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Chairman Miller, Ranking Member McKeon and distinguished embers of the
Comnittee, my nane is Jon C. Chambersi@l am a principal in the San Francisco,
California investment consulting firm of Schultz Collins Lawson Chambers, Inc. Snce
1995, our firm has provided a broad range géstment consulting services to defined
contribution plan sponsors. My client bas@rimarily comprised of 401(k) plans. |

consult to plans sponsored by approximately 30 enployers on a recurring basis, and also
serve other clients on a one-émproject bas. My clients include a mture of publicly
traded and privately held companies, as well asnot-for-profit organizationand
governmental entities. Prior to joining Schultz Collins Lawson Chambers, Inc., | spent

ten years as aretirement planconsultantvith theaccouning firm Coopers & Lybrand.

As an investment consultant to defined contribution plans fbcus a significant portion of
my practiceon helpingplansponsorsandothe fiduciariesto quantifyandunderstandhe
feesincurred in relation to their plans. For our recurringclients,we typically review fee
structures at least once ayear. Additionally, we are regularlengagedo managea more
formal Requesftor ProposalRFP)processntendedto helpplanfiduciaries select a new
plan provider, or to validatie retention of an existing provider. We generally manage
between twand six RFP projects eaghar, adthough with the recent heightened
attentionon 401(k)fees,we havebeenseeng an increased deamd for our RFP services.
Since we examine 401(k) fees for abroad cross-section of plans, we are well positioned
to see a ariety of fee arrangesmts.

| am actively involved in the retirement plancorsulting community.]l amamember of

the Profit Sharing/401(k) Cauncil of America (PSCA), the Anerican Society of Pension
Professionals & Actuaries (ASPPA) and ember and past president of the San
FranciscaChapterof the WesternPension& Benefits Conference (WP&BC). However,
it@ important to note that my testimony today is my own, and is not intended to reflect
the views of any of these organizations. Othempastyear,|Ovespokenon 401 (k) feesat
conferences sponsored byP&BC and ASPFA. During this period, | have ehwith
officials from the SecuritiesandExchaage Comrnission (SEC), the Goverrant



Accountability Office (GAO) and the Deparént of LaborOs Eptoyee Benefit Security
Administration(EBSA) to discusgheissueof improving disclosure of 401(k) fees.

| very much appreciatehe opportunityto present ny views on 401(k) fee disclosure to
this Comnittee. The issues being dissed are challenging and technical, yet a
reasonably successful resolution of thelgemwould go a long way towards proving
the retirement security of millions of Americans. | commend Chairman Miller and this
Committee for tackling such an important topic.

Background on the 401(k) Fee Issue

401(k)feeshavebeena predoninantdiscussbn topic in theretirerrent plan consulting
communityoverthepastfive years.Thereareseverareasonsvhy 401(k) fees have
recently become acritical issue:

I The 2000-2002 stock market plunge reded 401(k) plan participants that
investrrent returns could be negativend that fund expenses cpaund losses.
While participantsarguablyshouldhavebeen equally sensitive to fund expenses
during the bull narket of the late 1990participantsseeingossesdn their 401(k)
accounts focus greater attention on fees.

With many companies freezing or terminating their defined benefit plans, 401(k)
plans are transitioning from being a supplemental savings vehicle to the primary
retirement plan for many Americans.

Outreach bythe Departrant of Labor has encoaged both kan sponsors and
participantgo paygreate attention to 401(k) fees.

Numerous stories in the popular media, includingsuchdiversevenuesasPBSO
Frontline, the Los Angeles Timeand Money magazinehavehighlighted401(k)
fee issues, h particular attention fcused on egregious examples of excessive
fees.

Litigation (seeking class action status) has been filed against many of the largest
companiesin America, claiming that 401(k) feeswereexcessivandnot properly
disclosed.

Congressional activities, including hearingsheld by this Committee, havefocused
national attention on the 401(k)feeissue.

Following up on resultsfrom hearingsand anindependenstudyalsopublishedn
1997, as well as on recommendationslishledin 2004by the ERISA Advisory
CouncilOs \atking Group on Plan Fees and Reporting on Form 5500, the
Departnent of Laborhasannounced seriesof regulatoryinitiativesto improve
disclosure of 401(k) fees.

Despiteall this attention theway thatmost 401(k) service providers charge for fees
hasnOt changediolm ove the past decade. As this Coiitiee heard in March, ane than
90%of 401(k)feesareinvestrent based Generally,investnent basedeesarepaid by

plan participants, and are not typically dischh$e participants, at least not, irymiew,

in a clear and obvious mannerhifé speakerst the March 6 hearings disagreed about



whether the aggregate level of 401(k) fees was excessithere was general consensus
that at least some fee arrangements are excessive, and thatare rigorous and
comprehensive disclosure standards are necessary. The debatas notaboutwhethemore
disclosurds desirableputrather, it is aboutwhattype of disclosure should beate, to
whom in what form and who should bear thest@f that disclosure. Much of the debate
centersaroundwhethemewdisclosureequirementsshouldbeimposedby statuteor by
regulation.

Statutory Changes are Necessary to Resolve the 401(k) Fee
Disclosure Problem

| personallybelievethatwe needa materialchangen the statubry framework governing
how 401(k) plans must disclose fees. To understand why thisis sorequiresa brief review
of thelegislativehistory of ERISA, andthe development of the modern 401(k) plan.
ERISAN the Employee Retirement Income Security Act of 1974Nwas enacted when
defined benefit plans were the nation@dqoninant retirement plan. The tax code
changes peritiing 401(k) plans were not enacted until 19a8¢ 401(k)sverenOt
broadly adopted and did not enter thamatream vernacular until the 1980s. ERISA
could not have contemplated disclosure rules for 401(k)s because 401(k)s did not exist
when ERISA was enacted.

One question that can be asked is if ERIS& general standardsrfretirement plans,

why should the rules that apgly 401(k)s be any differenherewerecertainlydefined
contributionplansoperatingn the 1970s Why canOt the general ERISA disclosure rules
be sufficientfor 401(k)s?The answerto this question turns on the unique enviramhin
which the modern 401(k) operatdaday,most401(k)plansare:

I Participant directed (which @ans thaparticipantschooseheir own investment
approachrom a menu of fundsselecteddirectly or indirectly, by their employer);

I Invested(eitherdirectly or indirectly) in mutual funds;

I Valued daily, with daily trading; and

I Administered by financial services fisn

While the typical 401(k) plan@ daily valued,participantdirectedstructureprovides
significant investment flexibility for participants, it aso introduces numerous
administrative costs. Participantaust beeducatedboutthefundson the menu, andhow
to make rational asset allocation deoiss.Call centersandWebsitesmustbe

established and maintained to provide participants with infonation about their accounts,
andto pernit participantgo initiate daly trades Accountsmustbe balancedand
reconciled daily. And of course, since 401fkans operate throughyrall deduction, the
process of converting salary deferrals ifutod purchasesn eachandevery paydate
makes 401(k) administration transactionally intensive.



Cost Sharing Arrangements and Employer Conflicts of Interest

Fees for 401(k) plans are generally sharadéen participants and the player, with
the participantgayinginvestnent costs,and the emloyer paying for the costs of plan
administration,to the extentthatrevenuesharing paynents fomthe planOs invesgnts
arenotavailableto offsetadministrative costs. Various swysindicatethat,on average,
more than 90% of 401(k) fees are investbrelated.

As | mentioned earlier, we amage the RP process for amy 401(k) plans. In our
experience, when amid-sized or larger plan (typically, at least $10 million in total plan
assets), with average partiaift account balances at least $50,000, sends out an RFP,
the most typically quoted price for administrative and compliance services necessary to
runtheplanis Ozero.Of coursethetrue costof providingtheseservicess notzero.
Investment expenses may have been increased to generate additional revenues, which are
thenusedto coverthe cost of the administrative services. But an unsophisticated
employer conducting an RFP for 401(k) servicesthatseesa zerofee quotefor the
administrative component from the majority of the respondents very quickly concludes
that zero is the right price for these seesidlost employers don®worry too much about
why the explicit fee is zero. They donOt mestat their employees must be implicitly
paying for plan administration through higher than necessary investment fees. They don®
knowto askwhethertheincreasednvestnent fees are more costly to participants than
would be the case if the investment and administrative services were engaged separately.
They usually choose one of the zergtdee providers,andmoveforward.

Unlike the modern employer offering a 401(Kk) as its primary retirement plan, defined
benefitplansponsorsiavealwayshada vested interest in minimizing investment
expenses incurred by their plans. Sincefidd benefitplanOfundingrequirenentsare
at least partially determined by the plan@® net investment returns, cuttinginvestment
expenses has the direct effect of reducimgired contributions fronthe plan sponsor.
When ERISA was drafted, gafoyers were prsuned to have the sasbjective as
employeesNt o minimize investment fees, to the extent practical. But under adern
401(k) plan, an eployer has an understandabieentive to select funds with investn
feesthatarehigh enoughthatthe employerincursno adninistrative costs. Worse yet for
the plan participants, under existing ERISA rules, there is no requirement that they
receiveanydisclosue aboutfeesthatmay beappliedto theiraccountAnd finally, unless
the employer is savvy enough to press the proposing vendor abotge transfers and
revenue sharing arrangents, there is no cusnt requirement for fee disclosure from the
plan provider to the eptoyer. A federal disict court ruling disnssing all clains in one
of the recetly filed 401(k) excessive fee lawissihighlighted this point. In support of his
decision to disnss the case, Judge John C. Shabaz notes:

Areview of the report [the ERISA Advisory Cousel Report of the Working
Groupon PlanFeesandReportingon Form5500] confirms that the revenue
sharingissueraisedby plaintiffsCcomplaint is a matter of policy concernwithin
the Departrent of Labor. It also unequigally confirmsthat presentregulations




do not require disclosuref the information. See particularly the reportOs
Recommendations foreulatory Change ap. 8. Whetherasa policy matter,
additional reporting of revenue sharingrangements should be required, it is not
presentlyrequiredandfailure to includesuchinformationdoesnotviolate

existing ERISA standards for disclosupecordingly, deferahtsCfailure to so
disclose is not a violation of the presstatuteof [sic] regulationsand doesnot
state a claimfor breach of the duty of disclosuréemphasis added)

Heckerv. Deere& Co.,No. 06-C-719-S (W.D.Wis. June 21, 2007)

In my experience, employers arenOtctively pushing for a transfer of plan costs from
employer to employee, they are Smply reacting rationally to how the financial services
industry presents plan fees today. Mosptayers with whom we work seek to pay a fair
fee for plan services, without causing themmployeesto payexcessivdees.But when
employers are presented with a range of proposals for 4B} &ervicesall of which
providefor zeroexplicit fees,they presume that zero fees are standard practice for the
industry,without understandingheimpactof implicit, fund based fees on their
enployees. One of the key benefits of H.R. 3i8thatenployerswould beableto make
informed decisionsabouthow planadministrative costswould be sharedbetweerplan
participants and the employer. Employers that chooseto passthroughall plancoststo
participants would still be permitted to do so, either through implicit revenue sharing
paynents, or through explicit allocation ofaedollar costs(provided,of coursethat
such plan costs could properly tigargedo the planunderERISA).

Under current law, employers face potential liability if they do not satisfy their fiduciary
duty to ensure that 401(k) plan fees arearable. This potential liability has recently
been made manifest in very readl litigation. However,in many casesenployerslack the
information necessary to prudently evalutge structures. Furtheore, financial firms
regularlypricetheir 401(k)servicesn amannerthatcauseemployerdo focuslesson
feespaidby participantsandmore on fees paid (or avoided) by thepayer. Larger
employers have the financia resources and perspective necessary to engageconsulting
firms such as ours to help them make reasonable and prudent fiduciary decisions. While |
believethatenployersshouldcontinueto play afiduciary oversightrole with respecto
their retirement programs, | alselieve thatwe needa statutorysolutionthatrequires
that financial firms provide employers with sufficient disclosures and other information
sothattheemployersareableto make aninformeddecisionbeforeselectinga 401 (k)
provider.l alsobelievethatparticipantdisclosureshouldbe enhancedsuchthat
participantsetterundersand the true cost of investitigrougha 401(k) plan. With better
informed employers, and better informed 401(k) participants, over time, competitive
market pressuresvill reducethe costof 401(k) investing, thereby improving retirement
security for all Americans.

Stories From the Trenches: Real World Examples of How Fiduciaries
Currently Evaluate 401(k) Fees and Revenue Sharing Arrangements

|Odike to sharea few exanplesaboutrevenue sharing, and how it cée usedpositively
or negatively, and how even the largesployersfrequentlymisunderstand.



Large Plan Uses Information About Revenue Sharing to Reduce Participant Costs

Recently we were enged by a larg@ 401(k) plarsponsor to help with investment issues
relatingto a fund mapping. This particular plan sponsor did hevork with aninvestrent
consultant on a regular basis. Fiduciary stuent reviewsfor this planwereconducted
by the financial firmserving as the planeerdkeeperin conjuncton with the sponsorOs
own treasury staff. Since treasury staff atsmaged investment manager reviews for the
companyOsilefi ned benefit pension plan, they felt that they did noheedanindependent
review of their 401(k) plan. In fact,ithconmpany would not have engaged an
independent investent consultant had it ndeen for the need to do apping study.
The cormpanyOsontractwith thefinancialfirm serving as the plan recordkeeper provided
for no explicit fee paymentsNr ecordkeeping and compliance services were covered by
profit margins on the financial firm@ proprietaryfunds,aswell asrevenuesharing
paynents fom non-proprietary funds thatereofferedthroughtheplan.The plan
sponsopresunedthatthe planfeesmustbe reasonable, because the expense ratio on
eachfund offeredthroudh the plan,whenconsdered in isolation, seemed reasonable.

As a tangential eleemt of the mnapping project for which we were engaged, we were able
to demonstrate to this company that the total explicit and implicit revenuesharingusedto
support plan adimistration genetedmore revenuethanthe approximate Onarket rateO

for the recordkeeping and compliance functionsprovidedby thefinancial firm. Basedon
theinformationwe presentedihe companynegotiated share class transitions that saved
participants more than $1 million per year. We considered this a huge success. But the

main point that | want to emphasize to this Committee is that, in this particular fact
patternwe wereableto improvethe 401 (k) fee structurefor alarge group of plan
participants that already benefited from low cost investment options, and from relatively
sophisticated fiduciary oversight. Thisda employer ssmply did not understand revenue
sharingarrangerantswell enoughto negotiatefurther improvements without getting
information from an independent investment consultant. Better disclosure of 401(k) fees
could help many plans whose assets measure in the millions (or even in the hundreds of
thousands)andnotin thebillions, to negotiatenorefavorable arrangements for their
participants. Most of these aiiter plans snply cannotafford to engagendependent
consultantgo reviewtheir fee arrangements.

Smaller Plan Refuses Zero Fee Arrangement

| understandhatcertaincommentatorsrguethat the OunbundlingDfee arrangements
proposed under H.R. 3185 is unnecegsamdcould potentiallyleadto increasedcosts if
planserviceprovidersareforcedto calculat whatportionof anaggregatéee appliesto
specific service dements. These commentators arguethatany newrequirenent should
only requirethedisclosureof aggregatelanlevel fees.Additionally, some commentators
argue that bundled providegise not able to deteine how ©sts break down between
investment and administrative services, so they cannot provide this inforation.



Whenwe managean RFPfor acompanywe typically include proposals froboth
bundled and unbundled service providers. li@nmore, we ask both the bundled and
unbundled providers to separately propass fior administrative and investment
management services. This perits the fidugariesselectingthe vendors to make an
informed decision regarding the cost and quality of each service element. In our
experienceyirtually all bundledproviders are viling and ableto proposeservicesn this
manner, although soebundled providers wilbnly presenOunbundled@icing to larger
plans.

Our experience amaging an RFP process for a regioradkowith about $15 ntlion in
plan assets earlier this year may help illustrate why we believe that any new disclosure
requirenents should require unbundling of fe€n behalf of the bank, we requested
proposals from five different types of providers represamy threedifferentbusiness
models: large financial firms including two mutual fund companies and two insurance
conpanies,aswell asanunbundledarranggementled by anindependenthird party
administrator (TPA).

One of the insurance companies refused to provide unbundled pricing, sty claiming
thatits feeswould be zero.This proposal was rejectedttout furtherreview. The second
insurance company proposed a relatively tighd dollar fee under an unbundled pricing
structure, with the hard dollar fee adfdoyany revenue sharing pagnts received by the
insurer.Alternately,this insurancecompanysuggestedhatif the planOs currentomey
market positionwereinvestedn afixed rateaccount ranaged by the insurer, all explicit
fees would be waived.Hls insurance copany wasinvited to make a finals presentation
to the plan fiduciaries.

The two nutual fund company proposalsgsented primrily unbundled pricing, with
explicit feesthatweresonewhatlower thanthe secondnsurancecompanyOsnbundled
pricing, butwith arequirenentthatatleag sone of the fund companyOs own proprietary
funds be offered through the plameéfund company proposed lower hard dollar fees,
but offered more expensive funds. The ofla@d company proposecdigherharddollar
fees, but offered less expensive funds. TmelCompanywith thelower costfundswas
invited to the finals presentations.

The TPA was named as the third finalist. This proposal featured the lowest hard dollar
fees of any of the three finalists, and complete flexibility for investment choice. Without
knowing the identity of the other finalisthie TRA suggested that funds frothe low
cost fund company would be good investrinchoices.

In this casethe bankselecedthelow costfund company asits new401 (k) provider.
While the TPA presented the least experesandmost flexible proposalthe bankwas
concerned that the TPA® administrative capabilitiesdid not appeato be asdeepasthe
fund companyOs



Conclusions

401(k) fees have been identified as a potential problem for at least a decade. The
Departnent of Labor and the ERISA Adviso§ouncilhavefocusedon thistopic since
atleast1997.However,otherthaneducationhinitiatives, very litte realprogresas
beenmadetowardsrationalizing,or evenbetter understandingd01(k) fee structures. In
the past five years, 401(k) fee issues have become ewerpmonnent, and it appears
thatthe Departnent of Laboris now poisedto releasea seriesof regulations that will
improve 401(k) fee disclosure. Howeverrigas commentatorfave notedthatthe
DepartrentOproposedegulationsmnay beinsufficient to address any of the issues
facedby employergoday,suchaspropely comparing bundled and unbundled service
arrangements. In fact, it appears that the DepartmentOsgposd regulatios will require
less discloste frombundled arrangeents than will be required from unbundlied
arrangerents. Such an uneven disclostegimen could have the unintended and
unwarranted consequence of favoring one tyfpeervice provider over another, which
could lead to reduced competition and higher fees.

In its current fom, H.R. 3185 ray not be gerfect bill. The litay of required fee
disclosuresnay be excessiveanditOgossiblethat certain types dee disclosures could
be collapsed and streamlined to reduce costs of complying with the bill and to improve
the conprehensibility of the fee disclosure. The basic concepts behind H.R. 3185,
however, the concepts of increased disclostifees and costs #01(k)planfiduciaries
and401(k) planparticipantsare,in my opinion, quite soundandarebadly neededo
protect and improve the retirement security of American workers,

| would like to add that the current billOspmsed requireemt that401(k) plansinclude
sone form of balancedndexfund might egablish a dangeres precednt for stattory
endorsement of specific investment approaches. In my view, it is betterto let the
competitive and ever changing forces of the marketplace, with enhanced and effective
disclosure of 401(k) fees amuvestment costs, drive theaibe of investment vehicles
for 401(k) plans. As a practicalatter, if H.R. 3185 or a simtar bill is enacted, we are
likely to seeindexfundsfeaturedmore prominently in 401(k) plans simply because the
enhancedlisclosureregimen makedow costindex funds look relévely attractive,and
notbecaus the statuterequresthattheybe offered.



