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ESOP SUSTAINABILITY
By Chuck Lynch

I attended the ESOP Association’s “ESOP Sustainability” conference of July 24 this year in Chicago. The
following are some of the notes I took from that seminar, attended by more than 150 people, including
practitioners and employers who sponsor ESOPs.

There was a lot of talk about repurchase obligation (RO), the biggest concern of most of the employer’s at
the seminar. After accounting for cash needed in the day-to-day operation of the corporation, people were
labeling any excess cash or liquid assets in the corporation, as the RO “sinking fund” or “cash reserve”.
Some people speak of the RO as if it is another form of an Unfunded Post-Retirement Obligation (sort of like
post-retirement health benefits).

The way at least one appraiser takes the repurchase obligation into account when appraising the company is
to (a) first determine the company’s ideal long-term “retirement cost” (e.g., 8% of payroll); (b) determine
what ESOP contribution level (e.g., 12% of payroll) would be required in order to have the ESOP buy back
shares of stock distributed to participants; (c¢) determine the present value on the excess of (a) over (b), using
an “equity discount rate” which the speaker says would be around 12% to 16% in today’s market; and (d)
then treat this present value as if it were a long-term debt of the corporation, thus reducing the appraised
value of the employer. While this is one approach used, it sounds like there are many appraisers who still
ignore the repurchase obligation, as well as many who simply recognize it indirectly by modifying some of
their other assumptions or discount rates.

In another part of the conference, people spoke of “reshuffling” -- a method of recordkeeping whereby you
account for each participant’s interest in the ESOP so that the same percent of every participant’s account
(call it X%) is invested in employer stock, and then Y% (=100% - X%) of each participant’s account is
invested in other investments. Some employers with mature ESOPs like this approach since it assures that
every participant (even those entering the plan after the exempt loan is paid off) will be invested in company
stock. It was suggested that if you want this result, it is best to put this provision in the initial ESOP plan
document or amend the plan when the other investments are a very insignificant portion of the plan’s total
assets.

In addition to the official plan and loan documents we all deal with, some employers formulate some other
internal documents. The “ESOP Role Document” is a list of the various players and the duties of each, as it
relates to the ESOP — e.g., Board of Directors, ESOP Trustees, ESOP Administrative Committee, ESOP
Communication Committee, members of management, etc. An “ESOP Reserve Funding Policy” can be
created to establish the company’s overall objectives, techniques, and goals for handling the repurchase
obligation. You may want to establish an “Acquisition Inquiry Policy” since the Board of Directors and the
Trustees have a fiduciary responsibility to consider such inquiries, even if the company has a policy of
wanting to remain ESOP-owned. This policy is used to describe how to respond to inquiries; how to
determine that an outsider’s interest in acquiring the company is a legitimate inquiry; when the inquiry gets
referred further (Board of Directors, Trustee, etc.); and what information will and will not be disclosed in
response to such inquiries, before it is determined that the inquiry is a Serious one worth pursuing.

Chuck Lynch, FSA, EA is President of Retirement Management Services, LLC.
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KENTUCKY'S PENSION EXCLUSION

August, 2008

One advantage to contributing pre-tax money to 401(k) plans, 403(b) plans, IRAs, and 457(b) plans is the
ability to defer all state and federal income taxes until the money is withdrawn at retirement, when possibly
the taxpayer will be in a lower tax bracket. However, most Kentuckians may not be aware of a special

tax advantage to retirement in Kentucky. Years ago, when the state used to exempt its own employees'
retirement income from state income taxes, the courts decided that the state could not treat its own
employees' retirement income any different from other resident's retirement income. The compromise was
to exempt a certain amount of everyone's retirement income from the state income tax. For 2007 this
exemption was $41,110 per year taken from any qualifying plan (whether the benefit was funded by
employee dollars or employer dollars)! Since most people expect to have less in retirement income than
their pre-retirement income, and because the medium household income in Kentucky is under $40,000, the
vast majority of Kentucky residents can expect to benefit from deferring state income taxes into various
retirement programs. (Of course, the state could someday change the rules. In fact, the 2005 General
Assembly repealed the annual inflation adjustment to the pension exclusion. Consequently, this threshold
will no longer be indexed to inflation.)

Based on Kentucky’s 2007 income tax tables, for households with taxable income between $8,000 and
$75,000 per year, the marginal state tax rate is 5.8%. Consequently, Kentucky workers, who will have less
than $41,110 in annual income from qualifying retirement plans, can totally eliminate the Kentucky
income tax (5.8% for most Kentuckians) on both the money they contribute to these plans and the
future investment gains on those dollars.

There is no minimum retirement age required to take advantage of this rule. However, the 10% federal
excise tax that normally applies when withdrawing funds prior to age 59 2 will mean that it is normally not
worth tapping these funds prior to that age. Unlike the Federal Savers Credit, which benefits only lower paid
individuals, this Kentucky “pension exclusion” can benefit a larger number of people --- low- and
middle-income households.

In fact, it appears that someone over age 59 2, who can benefit from this rule and who is permitted to take
in-service withdrawals from his employer’s retirement plan, could contribute the maximum, paying no state
income tax on the deferral, and then turn around and take it right back out of the plan, avoiding the 5.8%
state income tax, as long as the total annual withdrawal from all retirement plans is less than $41,110. We
suggest individuals talk with their tax advisors before taking advantage of this tax break.
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Need cash?

Better think twice before turning to your 401(k) account
August, 2008
By Elizabeth Rankin Potts, CPA

As Congress and all Americans try to get a handle on the mortgage crisis and find a long-term solution to the
rising cost of gasoline, employers are finding that more and more employees are requesting a distribution
from their 401(k) account. The evening news and the daily papers inform us that everyone is feeling the
pinch these days with the downturn in the economy. Many people are maxing out their credit cards and are
finding it harder than ever to obtain an unsecured loan from banks and financial institutions. This leaves
some giving thought to tapping into their employer-sponsored retirement plan. But, before these thoughts
turn to action, employees should carefully consider their distribution options and consequences.

The majority of employees feel that they are entitled to receive a distribution of the money they have
contributed to the plan if a situation arises that they deem to be a hardship. The problem is that employer
sponsored plans are created to help the employee increase the amount of money available to them at
retirement. Even though employers are not required to permit active employees to withdraw funds from
their 401(k) account, most do. The two most common forms of in-service withdrawals (withdrawals from
retirement accounts while the participant is still an employee) are plan loans and hardship withdrawals.

According to the Profit Sharing/401k Council of America about 20 percent of employees eligible for a plan
loan have an outstanding loan, and the average loan balance is approximately $6,300. Most employees pay
back their plan loans (which must be paid back within 5 years, unless the plan allows longer loan durations

for the down payment on a house), but many end up repeatedly returning to their 401(k) plan for more cash.

Fidelity, one of the largest retirement plan administrators in the country, has indicated that the number of
people making hardship withdrawals rose 17 percent last year. At Vanguard, hardship withdrawals were up
16 percent in 2007.

What are the differences in these two most common in-service withdrawal provisions?

Loan provisions can allow an employee to take a loan of up to 50 percent of his or her vested account
balance, up to a maximum loan of $50,000. The interest rate charged is usually tied to the prime rate (with
prime plus one percent commonly used). The employee must make loan repayments at least quarterly,
usually through an automatic payroll deduction system. The interest paid on the loan and loan repayments
are credited back to the employee’s account balance, so they end up paying interest to themselves. Sounds
like a good idea. However, the employee will never fully recover the lost earnings opportunity from the loan
withdrawal, since you would expect a balanced portfolio to earn more than the interest rate on a typical loan.
Finally, if the employee fails to repay the loan, there are severe tax consequences -- the participant has to pay
state and federal income taxes on the “deemed distribution” plus (if under age 59 '2) a 10% penalty for using
retirement funds prior to retirement age.
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Need cash?

Better think twice before turning to your 401(k) account
(Continued)

Hardship withdrawals, the other common type of in-service withdrawal, are allowed under certain
“hardship” situations, most commonly limited to those that are pre-approved by the IRS - such as to pay
certain medical expenses, to pay tuition, to prevent eviction or foreclosure, to cover a down payment on a
home, to fix a home damaged by a storm or other natural disaster, or to pay burial or funeral expenses.
Usually, the employee may only withdraw money that has been contributed to the plan through payroll
withholding. No employer contributions or investment earnings on employee or employer contributions
can be withdrawn. Unlike a plan loan, which the employee is required to repay, a hardship withdrawal is a
true plan distribution making it subject to income taxes; and the 10% early withdrawal penalty applies if
the participant is under age 59 2. The employee is also generally not allowed to contribute to the 401 (k)
plan for six months after a hardship withdrawal, which means that if the employer is matching 401(k)
contributions, the employee will lose out on the matching dollars for the six month period as well.

Bottom line, it is best to avoid withdrawals from your retirement account. You are borrowing against your
future and you are giving up some of the expected long-term yield, to the extent you expect a balanced
portfolio to yield better results than the interest on the loan, which will result in a significantly lower 401 (k)
account balance at retirement. If you still find you need cash, and your 401(k) plan is truly your only

source of available funds, then it’s usually better to take a plan loan that you repay than to take a hardship
withdrawal.

Elizabeth Potts, CPA is an Account Executive with RMS.
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NEWS AND RETIREMENT TIDBITS

e  "The key factor contributing to plan efficiency and performance has to do with the types of funds
offered, rather than the total number of investment options provided." as quoted in "The Efficiency of
Pension Plan Investment Menus: Investment Choices in Defined Contribution Pension Plans" by
Ning Tang and Olivia S. Mitchell (Source: The Michigan Retirement Research Center,
http://www.mrrc.isr.umich.edu/publications/index_abstract.cfm?ptid=1&pid=574)

e  Of Americans age 65 and older 3,600,000 live in poverty.

e A good recap of the recently proposed "Incentives for Older Workers Act" can be found at
http://www.americanbenefitscouncil.org/documents/incentives4olderworkers_summary.pdf.

e  According to the 2008 Retirement Confidence Survey by the Employee Benefit Research Institute, one
in four Americans age 55 and older report liquid assets of less than $10,000; and 43% have less than
$50,000. (Source: Investment Advisor Magazine, May 2008 issue)

e Based on a study of the 100 largest majority employee-owned companies in the country, the three
industries most represented are the supermarket business (12 companies), the construction business
(11 companies), and the engineering business (10 companies).
(Source: See http://www.nceo.org/library/eo100.html for a table that can be sorted several ways.)

e  An excellent analysis of the national 401(k) fee debate can be found at:
http://benefitslink.com/articles/guests/20070307 _IMC_factcheck.pdf.

e  Here are the definitions usually found for three groups -- Baby Boomer: Born between 1946 and
1964, Generation Xer: Born between 1965 and 1978, Generation Y (aka Echo Boomers): Born
between 1979 and 1989.

e  According to a study by Scottrade and BetterInvesting (4/13/08), more than two-thirds of Generation
Xers (people currently between the ages of 27 and 42), don't think they'll ever be able to stop working!
(Source: NY Times)

e  The Department of Labor has recently indicated that it focuses a lot of attention on late deposits of
401k deferrals and party-in-interest transactions.

e  Don't forget that if your plan does not have an Investment Policy Statement (IPS), you should discuss
it with your plan's financial advisor. The IPS is a written investment strategy, and a commitment to a
disciplined investment plan. If we can be of help, let us know.



http://www.mrrc.isr.umich.edu/publications/index_abstract.cfm?ptid=1&pid=574
http://www.americanbenefitscouncil.org/documents/incentives4olderworkers_summary.pdf
http://www.nceo.org/library/eo100.html
http://benefitslink.com/articles/guests/20070307_IMC_factcheck.pdf
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NEWS AND RETIREMENT TIDBITS
(Continued)

Years ago, people thought of a retiree's needs as being maybe only 70% to 90% of what they earned
just prior to retirement. However, a study released earlier this year by the Rand Corporation
concluded that the drop off in a person's spending, just after retirement, is only 1% to 6%. Larger
decreases were usually out of necessity, not choice. (Source: Plan Sponsor magazine, 4/18/08)

Looking at the largest 1,500 public companies in the U.S., their defined benefit pension plans went
from a $120 billion surplus on 10/31/07 to a $20 billion deficit on 3/31/08. But because this is based
on accounting costs and not real costs, the real deficit is even worse.

(Source: Plan Sponsor Magazine, 4/8/08)

If an employer wishes to adopt a SIMPLE for 2008, the effective date must be no later than October 1
and employees must be given a 60-day written notice prior to start-up.

Roughly 80% of large corporations (up from 60% last year) offer target-date funds as a 401(k) choice.
(Source: Financial Week Magazine, 4/21/08)

The "Savers Credit" allows lower income households to possibly qualify for a tax credit if they put
money into an IRA, 401(k), SIMPLE , 403(b) plan, etc. However, millions of low-income households
didn’t get all of the tax refund they were due in recent years because they did not properly claim the
“Savers Credit” on their tax returns. Part of the problem is that taxpayers aren’t allowed to claim the
credit if they only file a Form 1040 EZ. In order to receive the credit you must file the longer Form
1040 or 1040A, along with an attached Form 8880. If you know someone who may be entitled to a
larger refund, suggest they look into filing an amended return.

To get an instant annuity quote through Vanguard / AIG Retirement, go to the following link and click
“Get an Instant Quote”. These quotes can include many options — e.g., annuities that increase 3% per
year, or increase with the CPI, joint and survivor annuities, annuities purchased with IRA money, Roth
dollars, fixed annuities, variable annuities, etc. --- http://www.aigretirementgold.com/vlip/
VLIPController?page=Overview.



http://www.aigretirementgold.com/vlip/
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RMS Team Spotlight

This Quarter RMS is proud to spotlight Account Executive Anne Keehn. Anne is a graduate of Indiana
University with a Bachelor of Science in Business Management. She is an active member of both the

American Society of Pension Professionals & Actuaries (assisting the Education Committee by teaching
classes and reviewing exam material) and the Louisville Employee Benefits Council as a member of the

program committee.

Prior to joining RMS on May |, 2007, Anne attained the designation of Qualified 401 (k) Administrator and
had accumulated over |8 years experience in the area of defined contribution plan administration. Her
prior professional experience includes 8 years as a consultant with qualified retirement plans and 9 years

with ADP Retirement Services during which she gained expertise in document underwriting, plan

conversions and compliance.

Anne currently resides in Indiana with her husband of 23 years and their two teenage daughters. During
her free time she enjoys interior decorating, gardening and traveling adventures with her family.
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TREASURY INFLATION-PROTECTED SECURITIES (TIPS)
August, 2008

TIPS were first created by the federal government in 1997. They were originally called Treasury
inflation-indexed securities; but later the name was changed to treasury inflation-protected securities (TIPS).
They basically give an investor a guaranteed protection against inflation, providing a certain “real

return” (the coupon rate) until maturity. If U.S. Treasuries are considered the world’s safest investments,
then it can be argued that TIPS are the best of the safest, since the “real rate of return” is guaranteed. In
return for these guarantees, TIPS usually offer a lower yield than other fixed income investments with the
same maturity.

TIPS are issued in terms of 5, 10, and 20 years, and are offered in multiples of $100. The minimum
purchase is $100. Five-year TIPS are sold in April and October. Ten-year TIPS are sold in January, April,
July, and October. 20-year TIPS are sold in January and July.

The price and coupon interest rate of TIPS are determined at auction. The purchaser can make a competitive
bid, indicating the yield he is willing to accept; or he can make a noncompetitive bid, agreeing to accept the
yield determined at auction. The price may be greater than, less than, or equal to the TIPS’ par amount. The
price depends on the yield to maturity (YTM), and the coupon interest rate. If the YTM is equal to the
interest rate, the price will be equal to par. If the YTM is less than the interest rate, the price will be greater
than par.

Interest is paid every six months. The interest rate does not change. It is the fixed rate determined at the
original auction. However, it is paid on the inflation-adjusted principal; so the amount of interest paid can
change every six months.

How are the inflation adjustments made? The principal value of the security is increased as the Consumer
Price Index (CPI) changes. The inflation adjustment is based on the non-seasonally adjusted U.S. City
Average All Items Consumer Price Index for All Urban Consumers (CPI-U), published by the Bureau of
Labor Statistics (BLS). In rare instances, there can be a decrease in the CPI, in which case the principal
value of TIPS can go down in a given year. The inflation-adjusted principal is not paid until maturity. If
held until maturity, the holder is guaranteed to get the greater of the original principal or the inflation
adjusted  principal. The U.S. Treasury Department publishes TIPS Inflation Index Ratios, so that you can
look up the adjustment and multiply it by your original principal to get the current inflation-adjusted value of
your original principal.

These securities are marketable. Instead of purchasing them from the federal government, you can purchase
them on the secondary markets; and you can sell them prior to maturity. The securities are eligible for
stripping into their principal and interest components in Treasury's Separate Trading of Registered Interest
and Principal of Securities (STRIPS) program. TIPS are issued in electronic form, meaning you don’t hold a
certificate.
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TREASURY INFLATION-PROTECTED SECURITIES (TIPS)

(continued)

How are TIPS taxed? Generally, the interest payments are taxable when received, unless held in a
tax-deferred account such as an IRA. Unless held in a tax-deferred account, such as an IRA, the inflation
adjustments to the principal are taxable in the year in which such adjustments occur even though the
inflation adjustments will not be paid until maturity. For this reason, some advisors suggest that the ideal
place for these investments would be part of your fixed income portfolio in a tax-deferred trust. If the
purchaser needs the entire yield to live on, then he would not want to purchase TIPS since most of the yield
is not paid until maturity, while taxes are owed annually on the actual interest paid, as well as the inflation
increase in the principal.

As a market indicator, the difference between the TIPS coupon rate and that of a conventional Treasury bond
(of the same maturity) tells you what the open market is willing to give up in order to totally avoid inflation
risk.
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MUTUAL FUND PERFORMANCE FIGURES Periods Ending: June 30, 2008
Taken from the New York Times, Sunday 7/13/2008
Data source: Morningstar
Quarterly Returns 12-Month Returns 5-Year Returns
Bottom Top Bottom Top Bottom Top
Fund Type Quarter Median Quarter Quarter Median Quarter Quarter Median Quarter
Domestic General Stock Funds
Large Growth 01 % 17 % 34 % 95 % 58 % -14 % 6.6 % 81 % 98 %
Md-Cap Growth 25 45 7.3 -10.8 5.1 0.8 10.0 121 137
Small Growth 12 30 55 -17.3 -12.9 -7.9 8.6 104 125
Large Blend -2.8 -19 04 -141 -12.8 95 6.9 7.6 91
Md-Cap Blend -19 21 4.6 -175 -11.8 1.7 9.2 112 125
Small Blend 04 10 25 -19.7 -16.8 -12.2 9.3 106 12.6
Large Value -5.9 -4.2 -20 -20.9 -17.0 -13.6 6.7 80 95
Md-Cap Value -18 -0.1 11 -188 -15.6 -13.2 9.8 113 128
Small Value -34 -20 04 216 -17.8 -14.3 95 10.6 121
Moderate Allocation -20 -1.0 0.2 9.2 71 -4.5 5.8 71 82
Conservative Allocation -14 -0.8 0.2 -4.9 -20 04 45 54 6.5
Target-Date 2000-2014 -13 -1.0 -0.8 -55 -34 -1.0 5.0 59 6.4
Target-Date 2015-2029 -19 -0.8 -0.7 -8.8 1.7 6.1 6.9 74 7.9
Target-Date 2030+ -15 -0.9 -05 111 -10.0 9.2 8.0 8.6 91
Total -26 0.7 20 -15.3 -10.8 5.7 6.9 85 108
Domestic Specialized Stock Funds
Communication 21 % 09 % 04 % -283 % -135 % -125 % 79 % 132 % 160 %
Financial -181 -131 -10.6 -39.7 -34.6 -30.1 -12 20 4.7
Health 09 19 38 -9.9 5.7 -10 54 7.2 11.0
Natural Res 16.2 218 26.8 306 376 46.3 282 326 349
Precious Metals 08 26 49 29.0 338 36.8 24.0 284 312
Real Estate -8.0 -5.7 5.2 -205 -16.0 -134 12.6 14.6 156
Technology 19 26 41 -12.3 -88 -4.5 6.2 83 114
Utilities 6.0 6.8 83 16 38 5.0 14.8 17.3 217
Bear Market -33 23 28 -125 180 270 -10.8 -39 -22
Long-Short -16 0.2 21 4.1 -10 26 29 54 6.8
Total -5.2 18 5.8 -14.0 5.3 135 6.9 136 204
International Stock Funds
Foreign Large Value 43 % 27 % 12 % -157 % -131 % 97 % 145 % 164 % 175 %
Foreign Large Blend -25 -19 -0.9 -11.9 9.1 -6.6 151 16.3 180
Foreign Large Growth -2.6 -2.0 04 95 -6.2 -30 155 171 180
Foreign Small/Mid Value -38 24 -12 -186 -14.2 127 16.9 183 205
Foreign Small/Mid Growth -25 -12 18 -17.0 -11.0 -4.8 20.2 237 254
World Stock -39 24 0.2 -153 -11.8 5.2 114 135 158
Europe Stock -5.6 -3.7 -0.5 -14.9 -11.2 -8.0 15.8 192 24.6
Divers. Pacific Asia -4.8 -11 04 -12.0 95 -8.0 16.2 17.8 232
Pacific Asia ex-Japan 9.1 -6.7 -4.2 -20.0 81 5.6 209 24.2 255
Japan Stock -3.2 15 16 -155 -135 -8.8 9.7 122 157
Divers. Emerg. Mkt -16 0.1 11 04 39 6.3 26.8 295 309
Latin America Stock 12.0 122 12.3 229 239 250 24 452 46.8
World Allocation -2.8 -12 -0.2 -75 5.7 0.3 9.2 109 135
Total -31 -18 03 -13.0 -85 -36 14.2 16.8 203
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MUTUAL FUND PERFORMANCE FIGURES Periods Ending: June 30, 2008
Taken from the New York Times, Sunday 7/13/2008
Data source: Morningstar

Quarterly Returns 12-Month Returns 5-Year Returns
Bottom Top Bottom Top Bottom Top
Fund Type Quarter Median Quarter Quarter Median Quarter Quarter Median Quarter
General Bond Funds
Long-Term Bond -16 % 12 % 05 % 14 % 49 % 6.5 % 15 % 34 % 43 %
Interm-Term Bond -1.3 -10 -0.5 20 43 6.7 2.8 33 38
Short-Term Bond -0.6 -0.2 0.2 10 3.6 5.2 22 2.7 31
Total -1.2 -0.8 -0.3 17 41 6.3 2.6 31 3.6
Government Bond Funds
Long Government -30 % 23 % 21 % 124 % 126 % 135 % 39 % 42 % 49 %
Interm. Government -1.5 -11 -0.7 58 72 81 29 34 38
Short Government -1.0 -0.5 -0.1 52 6.5 7.4 2.7 30 32
Inflation-Protected Bond -0.7 -0.6 -0.3 129 14.6 151 4.4 5.2 5.6
Total -1.4 -0.8 04 6.1 75 10.6 29 33 39
Specialized Bond Funds
Convertibles 02 % 21 % 24 % 6.6 % 24 % 0.8 % 6.4 % 75 % 85 %
Ultrashort Bond -0.3 0.3 0.8 4.1 19 38 16 27 31
High Yield Bond 14 20 2.6 -39 -25 -12 5.7 6.5 71
Multisector Bond -0.9 -0.3 04 0.1 24 39 5.2 6.3 71
World Bond -4.7 -29 -20 54 9.5 148 39 6.0 6.6
Emerging Market Bond -13 -0.3 0.1 0.7 28 42 89 9.6 103
Bank Loan 3.7 4.6 5.0 -54 -3.7 2.3 33 39 42
Total -0.7 0.9 24 -36 -0.8 35 44 6.1 71
Municipal Bond Funds
Muni National Long 05 % 0.7 % 11 % 03 % 14 % 23 % 27 % 31 % 34 %
Muni National Int. -0.2 0.2 0.5 21 31 41 25 27 31
Muni Single St. Long 0.7 0.9 13 13 20 2.6 2.8 30 33
Muni Single St. Int. 0.0 0.2 0.6 23 32 3.7 25 2.7 29
Muni Single St. Shrt. -0.3 0.0 0.0 3.7 39 43 20 21 22
Muni National Shrt. -0.2 0.1 0.6 2.7 38 4.2 21 23 25
Muni New York Long 0.6 11 13 -0.5 22 29 29 31 35
Muni California Long 0.6 0.9 12 -0.7 1.0 1.7 29 31 33
Muni New York Int/Sh -0.2 0.2 0.6 10 3.7 44 23 26 2.8
Muni California Int/Sh -0.2 0.1 0.6 -0.3 3.0 3.7 24 26 29
Muni Florida 04 0.7 11 0.2 11 2.8 29 31 32
Muni Pennsylvania 05 0.6 0.9 21 19 24 2.7 32 88
Muni Massachusetts 0.1 0.6 0.9 19 30 3.6 29 32 33
Muni New Jersey 0.2 0.7 0.9 -17 19 2.8 29 32 34
Muni Ohio 0.3 0.5 0.7 15 29 36 2.6 29 33
Muni Minnesota 0.3 0.8 10 20 2.6 33 2.8 33 34
High Yield Muni 0.0 0.5 0.8 -9.2 5.4 25 2.8 34 41
Total 0.2 0.6 10 0.3 21 32 2.6 29 33

The tables include Nasdag funds with at least $30 million in assets. Return figures assume the reinvestment of all dividends. Figures for five-year returns are annualized. The
top-quarter figures show the return needed for a fund to rank in the top 25% of similar funds. The median figures show the return needed to rank in the top half, and the bottom
quarter figures show the return needed to rank in the top 75% of similar funds. By comparing a given fund's returns, a reader can determine how that fund performed relative to
similar funds.
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IMC Fact Check — March 6™ House Committee on Education and Labor — Matthew Hutcheson written/oral testimony on 401(k) fees

Explanation

To illustrate the egregiousness of 401(k) fees with
consideration of hidden and excessive fees, an example
was cited of an average investment expense of 1.13%,
but the real fee to the 401(k) plan participant is 2.99%.

The 3% example was also cited by Chairman Miller.

v

Witness used out-of-date data and data not
applicable to 401(k) plans that overstated transaction
and spread costs by a factor of 3:1, and then even
more mistakenly, miscalculated 401(k) expenses to
get to 2.99%. IMC estimates the real number at
1.28%.

States the average mutual fund transaction and spread
costs run 1% (100 basis points).

Testimony was on 401(k) fees.

v

IMC’s data indicates the real cost of these items to
401(k) active investments to range from 18bps to
45bps. On average, a reasonable number would be
30 bps and not 100 bps.

States revenue sharing payments average 50 bps.

Not all plans use revenue sharing. For those that do,
revenue sharing, on average is:

Micro market plans 35 to 60 bps
Small market plans 25 to 40 bps
Mid market plans 25to 35 bps
Large market plans 20 to 30 bps
Mega market plans 10 to 20 bps

Uses an example to show the affect of active vs. index
choice costs on 401(k) participant retirement dollars, 47
years down the road, of over $500,000.

Illustrates cost difference of 1.50%.

The real world 401(k) difference is one third that —
0.49%.

Of course, actual fund performance would determine
which choice created the higher balance.

Made the case that today’s 401(k)s include structural and
fiduciary designs that promote practices contrary to the
best interests of plan participants.

It is difficult to obtain the information needed to do
apples to apples cost and services comparisons.

The industry’s regulations exist to support 401(k), and
not as the witness would lead one to believe, to foster
a status quo favoring financial service industry
interests over those of plan participants.
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IMC Fact Check — March 6™ House Committee on Education and Labor — Matthew Hutcheson written/oral testimony on 401(k) fees

Point

In essence, states that 401(k)s today include many
features that are unnecessary, that add costs, provide
havens for bad actors to fleece plans and participants,
and in some cases, actually provide participants with
choices contrary to their best long-term interests.

Agree

Disagree

v

Explanation |
Hutcheson completely fails to understand how choice
and education, and access to funds in the form of
loans and hardship withdrawals (and the like),
promote higher plan participation rates and
opportunity for individual preference.

States that the industry’s arrangements among service
providers are secretive in nature and difficult to get to the
bottom of to decipher possible conflicts of interest.

Transparency has improved in the last 6 months to a
year, but has a long way to go. This is one of the
primary objectives of the Pension protection act.

States that the mutual fund industry is now the world’s
largest skimming operation — negatively effecting the
financial security of Americans and their households.

Some mutual funds are truly not cost competitive.
Bad examples do exist. However, Hutcheson tars
the entire industry with a brush that applies to a
minority.

States over and over again the superiority of market index
funds over the large majority of active mutual funds.
Applies general mutual fund performance to 401(k)s.

It's quite common for 401(K) plans to offer both index
and active options. Plan sponsors choose an array
of the best and most reasonable funds for their plan
menus. Some sponsors are better at this than
others.

States that plans and participants are often guided to
higher cost choices where advisors and service providers
out of self-interest are in collusion.

IMC sees a lot of plan data and knows most of the
industry’s key players. There is a need for apples to
apples costs and services comparisons and full
disclosure that is missing in 401(k)s today. The vast
majority of poor practices reside in plans below

$5 million.
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IMC Fact Check — March 6™ House Committee on Education and Labor — Matthew Hutcheson written/oral testimony on 401(k) fees

Point
Trading costs are hidden and average 80 bps.

Agree

Disagree

v

Explanation

Trading costs vary by fund, strategy, year, turnover,
and their disclosure is not a regulatory requirement.
Witness misunderstands how funds trade, and their
costs; and in particular, practices applicable to
funds most often used in 401(k)s. Hutcheson
overstates trading costs by a factor of between 4:1
and 2:1 depending on the type of fund.

Soft dollars are unaccounted for, and when added to
12b-1 fees and other compensation vehicles, compromise
persons acting as fiduciaries to make decisions not solely
in the best interest of plan participants.

v

This was measurably true 20, 15, 10, and 5 years
ago. Today the practice Hutcheson cites is illegal
and the SEC has excellent means at its disposal to
catch perpetrators.

Sub-agency transfer fees and 12b-1 fees are hidden and
excessive and negatively affect the income security of
401(k) participants. The effect of the harm escalates over
time as account balances grow.

These fees, which are the primary instruments of
revenue sharing, are included in mutual fund
expense ratios. In 401(k)s they are used to pay for
recordkeeping, education and communications,
web, phone, participant materials, legal and
accounting services and more. Fully disclosing all
sources of revenue, who receives them, for what
services and how much, is going to be an outcome
of PPA. Hutcheson has a point that this revenue, if
not monitored, can become excessive as participant
balances become larger.

Variable annuity wrap fees are full of hidden and
misunderstood costs which benefit financial service
companies and advisors at the expense of plans and their
participants.

These types of vehicles are primarily found in plans
under $5 million and 403(b) market plans. Some of
the institutional varieties of these vehicles can be
cost competitive, but many in fact, are priced
outrageously. The PPA will likely put an end to the
later.
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IMC Fact Check — March 6™ House Committee on Education and Labor — Matthew Hutcheson written/oral testimony on 401(k) fees

Point
Shadow index funds and other improperly benchmarked
and overpriced options are a problem in 401(k)s.

Agree

v

Disagree

v

Explanation

Enhanced index choices are a hybrid of active and
passive styles. They require appropriate custom
benchmarks and costs. These choices can be
attractive for 401(k)s. Proper evaluation and
ongoing monitoring requires expertise.
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IMC Fact Check — March 6™ House Committee on Education and Labor — Stephen Butler written and oral testimony on 401(k) fees

Point

Those 401(k) plans with excessive investment costs can
cost their participants as much as a 20% reduction in their
retirement nest eggs versus plans with reasonable costs.

Agree

v

Disagree

Explanation

IMC has extensive data on 401(k) plan costs by
market segment. Our numbers suggest that plans
whose entire investment menu costs are
unreasonable may exceed a reasonableness
standard by as much as 20 to 50%.

The segment of the 401(k) marketplace where investment
costs abuses are the most widespread is in small
company plans — those companies lacking full time benefit
and HR staffs.

v

Butler’'s assertions here and his explanation mirror
our own findings.

Considering that over 97% of all 401(k) plans are
small company plans, this is a system wide problem
that will require focused attention.

Many of the recordkeepers in 401(k), who also manage
money, stack the deck in favor of the vast bulk of
participant dollars ending up in their proprietary choices.
Butler states that 70% to proprietary investments is
commonplace.

Here butler comments on the state of the 401(k)
open investment architecture in general. It is more
accurate to look at industry practices by market
segment. IMC’s open architecture findings on
industry practices are outlined below:

Proprietary Investment Capture by Market Segment
IMC Data 2006

Plan size # of choices % of
(millions) out of 15 assets
$5 10-15 70-90%
$25 8-12 60-90%
$50 8-12 50-80%
$100 6-12 40-75%
$250 6-10 30-70%
$500 5-9 25-70%
$1,000 2-7 20-70%
$5,000 0-7 0-40%
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IMC Fact Check — March 6™ House Committee on Education and Labor — Stephen Butler written and oral testimony on 401(k) fees

Point

The most egregious practice in 401(k) is with mutual fund
or annuity products that pay commissions and feature
long-term surrender/withdrawal charges that can run as
high as 5%, while simultaneously charging participants
annual fees as high as 3%. These products are largely
the domain of small company 401(k) plans.

Agree

v

Disagree

Explanation
Butler is right on the money in his comments here.

The use of these high cost products is a mainstay of many
brokers and advisors who “sell” 401(k) plans to small
companies. The distribution of these products in 401(Kk) is
dependent on the provision of incomplete and often
misleading information to uninformed plan sponsors
buying on trust.

v

Our own findings over the past 16 years echo
Butler’s point of view. IMC is currently updating our
2004-2005 investment and 401(k) practices in the
small company plan market segment(s) — the results
of our study will be made available to policy makers
in April, 2007.

The witness has seen many cases in 401(k) where large
financial services companies’ bundled offerings are
compliant and satisfy the basics of providing education
and communication; but in the end, the plan sponsor and
participants remain confused and poorly served.

We believe Butler’s opinion here is on solid ground.
There is much more to success in 401(k) than
compliance and meeting basic needs.

After twenty-five years of 401(k)s there is much
progress needed, even at the level of best practices.

Butler sees unbundling of investments from the
recordkeeper as the most important step to eradicating
high/unreasonable costs and the provision of less than
satisfactory services. ldeas were presented in written
testimony to change the way 401(k) investments and
services are typically paid for.

Here we disagree. IMC’s data shows four
approaches used to pay for recordkeeping services,
with some variations among them. Low cost/high
service results are being achieved across each of
these arrangements, from fully bundled to
recordkeeping only.
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IMC Fact Check — March 6™ House Committee on Education and Labor — GAO Barbara Bovbjerg written/oral testimony/401(k) fees

Point

Inadequate disclosure and reporting requirements may
leave participants without a simple way to compare fees
among plan options and the DOL is without the
information it needs to oversee fees and identify
guestionable 401(k) business practices.

Agree

v

Disagree

Explanation

Bovbjerg’s and the GAO'’s first step position is the
key. Provide full information and an ability to do
apples to apples comparisons so problems are
identified and solutions made apparent. This year
IMC will be offering a practical, cost attractive total
401(k) marketplace approach, that will exceed GAO
recommendations.

While some participants have 401(k) accounts of
$100,000 or more, 37% of 401(k) participants have less
than $10,000.

The median 401(K) participant account in 2005 was just
$19,328.

v

401(k) like the economy and the nation as a whole,
include haves and have nots. Costs are one
component in assessing 401(k)s for success.
Participation, deferral amount, asset allocation,
starting soon enough and working long enough, are
just a few of the other factors that 401(k)s must help
employees to consider.

401(k) plans generally can chose to enter into bundled or
unbundled arrangements with service providers. The
DOL needs more information on business practices and
resulting fees in order to oversee current business
practices.

IMC’s plan data resources capture the following
401(k) business practices:

1) Bundled

2) Modified bundled

3) Recordkeeping only — fees paid separately,

4) Recordkeeping only with revenues sharing OK
through all non-proprietary investments.

These arrangements can be subject to an escalator
and to excess revenue collections that return funds
at either the plan or participant account levels.

All arrangements have success stories as well as
disappointments and abuses.

The largest cost to 401(k) plans (2005 data) is investment
costs, which as a percentage of total fees, range from
84.5% in very small plans to 99% for the largest plans. By
inference, fees can’t be analyzed and managed without a
full understanding of investment costs.

IMC’s data supports GAQO's findings
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IMC Fact Check — March 6™ House Committee on Education and Labor — GAO Barbara Bovbjerg written/oral testimony/401(k) fees

Point

The GAO believes a disclosure requirement to provide
participants a means of assessing the costs of choices is
central to improving 401(k)s.

Agree

v

Disagree

Explanation

This is the best “hold feet to the fire” means of
getting everyone’s complete attention and arriving
at best outcomes for PPA.

In April, IMC will be ready to share to policy makers
its ideas for these reports, what we believe they will
accomplish, why they will be meaningful to
participants, and what they will cost to produce.

The DOL and plan sponsors must have information on
service provider business arrangements that steer
sponsors toward investments benefiting the providers that
may not be in the best interest of their participants.

v

There is no better tonic for this problem than
providing plan sponsors with benchmarks, the
ability to see what similar plans offer and their
costs.

By yearend, IMC will offer this capability across all
401(k) market segments.

Specifically, hidden fees may mask the existence of
conflicts of interest.

This position, like the others taken at the GAO, on
the face of it is completely true.

IMC'’s solutions for PPA will include an ability to
review all explicit cost components of products and
services through actual costs disclosures. Where
implicit — costs will be reviewed against applicable
comparisons gathered from the rest of the
marketplace.

Sponsors will be able to follow the money to assure
plan funds are being spent appropriately at
reasonable dollar amounts for products and for
services rendered.
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IMC Fact Check — Robert Chambers (American Benefit Council) Written and Oral testimony on 401(k) Plan Fees (3/6/2007)

Point

System is lacking disclosure to plan fiduciaries of direct
and indirect fees that service providers receive from the
plan or from unrelated third parties.

Agree

v

Disagree

Explanation

Absolutely accurate and essential for plan sponsors
to prudently manage and control relationships with
their service providers.

IMC will be in a position to present solutions in this
area in April.

Any real fix of 401(k) problems relating to fees and
expenses and conflicts of interest will need to include
clear and meaningful disclosures to participants.

v

Chambers is right on both accounts.

The information is needed at the participant level
and it needs to be easy to understand and useful.

IMC will be presenting its ideas for solutions to
policy makers in April.

Policy makers should take care that regulatory actions
(though well intentioned) not result in overly complicated
and burdensome requirements that push employers away
from sponsoring 401(k) plans.

This concern is well founded and policy makers
should take care that the medicine does not
generate undesirable side effects.

Chambers states the importance of reviewing fees and
expenses within the context of the services provided.

Fees should not be seen in a vacuum

Any evaluation of a service — and investment
management and recordkeeping are services — is
half-baked if it doesn’t look at costs, complexities,
services, and results.

What you get for what you pay for — apples to
apples comparisons are key.

Concern was expressed that a singular focus on 401(k)
fees would blunt initiative and result in choice limitations
that actually harm the 401(k) system, plans, and
participants.

IMC believes fees are a central focus and agrees
with Chambers that emphasizing fees at the
exclusion of value stifles initiative and encourages
commoditization. In an industry in so much need of
breakthroughs and choices, IMC believes
Chambers concern is insightful.
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IMC Fact Check — Robert Chambers (American Benefit Council) Written and Oral testimony on 401(k) Plan Fees (3/6/2007)

Point

The American Benefits Council (ABC) expresses concern
that simplistic and incorrect measures may be applied that
cause policy makers to reach wrong conclusions.

The example cited is that the higher participant and plan
level costs for a small plan could, on the surface, look
inappropriate. However, a somewhat higher fee may no
longer seem out of order after consideration of number of
participants which the recordkeeper has to amortize its
costs — recordkeeping, phone, web, print material
specifications, admin and fiduciary plan needs, etc.

Agree

v

Disagree

Explanation |
The 401(k) market is divisible into at least 12 major
groupings that lend themselves to performing
appropriate apples to apples comparisons

Sponsor characteristics and product/service
packages must be factored in for comparisons as
well.

This is not at all impossible or overly burdensome to
do, and it is worth doing right.

ABC believes arrangements between service providers
are not the root of the problem. Rather, the root is the
failure to provide full and timely disclosure.

ABC does not see the industry’s use of revenue sharing
as a business practice inherently at cross purposes with
the interest of plans and their participants.

Plan sponsors have many different approaches and
economic realities to consider when distributing
costs. IMC has in-depth industry data for
appropriate comparison purposes. Our data can be
applied to compare how fees are distributed across
the industry and by peer groups. We also have a
white paper coming out in the third quarter of this
year on fees and fairness.

ABC concludes that 401(k) plan investment fees have
come down, and cites an ICI 2006 study that shows the
average asset weighted expense ratio for 401(k) plans
investing in stock mutual funds was 0.76%, compared to
0.91% average for all stock mutual funds.

IMC agrees 401(k) fees have come down a bit as
the market has grown and as average participant
balances have grown along with it.

The ICI study in our judgment represented a
simplistic statistical method with the intent to put
401(k) investment costs in the best possible light.

IMC data finds that patterns are different across
market segments, and vary equally as much across
plans. Some plans include terrific overall
investment costs and other show much room for
improvement.
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