INTERNATIONAL ACTUARIAL
ASSOCIATION COLLOQUIUM

OSLO, NORWAY
JUNE 9, 2015

PLAN FEES AND CHARGES: CURRENT
ISSUES IN THE U.S. AND MANAGING
TRANSPARENCY RISKS TO AVOID
HIDDEN FEE LITIGATION

Jeffrey D. Mamorsky (USA)
Chairman, Global Benefits & Compensation Group
Greenberg Traurig LLP

GreenbergTraurig 200 Park Avenue, New York, NY 10166 212.801.9336 mamors kyj@gtlaw.com



U.S. Transparency Requirements

TRANSPARENCY OF PLAN FEES AND EXPENSE
DISCLOSURE

* Department of Labor (“DOL”) Plan Expense Audit
Initiative

»  Failure to disclose retirement plan expenses to plan
participants (responsibility of employer plan sponsor);

» Personal liability of plan fiduciaries for failure to
monitor the reasonableness of plan expenses.

* DOL Regulations Requiring Disclosure of Service
Provider Direct and Indirect Compensation

* Hidden Fee Litigation
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U.S. Transparency Requirements

THE BASICS

o ERISA Fiduciary Duties

>  Section 404 — act prudently and solely in the
interests of plan’s participants and beneficiaries.

. For the exclusive purpose of providing benefits and
defraying reasonable expenses in administering
the plan.

. Must be applied when selecting and monitoring
service providers.

>  Section 406 — prohibits the furnishing of goods,
services, or facilities between a plan and a party-in-
interest.

- A service relationship between a plan and a service
provider would be a prohibited transaction.

e 159% Excise Tax on the Amount Involved.

- 100% Excise Tax if not corrected on timely basis.
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U.S. Transparency Requirements

ERISA Statutory Exemption

* Section 408(b)(2) exempts certain arrangements
between plans and service providers if:

» Contract or arrangement is reasonable;

» Services are necessary for the establishment or
operation of the plan; and

» No more than reasonable compensation is paid for
the services.

* DOL regulations provide guidance on what is meant
by “reasonable” contract or arrangement.
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U.S. Transparency Requirements

DOL REGULATIONS REQUIRING DISCLOSURE OF
SERVICE PROVIDER DIRECT AND INDIRECT
COMPENSATION

° Responsible Plan fiduciary must determine
“reasonableness” of service provider direct and indirect
compensation to qualify for Section 408(b)(2) exemption
from prohibited transaction excise taxes

° Prohibited Transaction Exemption depends upon Plan
fiduciary having “Reasonable Belief” that Service Providers
Disclosed Required Information.

° Discovery of Disclosure Failure requires fiduciary to notify
DOL and determine whether to terminate contract or
arrangement.

° Disclosure Failure Often Results in Discovery of “Revenue
Sharing” which can result in DOL or participant claim that
fiduciary failed to monitor in violation of ERISA Section 404
prudence requirement.
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U.S. Hidden Fee Litigation

MAJOR CLASS ACTION LAWSUITS

* Accusing employers and members of board and
senior officers of violating ERISA.

e “Allowing” employees to be overcharged by their
vendors for administration services and investment
management.

* U.S. Supreme Court in February 2008 unanimously
ruled that participants can “individually” sue plan
sponsor employers.
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U.S. Hidden Fee Law Suits

NAMED IN THE SUITS:

The plan sponsor (the employer)

The Named Fiduciary (sometimes a committee,
sometimes the employer)

The Named Administrator (also sometimes a
committee, sometimes the employer)

Any plan committee or plan investment committee
The Board of Directors
The CEO

The trustee that holds the assets of the plan
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U.S. Hidden Fee Law Suits

HIDDEN FEE LAWSUITS

* Over 50 cases are currently pending

* Claimed fiduciary breaches for failure to

>

>
>
>

Investigate service/investment arrangements
Negotiate reasonable total compensation
Monitor service/investment arrangements

Disclose fees and conflicts of interest
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Hidden Fee Litigation

HIDDEN FEE LAWSUITS

: gsshtel * Kraft Foods Global
- *® International Paper
: i;f;:§i|lar ® Lockheed Martin Corp.
® Northrop Grumman
J e ® RadioShack
® Exelon

® Southern California Edison
® Transamerica Life Ins.
® United Technologies

® Fidelity Investments
® General Dynamics
® General Motors
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HIDDEN FEE LAWSUITS

Larger Settlements

® General Dynamics
® Caterpillar

® Bechtel

e Kraft Foods

® Cigna Corp.

® |International Paper

® Lockheed Martin Corp.
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$15.1M
$16.5M
$18.5M
$9.5M
$35M
$30M
$62M

lidden Fee Litigation

(08/06/10)
(08/12/10)
(10/14/10)
(07/03/12)
(07/09/13)
(10/01/13)
(2/20/15)



Hidden Fee Litigation

EMPLOYER LIABLE FOR $35.2 MILLION FOR FAILURE TO
MONITOR FEES (TUSSEY V. ABB, INC., W.D. MO., 3/31/12
2012 U.S. DIST. LEXIS 45240, AFF’D BY 8™ CIR. MO.
2014, 746 F. 3D 327)

* First 401(k) fee class action to be tried and decided on
the merits.

* Missouri federal district court ruled that employer plan
sponsor breached its ERISA fiduciary duties and must
pay $35.2 million for

» Failing to demonstrate the thoroughness and scope of the
consultant’s review;

failing to monitor recordkeeping fees and revenue sharing
payments made to Fidelity;

>

» failing to negotiate rebates to offset or reduce the cost of
providing administrative services to plan participants; and

>

replacing a Vanguard actively balanced mutual fund with
a Fidelity target date fund that generated more in
revenue sharing for Fidelity.
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Hidden Fee Litigation

EMPLOYER LIABLE FOR $35.2 MILLION FOR FAILURE TO
MONITOR FEES (TUSSEY V. ABB, INC., W.D. MO., 3/31/12
2012 U.S. DIST. LEXIS 45240, AFF’D BY 8™ CIR. MO.
2014, 746 F. 3D 327)

* Court emphasized that if fiduciary selects revenue
sharing, “it also must have gone through a deliberative
process for determining why such a choice is in the
Plan’s and participants’ best interest.”

* Plan’s Investment Policy Statement (“IPS”) required
that revenue sharing “be used to offset or reduce the
cost of providing administrative services to plan
participants.”

* Court held that IPS is governing plan document and that
employer violated its ERISA Section 404(a)(1)(D)
statutory fiduciary duty to comply with its terms.
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Hidden Fee Litigation

EMPLOYER LIABLE FOR $35.2 MILLION FOR FAILURE TO
MONITOR FEES (TUSSEY V. ABB, INC., W.D. MO., 3/31/12
2012 U.S. DIST. LEXIS 45240, AFF’D BY 8™ CIR. MO.
2014, 746 F. 3D 327)

* Employer monitoring reasonableness of overall expense
ratio insufficient because it does not show

» how much revenue is flowing;
» competitive market for comparable funds; and

» fails to take into account the size of the plan.

* Court found that revenue sharing generated by the
Plan’s assets far exceeded the market value for
recordkeeping and other administrative services
provided by Fidelity
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Hidden Fee Litigation

EMPLOYER LIABLE FOR $35.2 MILLION FOR FAILURE TO
MONITOR FEES (TUSSEY V. ABB, INC., W.D. MO., 3/31/12
2012 U.S. DIST. LEXIS 45240, AFF’'D BY 8™ CIR. MO.
2014, 746 F. 3D 327)

e Court, based on expert testimony, found that
reasonable per-participant charge should have been half
of per-participant charges paid by Plan for 2001-2007
period.

* Court also found that employer deleted Vanguard
actively balanced mutual fund, not because of
performance concerns, but because Fidelity target date
fund that replaced it generated greater revenue sharing.
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Hidden Fee Litigation

EMPLOYER LIABLE FOR $35.2 MILLION FOR FAILURE TO
MONITOR FEES (TUSSEY V. ABB, INC., W.D. MO., 3/31/12
2012 U.S. DIST. LEXIS 45240, AFF’D BY 8™ CIR. MO.
2014, 746 F. 3D 327)

* Monetary Relief

» Court assessed $21.8 million in damages for losses
caused by the “improper” transfer of assets that
generated greater revenue sharing;

» Court also found that Plan suffered losses of $13.4 million
as a result of ABB’s failure to monitor recordkeeping costs
and to negotiate for rebates;

» All defendants (ABB, its Pension Review Committee,
Pension and Thrift Management Group, the Director of
that Group and its Employee Benefits Committee) held
jointly and severally liable for these amounts.
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Hidden Fee Litigation

EMPLOYER CAN'T “HIDE BEHIND” INVESTMENT
CONSULTANT’S ADVICE [TIBBLE V. EDISON INT’L, (C.D.
CAL.) 2010 WL 2757153, AFFIRMED BY 9™ CIRCUIT,

3/721/13)]

e ERISA fiduciaries are required to understand fees and
services. ERISA fiduciary rules require that fees
charged to a plan be “reasonable” (potential fiduciary
liability)

* Arrangements with service providers may be
considered ERISA prohibited transactions if the
“reasonable and necessary” exemption is not satisfied
(potential tax penalty liability).

e Employer plan sponsors normally hire investment
consultants to advise them on the reasonableness and
identification of plan investment and administrative
fees and expenses.
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Hidden Fee Litigation

EMPLOYER CAN'T “HIDE BEHIND” INVESTMENT
CONSULTANT’S ADVICE [TIBBLE V. EDISON INT’L, (C.D.
CAL.) 2010 WL 2757153 AFFIRMED BY 9TH CIRCUIT,

3/721/13)]

e California Federal District Court ruled that Fiduciaries
of Southern California Edison’s (SCE) Section 401(k)
plan breached their duty of prudence under ERISA
when they selected more costly retail class mutual
funds instead of institutional class mutual funds.

* Court emphasized that while securing independent
advice from an investment consultant is “some
evidence” of a thorough investigation, it is not a
complete defense to a charge of imprudence.

> Plan fiduciaries must “make certain that reliance on the
expert’s advice is reasonably justified.”
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Hidden Fee Litigation

EMPLOYER CAN'T “HIDE BEHIND” INVESTMENT
CONSULTANT’S ADVICE [TIBBLE V. EDISON INT’L, (C.D.
CAL.) 2010 WL 2757153, AFFIRMED BY 9TH CIRCUIT,

3/721/13)]

» Need evidence demonstrating the thoroughness and
scope of the consultant’s review.

» Employer plan sponsor cannot “hide behind” a
consultant but must be able to produce evidence of a
robust and thorough investigation through prudent
process standards and fee forensic audit and
benchmarking.
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Hidden Fee Litigation

EMPLOYER CAN'T “HIDE BEHIND” INVESTMENT
CONSULTANT’S ADVICE [TIBBLE V. EDISON INT’L, (C.D.
CAL.) 2010 WL 2757153, AFFIRMED BY 9TH CIRCUIT,

3/721/13)]

* Fiduciaries found jointly and severally liable were the
employer plan sponsor, members of the Plan
Investment and Benefits Committees, Vice-President
of Human Resources and Manager of the employer’s
Human Resources Service Center.

» No evidence that fiduciaries investigated differences
between retail and institutional class funds;

» Fiduciaries were improperly motivated by desire to
capture more revenue sharing for SCE even though
doing so increased the fees charged to Plan
participants.
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Hidden Fee Litigation

BUNDLED VENDOR MAY BE ERISA FIDUCIARY WITH
RESPONSIBILITY TO MONITOR OWN COMPENSATION
[SANTOMENNO V. TRANSAMERICA LIFE INS. CO., (C.D.
CAL.) NO. 12-02762, 2/19/13]

* Plan participant class action lawsuit against
Transamerica Life Ins. Co. ("TLIC") seeking to
represent over 15,000 retirement plans serviced by
TLIC.

e TLIC sells 401(k) plans “bundled” administrative
services and investments through Group Annuity
Contracts ("GAC”).

e TLIC admitted that it has "limited fiduciary
responsibilities” for monitoring the GAC investment
performance, but argued that it did not have fiduciary
duty with respect to its fees.
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Hidden Fee Litigation

BUNDLED VENDOR MAY BE ERISA FIDUCIARY WITH
RESPONSIBILITY TO MONITOR OWN COMPENSATION
[SANTOMENNO V. TRANSAMERICA LIFE INS. CO., (C.D.
CAL.) NO. 12-02762, 2/19/13]

e California federal district court found that TLIC may be
a fiduciary with responsibility to monitor its own
compensation

* Ability to change fee schedule is fiduciary
“discretionary” activity.

* Ability to add or delete investment options is fiduciary
“discretionary” activity.

* Having OR exercising discretion are both fiduciary
functions.

» “A fiduciary duty attaches not because a party takes a
discretionary action but when that party acquires the
power to take a discretionary action."
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Hidden Fee Litigation

LOCKHEED AGREES TO PAY $62 MILLION TO SETTLE

$1.3 BILLION ERISA CLASS ACTION [ABBOTT V.

LOCKHEED MARTIN CORP.., S.D. ILL., PRELIMINARY

APPROVAL OF SETTLEMENT AGREEMENT (4/30/15) NO.

06-701-MJR-DGW]

Lockheed Martin Corp. (“LMC”) agreed to pay $62 million and
implement extensive affirmative relief to settle $1.3 billion
lawsuit over claims that LMC as Plan Sponsor and Named
Fiduciary of LMC Salaried and Hourly Savings Plans breached
its fiduciary duties to 120,000 Plan participants by failing to
identify excessive fees.

District Court certified as ERISA Class Action and Seventh
Circuit Court of Appeals found certification appropriate.

U.S. Supreme Court refused to hear appeal from Seventh
Circuit.

District Court granted class certification and case settled just
prior to trial.
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Hidden Fee Litigation

LOCKHEED AGREES TO PAY $62 MILLION TO SETTLE
$1.3 BILLION ERISA CLASS ACTION [ABBOTT V.

LOCKHEED MARTIN CORP., S.D. ILL., PRELIMINARY
APPROVAL OF SETTLEMENT AGREEMENT (4/30/15)

NO. 06-701-MJR-DGW]

On April 30, 2015, District Court granted preliminary
approval of Class Action Settlement Agreement pending
a fairness hearing.

Under the Settlement Agreement, LMC agreed to pay
$62 million and implement extensive affirmative relief.

$62 million Gross Settlement Amount will be
contributed to a Qualified Settlement Fund.

$21 million of attorneys’ fees awarded to Class Counsel
along with $1,850,000 litigation costs and expenses.
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Hidden Fee Litigation

LOCKHEED AGREES TO PAY $62 MILLION TO SETTLE
$1.3 BILLION ERISA CLASS ACTION [ABBOTT V.
LOCKHEED MARTIN CORP.. S.D. ILL., PRELIMINARY
APPROVAL OF SETTLEMENT AGREEMENT (4/30/15)
NO. 06-701-MJR-DGW]

* Affirmative relief agreed to is as follows:

»  To publicly file with the Court annual DOL filing that
discloses fees paid by the Plans as well as information
about assets in the Stable Value Fund and Company Stock
Funds;

»  To confirm current limitations on amount of cash
equivalents held in Company Stock Funds and amount of
money market equivalent assets held in the Stable Value
Fund, and to file notice with the Court if those limitations
are changed.

» To initiate competitive bidding process for the Plans’
recordkeeping services and to publicly file with the Court a
notice identifying the entities that submitted bids and the
selected recordkeeper;
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Hidden Fee Litigation

LOCKHEED AGREES TO PAY $62 MILLION TO
SETTLE $1.3 BILLION ERISA CLASS ACTION
[ABBOTT V. LOCKHEED MARTIN CORP., S.D. ILL.,

PRELIMINARY APPROVAL OF SETTLEMENT
AGREEMENT (4/30/15) NO. 06-701-MJR-DGW]

» To offer participants the share class of investments that
has the lowest expense ratio, provided that the share
class is available and consistent with the needs and
obligations of the Plans; and

» The terms of the Settlement must be reviewed by an
independent Fiduciary.

* $62 million is the single largest settlement of an
excessive fee case against one employer to date.
$21 million in attorneys’ fees awarded to Class
Counsel assures that litigation will continue for 2015
and subsequent years.
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The Solution

WHAT TO DO

* Examine whether fees paid to service providers and
other expenses of the plan are “reasonable”

» Avoids potential fiduciary liability and prohibited
transaction exposure for failure to examine this issue.

» Protects ERISA section 404(c) safe harbor (which
insulates an employer from ERISA fiduciary liability) that
may be negated by failure to identify and disclose all plan
fees and expenses to plan participants.

* Such a review can “recapture” significant assets for the
benefit of both the employer and plan participants.
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The Solution

WHAT TO DO

* “Reasonableness of fees” not easily ascertained

» Traditional investment consulting firms may not be able to
perform forensic investigation and provide negotiation
necessary to uncover embedded and undisclosed fees;

» Require Investment Consulting Firm to be Designated
Fiduciary Responsible for Determining the Reasonableness
of Service Provider Direct and Indirect Compensation to
Qualify for the ERISA Section 408(b)(2) Exemption From
Prohibited Transaction Excise Taxes;

» Independent counsel who specializes in this area can
provide analysis on confidential basis;

» Helps to avoid participant and government litigation for
excess fees that may come to light as the result of the
forensic plan expense review process.
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