdl agency within DOL charged with these mettersto Say doreest of the rapid
changesin finendd products and issue exemptionsin atimdy manner. In addition, DOL gpparently

bdieves that the Satutory Sandards for granting an exemption require them to step into the fidudary's

s Under thisframework, the provison of fiduciary services by an unaffiliated person is not

exempt under section 408(b)(2) if the fiduciary can in any way influence the amount or timing of the fees
paid to it by aplan even if aseparate independent fiduciary has gpproved the fee agreement on the
plan’'sbehdf. This dgnificantly limits the exemption in circumstances where afidudiary is hired to
provide investment advisory or investment management services (e.g., performance fees).

6 Seee.q., PTE 84-24; PTE 86-128 (covers securities transactions effected by afiduciary on
an agency bass); PTE 90-1.
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shoes and determine whether aparticular transaction is prudent. This sdf-determined interpretation has
impasad a chilling effect on the entire process. Increaaingly, individua exemptions teke oneto two
yearsto obtain and complex transactions can take many years. Significant dass exemptions are even
more difficult to obtain and can languish even longe.

Thesetime frames miake the adminidrative exemption process of limited utility in the fast-paced
world of new invesment products By thetime an exemption is obtained, the market may well have
moved beyond the transaction in question. This has led to astuaion where finendd inditutions incur
sgnificant codsin trying to structure products that comply with a patchwork of older DOL dass
exemptions or otherwise saek to avoid technicd violaions of prohibited transactions even though an
dterndtive dructure dearly would be more cogt-effective. In some cases, inditutions may not offer
cartain sarvices and investment productsin the ERISA market because the prohibited transaction rules
are 30 unworkable and the DOL administered exemptions process is o cumbersome. Clearly, the
current scheme imposes unnecessary direct and indirect cogts on plans and participants, and sgnificant
opportunity cogs on the investment market asawhole

Tother credit, DOL has made an effort to expedite the review of individua exemptions. For
example, in 1996 DOL issued adass exemption (PTE 96-62) designed to provide expedited rdlief for
transactions thet are subgtantidly smilar to transactions thet are the subject of two prior individua
exemptionsissued within thelast 5 years. PTE 96-62 hasimproved the exemption process for routing
transactions. In our experience, however, this dass exemption has not meaningfully improved the
exemptions process for complex transactions because of DOL's dhility to limit its gpplication on acase-
by-case bagis. In paticular, PTE 96-62, commonly known asthe “cookie cutter” exemption, isonly

avalablewhere atransaction is"dikein dl materid respects as determined by the Department, inits
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solediscretion.” Needlessto say, the cookie cutter processis not available, asapracticad metter, for
complicated invesment products and services.

An even more Sgnificant problem with the exemptions processis that DOL increesingly
regulates the design and economic terms of products, rather than rdying on disdosure to, and consant
by, aplan'sfidudary who musgt ensure thet the product is gopropriate for the plan.

Invesment advice products provide agood example. With the shift to defined contribution
plans, the expanded number of investment options and the shift of responghility for invesment decisons
to participants, invesment education and advice is becoming increesngly important. Thisisacriticd
savice that participants want to receive and employerswant to offer. And a sarvice which everyone
agrees would enhance retirement security. Under investment advice programs, the advisor may bean
ERISA fidudary by reason of providing spedific invesment recommendations. The advisor typicaly
charges an invesment advisory fee (e.g., 1% of assets) that will be paid from the plan'sassts. In
addition, the advisor may recaive additiond feesthat vary depending on which invesment optionsare
sdected by paticipants” The differencesin fees recaived by the advisor based on participent
investment decisons may cregte potentia conflicts of interest for the advisor under section 406(b) of
ERISA that require an exemption. For example, an advisor may be adleto benefit itsdf if it gearsplan
particpantsinto higher cogt fundsin order to maximizeitsfees (Of course, such behavior dso would
violate the advisor'sfiduciary duty to act soldly in theinterest of the plan participant when giving specific

invesment advice)

7 For example, if the participant seects amutud fund thet is effiliated with the advisor, the
advisory or an afiliate will receive an investment advisory fee from the mutua fund for its servicesin
managing the mutud fund. If the participant selects an unaffiliated mutua fund, the advisor may receive
afee from the unaffiliated mutud fee for distribution or shareholder services provided to the fund.
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In 1997, DOL issued an individud exemption to Wells Fargo that coversthe provison of
advisory sarvicesin connection with afiliated and uneffiliated funds. (PTE 97-12, 62 Fed. Reg. 7275
(Feb. 19, 1997)). In addition to sgnificant disclosure obligations, the DOL requires the offset of
virtudly every fee pad from mutua funds againg Wels Fargo's investment advisory fee. Asareault of
the offset, the Wdlls Fargo advisor faces no financid conflict of interest. However, the economics of
the program are dgnificantly affected. The "offset” arrangement imposed under the Wdlls Fargo
exemption isImilar to anumber of prior exemptions for advisory programsthat offered only ffiliated
mutudl funds. (PTE 96-59, 61 Fed. Reg. 40000 (July 31, 1996) (Paine Webber); PTE 94-59, 59
Fed. Reg. 32024 (June 21, 1994) (Smith Barney)).

Later in 1977, DOL issued an exemption issued to TCW Group for agmilar advisory sarvice
After protracted negatiations, TCW convinced the DOL to diminate the offset requirement from its
exemption. However, inits place, the exemption requires that persons independent of TCW design
and manage the assat adlocation and advisory sarvices offered under the program. PTE 97-60, 62 Fed.
Reg. 59744 (Nov. 4, 1997). Although the TCW exemption does not reguire fee offsets, the exemption
effectivdy requires thet the advisory firm use an independent party to provide the key advisory sarvices
afeature which is undersandably viewed as undesirable by other finendd inditutions

The WdlsFargo and TCW exemptions are indructive of DOL's gpproach to the exemption
process. After examining the find exemptions, one might wonder whether any exemption is necessary
for thesarvicesa dl. Inthe Wdls Fargo exemption, the service was effectively restructured to
diminate the fee conflicts that creeted the potentid conflicts of interest requiring the exemption. Inthe
TCW example, theindtitution ended up hiring an independent party who was free from fee corflictsto

provide the fidudary investment advice
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In addition to DOL'swork on advisory exemptions, DOL's podition on insurance company
generd account exemptionsisadso indructive. The insurance indudtry has worked dosdy with DOL on
seeking exemptive and other regulatory reief assodiated with the fal out from the Supreme Court's
1993 decisonin John Hancock Mut. Ins. Co. v. Harris Trust Sav. Bank. Inthat decison, the
Supreme Court narrowly congtrued the definition of a" guaranteed benefit policy” under section
401(b)(2) of ERISA. The Court's decison left open the possibility that an insurance company's generd
operating account could be deemed to hold plan assets with respect to ERISA plansthat hold
insurance contracts. If section 406(a) and section 406(b) were gpplied to an insurer's generd operaing
acocount, which under gate insurance law must be managed to support dl policyholders - not just
ERISA plan palicyholders - amyriad of potentiad prohibited transactions could occur.

Within two years of the Court's decison, DOL issued broad exemptive rdief for party-in-
interest violations under section 406(a) (PTE 95-60). However, DOL declined to provide rdief from
section 406(b) for theinternd operations of an insurer's generd account and for insurance company
transactionswith afiliates DOL would not provide rdief notwithstanding the exhaudtive regulation thet
insurance operaions are ubject to under date insurance law (e.g., finandd solvency, invesments,
annud reporting, periodic audits, avil and crimind pendties).

[11.  Prioritiesand Optionsfor Reform

ACLI bdievesthat reform of ERISA's prohibited transaction rules should be the Committegs
top priority. Theserulesinvalve red and sgnificant compliance cogts, which are ultimatdy borne by
plan participants and benefidaries, without making sgnificant improvements to benefit security beyond
the protections dready provided by ERISA'sfidudary rules Moreover, the rules can have the effect of

limiting the choices of investment products and services offered to plan gponsors and participants



-16-
Equdly important to dl Americanswho aretrying to save for thar retirement, may be the opportunity
costs asodiated with less ffident invesment markets.

ACLI recommendsthat Congress direct DOL to take into account competing regulaory
frameworks— such as date insurance laws and federd securities lavs —when gpplying the prohibited
transaction rules. An important contrast can be drawvn by comparing ERISA's legd framework with
federa securities laws, which adopt a different goproach to regulating conflicts of interest.® For
example, like ERISA, the Investment Advisars Act imposes fidudiary sandards on personswho
provide advice or exercise investment discretion with repect to dient accounts. However, with
repect to mutud fund transactions, the SEC has indicated thet an advisar may receive both an
invesment management fee from adient and different fees from the mutud funds, provided thefeesare
disclosed to the dient.® The SEC rulings contrast sharply with the goproach DOL hestakenin the
exemptions process!® These same principles gpply to other securities transactions under the Adviser

Act! Wethink the sacurities laws, which gpply to many products sold by insurance companies and

8 Federa securities laws comprehensively regulate the conduct of brokerage firms and
investment advisers with respect to client assets, whether or not those assets are dso subject to
ERISA. See, eq., Securities Act of 1933, 15 U.S.C. 88 774, et seq.; Securities Exchange Act

of 1934, 15 U.S.C. 88 7843, €t seq.; Investment Company Act of 1940 Act, 15 U.S.C. 88 80a

1, et seq.; Investment Advisers Act of 1940, 15 U.S.C. 88 80b-1, et seq.

o See Advisars Act Release No. 1243 (July 23, 1990) (adviser permitted to received investment
advisory fee from mutual fund); Advisers Act Release No. 1581 (Sept. 26, 1996) (adviser is permitted
to receive commissions, 12b-1 fees, services fees from mutud funds if disclosure is made).

10 Similar to its actions in issuing exemptions, DOL has issued advisory opinions indicating thet a
fiduciary's receipt of fees from amutua fund will violate section 406(b)(1). DOL Adv. Op. 97-15
(May 22, 1997).

n For example, with respect to principa transactions, section 206(3) of the Advisers Act dlows
advisersto act asaprincipa in atransaction if they disclose "to such dlient in writing before the
completion of such transaction the capacity in which heis acting and obtaining the consent of the client
to such transaction." 15 U.S.C. § 80b-6(3).
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thar dfiliates (e.g., mutud funds and registered separate accounts), could prove indructive asthe
Committee continues its oversght process

Soecific recommendations: ACLI bdievesthat DOL hasinitiated processinnovetions thet
have eased the burden of compliance for the modt routine transactions. We dso bdieve that DOL can
go much further to improve its exemption process under the current Satutory dructure. At the same
time, we do acknowledge that DOL is condrained in what it can do by the inflexible mandates of
current law and that Sgnificant improvementsin the exemption process will require changesto the
daute. Tothat end, ACLI hasidentified two broad gpproaches to reforming ERISA's prohibited
transaction rules, both of which are outlined bdow. Thefirgt goproach invalves afundamenta and
gructura change to section 406(a) and section 406(b).  The sscond gpproach involves sgnificant - but
more incrementa - changes to section 406, the party in interest definitionsin section 3(14), the exase
tax pendties, and the adminigtrative exemptions process

1. Fundamental reform of ERISA's prohibited transaction rules.

One dternative would be to amend section 406 so that transactions would not be prohibited
under ather section 406(a) or section 406(b) if:

(1) the transaction, induding any compensation paid, is carried out on am's{ength terms,

(2) thetransaction involves a service or product thet is necessary and gppropriate to the

operation of the plan; and

(3) where gppropriate, the materid terms and fees assodiated with the transaction are dlearly

disdlosad in advance to aplan fidudiary or plan participants
Under this ructure, transactions thet would otherwise violate section 406 would be permitted to

proceed where they are nonabusive and in the interest of plans.
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Thislegd framework would creste amore flexible sat of prohibited transaction rules thet would
be respongve to changesin the retirement plan marketplace and investment products. Moreover, such
achange would not undermine the protections that ERISA provides for plans and paticipants. In this
regard, asstiswould il haveto be hed in trugt and fidudiaries would have to act prudently and soldy
intheinterest of participants. Fdudiaries who breach these duties would be subject to the panoply of
avil remedies under section 502, induding persond lighility for compensatory damages payable to the
plan under section 409, and crimind sanctions under Title 18 of the United States Code.

2. Incremental approach to reforming ERISA's prohibited transaction rules. A sscond
goproach would be to pursue anumber of changesto ERISA's prohibited transaction rules that would
eae the adminidration of the rules without fundamentaly changing section 406. While not as svegping
asthefirg gpproach discussed above, each of items discussed beow would be asgnificant
improvement as compared to current law.  Adding new datutory exemptions follows ERISA's origind
modd of exempting cartain transactions thet Congressfindsto bein the interest of plansand
paticipants. However, over the long term, this gpproach would be less flexible, and will not be
respongve to market innovations as would an gpproach that fundamentdly dters section 406.

. Add a seriesof new satutory exemptionsto section 408(b) of ERISA.

Congress could update ERISA's Satutory exemptions to take into account changesin
the retirement plan marketplace. The most important new exemption would cover
investment education and advisory products. Such an exemption should be broad --
covering mutud funds; individua securities, and insurance and bank products. The
exemption should rdy on disdlosure and consant, but it should not regulate the services

or fees assodated with investment education and advice products.
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Narrow the definition of a party in interest. Under current law, it isvery difficult
for plansto determineif they are entering into atransaction with aparty ininterest. This
problem will worsen with the expected consolidation in the finendid sarvicesindudry.
In our view, patiesin-interes should be afunctiond definition, in other words it
should be limited just to personswho can act on behdf of aplan inamanner thet is
adverseto the interest of the participants. For example, the definition of aparty in
interest should be modified to exdude sarvice providers and their effiliates because they
do not have the authority to act on behdf of the plan. Under this gpproach, partiesin
interest would be limited to employers, unions, and cartain fidudaries In addition, the
definition of an efiliate of aparty ininterest could be narrowed to exdude cartain
remote efiliates (e.g., 10% owners). (Thisagpproach is much morein kegping with
the Private Foundation Rules upon which the party-ininterest definition was based.)
Such achange would nat cut back on any protections that section 406(a) might
provide, but it would smplify the adminidration of the party in interest restrictions
orestly.
Revise gatutory sandardsfor individual and class exemptions. Asnoted
above, the process for obtaining an exemption is too time consuming and DOL imposes
conditions thet affect the design of products and fee arangements. One goproach to
address this problem would be to revise the Satutory sandards that goply to issuing an
exemption under section 408(a). An gppropriate Sandard would require DOL to find
thet (1) the exemption isadminidratively feesble, and (2) protective of the rights of

paticipants and bendficiaries DOL should not have to condude that atransaction “in
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theinteres” of plansasit mugt under current law. 1t isthe plan fidudary'sjob under
section 404 to determine thet atransaction is prudent and in the interest of the plan and
its paticipants. Other procedurd requirements, uch astheimpaostion of cartain time
frames, might dso be conddered.
Create a sdf-correction program for purposes of prohibited transaction excise
tax penalties. Patiesthat inadvertently violate section 406(a) should be permitted to
correct the violaion without having to pay excdse taxesif they correct the vidlaion
within acertain period of time after discovery. DOL has been conddering a sdf-
correction program for fiduciary violaions and the IRS has many programsthet dlow
plan sponsors to correct tax code violations. 1t would meke sense to goply the same
sort of gpproach to partiesthat discover an inadvertent prohibited transaction and
correct it. As has been the case with the IRS programs, such aprogram may actudly
encourage plan sponsors and patiesin interest to audit their plans for compliance.
One obgtade to a sdf-correction program is ERISA section 502(1) which mandates a
20% avil pendty pursuant to any settlement agreement with DOL. The 20% aivil
pendty should be discretionary, not mandatory. We bdieve that DOL would support
this change
Eliminate Federal Register noticerequirement. Under current law, DOL is
required to publish proposed and find prohibited transaction exemptionsin the
Federal Register, thus extending the time period required to obtain gpprova. A
better gpproach would be to require smply thet the goplicant natify interested parties of

the exemption and that DOL post the find exemption on itswebste.
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. Clarify temporary, interim, and emer gency exemption authority. We undersand
that DOL currently takes the pogition thet it can issue exemptions only upon request
and thefiling of aformd gpplication. DOL should be given the explicit authority to
isue temporary, interim, and emergency exemptions onitsown initigtive
Our tesimony has focusad on the need for reforming ERISA's prohibited transaction rules.
However, there are many other areas within Title | of ERISA thet are dso worthy of review. For
example, ERISA's co-fidudary rules (section 405) have been interpreted expansvey by the courts.
These rules should be revised to reinforce the besic prindiple that afidudary isliable only for the acts
thet are within the scope of hisfidudary responghilities (e.g., the plan'sdaims adminidrator isnot lidble
for the acts of the plan'sinvesment manage).

In addition, section 403 and section 404 of ERISA permit the use of plan assatsto pay
the reasonable expenses of the plan. Recent DOL guidance has cregted Sgnificant uncertainty asto
what plan expenses may be paid from plan assets in the event that the services provided to the plan
might dso benefit the plan sponsor. In fact, we undersand that DOL. has pursued enforcement actions
agang plan ponsors who charged the expense of nondiscrimination teing to the plan. In our view,
such expenses are gopropriate plan expenses and are not for the benefit of the plan ponsor. Section
403 and 404 should be darified to ensure that a plan may properly pay expenses of the plan even
where an incidental benefit may be conferred on the plan sponsor.

Ancther areaworthy of exploration is how to encourage plan participants to dect
forms of benefit distribution thet provide income they cannot outlive. ERISA should be amended to
encourage the accessihility of guaranteed lifetime income digtribution options by meking it less

adminigraively burdensome for plan sponsorsto offer them.
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In sum, this Committee is to be commended for tackling this difficult, dthough
enormoudy important, problem. ACLI isanxiousto work with you to cregte aregulaory sructure thet
maximizes the potentid of our retirement system and our finendd markets. In thisway, we can truly
hdp dl Americans prepare for retiring in the 213 century knowing that their benefitswill be secure and
thet they will have had an opportunity to teke advantage of our invesment markets to the maximum
extent possble S0 that they can accumulate sufficient assets for acomfortable retirement.

FHndly, let me note that thisis an ongoing project for the ACLI. We would gppreciate
the opportunity to continue to work with the Committee and supplement the record as we develop

further thoughts



