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PRESERVING RETIREMENT SECURITY
AND INVESTMENT CHOICES
FOR ALL AMERICANS

Thursday, September 10, 2015

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON OVERSIGHT
AND INVESTIGATIONS, AND
SUBCOMMITTEE ON CAPITAL MARKETS AND
GOVERNMENT SPONSORED ENTERPRISES,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittees met, pursuant to notice, at 10:06 a.m., in
room 2128, Rayburn House Office Building, Hon. Sean P. Duffy
[cgairman of the Oversight and Investigations Subcommittee] pre-
siding.

Members present from the Oversight and Investigations Sub-
committee: Representatives Duffy, Fitzpatrick, King, Hurt, Fincher,
Mulvaney, Hultgren, Wagner, Tipton, Poliquin, Hill; Green,
Cleaver, Ellison, Delaney, Beatty, Heck, and Vargas.

Members present from the Capital Markets and Government
Sponsored Enterprises Subcommittee: Representatives Garrett,
Hurt, King, Royce, Duffy, Stivers, Fincher, Hultgren, Ross, Wag-
ner, Messer, Schweikert, Poliquin, Hill; Sherman, Meeks, Lynch,
Scott, Ellison, Perlmutter, Carney, and Foster.

Ex officio present: Representatives Hensarling and Waters.

Also present: Representatives Barr and Clay.

Chairman DUFFY. The Subcommittee on Oversight and Inves-
tigations and the Subcommittee on Capital Markets and Govern-
ment Sponsored Enterprises will come to order.

Without objection, the Chair is authorized to declare a recess of
the subcommittees at any time.

Today’s hearing is entitled, “Preserving Retirement Security and
Investment Choices for All Americans.”

I now recognize myself for 12 minutes to give an opening state-
ment.

The Department of Labor’s (DOL’s) fiduciary proposal will limit
Americans’ investment choices. This proposal prescribes an un-
workable framework for many lower-income Americans trying to
save for their retirement. This is not a Wall Street issue. Millions
of Americans in every State will find themselves the victims of this
poorly designed regulation.

I believe that Americans, not the government, should be able to
make the investment choices that are right for them. Americans al-
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ready face a retirement savings crisis, a point even Labor Secretary
Perez has acknowledged. Why, then, would he want to make it
even harder for Americans to save?

This proposal would result in millions of Americans losing access
to their trusted investment advisors as well as their existing retire-
ment accounts, and make it harder for low-balance savers to access
retirement products, receive affordable investment advice, and ulti-
mately to do what we want them to do, which is to save.

The rule is supported by the DOL’s deeply flawed economic anal-
ysis that points to $17 billion in lost income to investors because
of fees charged by advisors. Not only does the DOL rely on incom-
plete, outdated data as a basis for its proposal, it fails to consider
the numerous unintended consequences should this proposal move
forward.

With so much hanging in the balance, the Obama Administra-
tion’s sprint for the finish line in this rulemaking puts politics
above people and it should be the other way around.

I look forward to our witnesses’ testimony today about how this
proposal would hurt Main Street investors, first-time savers, and
small businesses across the country.

With that, I now recognize the gentleman from New York, Mr.
Garrett, the chairman of the Subcommittee on Capital Markets and
Government Sponsored Enterprises, for 2 minutes.

Chairman GARRETT. Of New Jersey, not New York. Yes, thank
you.

Every day, millions of Americans look to a broker-dealer or in-
vestment advisor for guidance as to what to do with their hard-
earned savings and to help them to have a secure and prosperous
retirement.

This was once a privilege only of the wealthy. This personalized
investment advice and access to financial markets is now enjoyed
by Americans of all income levels.

Back in 2008, the financial crisis and the current market tur-
moils highlighted the importance of such advice, as numerous stud-
ies show that investors who work with a financial professional re-
ceive better and more consistent returns on their investment, while
those who invest on their own oftentimes make the mistake of buy-
ing high and selling low.

In fact, the Department of Labor estimated in 2011 that people
who invest without the benefit of professional advice make errors
that can cost $114 billion a year. That makes it all the more curi-
ous that this same Department of Labor is now marching forward
with a regulation that will upend the ability of Americans to re-
ceive such guidance and which threatens the retirement security of
the most vulnerable within our society.

When President Obama announced the rulemaking earlier this
year, a release from the White House stated that the rule, “is tak-
ing a step to crack down on those Wall Street brokers who don’t
put the best interests of workers and middle-class families first.”

But if you look at the panel before us, the witnesses today, and
in reading through some of the 2,000 comment letters received by
the DOL, I think it is pretty clear that the biggest impact of this
rule is going to be felt less on Wall Street and more so by the mil-
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lions of middle- and lower-income households who may ultimately
have no place to go for their advice.

Moreover, the SEC continues to contemplate implementation of
a uniform fiduciary standard rule under Section 913 of the Dodd-
Frank Act, a rulemaking that remains unsupported by empirical
data and which could actually directly conflict with this DOL rule.

So it is clear that the time is now for Congress to act, and by
that I would commend Mrs. Wagner of Missouri for her continued
leadership on this issue and for, again, putting forth what I think
most of us agree is a very thoughtful piece of bipartisan legislation
that will help to preserve access to financial advice for Americans
of all income levels.

So thank you, Mrs. Wagner.

And again, I thank the witnesses as well, and look forward to
your discussion.

I yield back.

Chairman DUFFY. The gentleman from New Jersey yields back.

The Chair now recognizes the ranking member of the Sub-
committee on Oversight and Investigations, Mr. Green, for 5 min-
utes.

Mr. GREEN. Thank you, Mr. Chairman.

I would like to thank the witnesses for appearing today.

And given that Secretary Perez has been mentioned, I would like
to thank him for his work on this rulemaking process and this rule
that he is attempting to promulgate. And I do so because I was
here when we took on the yield spread premium, and I remember
how difficult it was to take action with the yield spread premium,
which is not the same as what we are doing today, but which is
quite similar with the same effect, the yield spread premium.

And it seems to me that when we know that there are conflicts
of interest, some of which are invidious, onerous, some of which are
harmful, it would just seem to me that we would want to correct
this.

So I commend President Obama for his effort to correct these
conflicts and to provide small businesses and people who are trying
to retire an opportunity to avoid conflicts of interest that can be
harmful.

By way of edification, let me just explain to you how this can
work. An investor, a person with a 401(k), pays an advisor some
amount of money to assist and advise. The advisor is also paid by
a plan or some fund that the advisor recommends to the investor.
On its face, probably not a problem.

But when that advisor is incentivized to recommend a fund that
may be a high-risk fund, by being paid a higher amount than if the
advisor recommended a conservative fund, then you run into pos-
sible conflicts that can be harmful to the investor, the person who
has a 401(k).

Secretary Perez is making an effort to try to carve out exceptions
so that business can continue, but he doesn’t want the people who
have to depend on advice to be hurt at some point in the distant
future because that advice was not given properly. And he talks
about the fiduciary relationship, the responsibility of the fiduciary
to be loyal, to be a person who takes the interests of the investor
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and places that above his personal interests or her personal inter-
ests.

Now, with reference to the $17 billion, it appears that this is
from 2013; 2013 is not that long ago in my world, and $17 billion
is not a small amount of money. We talk quite regularly about how
we have decided that billions don’t equate to large losses, but I am
not in that club. I think that a $17 billion loss is quite a bit of
money. And my hope is that we will be able to remedy this cir-
cumstance.

Another point: Dr. King talked about the “paralysis of analysis,”
how we can literally take an issue and analyze it to the extent that
we get nothing done.

This is a different version of the paralysis of analysis, the bill
that we will be reviewing, because the bill would require that DOL
not act until the SEC has acted. My contention is if you want the
SEC to act, allow the DOL to move forward, and as a result of mov-
ing forward that will encourage action by the SEC.

I am absolutely convinced that what we are trying to do is appro-
priate in terms of rulemaking.

And Mr. Bullard, I have read your testimony in its entirety, and
I want you to know that I compliment you on the statements that
you have made. You have given us a clear picture of what happens
when we have these conflicts of interest, that some people call kick-
backs by the way. They are known by a good many people as kick-
backs, these conflicts of interest.

In one of your statements on page 14 of what I have as your re-
port, you indicate that it is economically irrational for the advisor
to be paid more to recommend an aggressive asset allocation over
a conservative one. I think that is a pretty strong statement, and
I commend you for making the statement.

Your statement in its entirety is one that I enjoyed reading, and
I commend you for the strong stance that you have taken.

Thank you, Mr. Chairman. I am going to yield back my time, but
I will not yield on the question of making sure that we protect
small investors.

Chairman DUFFY. The gentleman yields back.

The Chair now recognizes the gentlelady from Missouri, Mrs.
Wagner, the sponsor of H.R. 1090, the Retail Investor Protection
Act, for 172 minutes.

Mrs. WAGNER. Thank you very much, Mr. Chairman.

And thank you all for joining us today to discuss this very impor-
tant issue that could potentially jeopardize the access of millions—
millions—of low- and middle-income Americans to receiving invest-
ment advice for their retirement.

Make no mistake. The chairman mentioned a bit ago that Amer-
ica is in a retirement savings crisis today. Washington needs to be
empowering individuals to save for retirement, not making it more
difficult. This has been one of the most significant issues I have
taken up since coming to Congress in 2013.

My legislation, the Retail Investor Protection Act, will help pre-
vent Washington from interfering with the ability to save for retire-
ment.

I want to thank the Members across the aisle over the years who
have made this a bipartisan issue. We had 30 Democrats vote for
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this legislation in the last Congress, many of whom sit on this very
committee, and this year we have seen 12 Senate Democrats write
letters outlining major concerns about the Rule.

I was also pleased to have Representative David Scott and Lacy
Clay join with Representative Andy Barr and so many others on
a letter to the Department of Labor at the end of July asking for
a re-proposal

I look forward to working with even more Members from across
the aisle, starting with this hearing today.

I know many of us heard from our constituents over the August
recess, and I hope that everyone asks the right questions that will
help protect access to financial advice for those back home.

I thank you, and I yield back my time.

Chairman DUFFY. The gentlelady yields back.

I again want to welcome our panel, our witnesses today.

By way of brief introduction, we have Caleb Callahan, senior vice
president and chief marketing officer at ValMark Securities; Paul
Schott Stevens, president and CEO of the Investment Company In-
stitute; Professor Mercer Bullard, MDLSA distinguished lecturer
and professor of law, University of Mississippi Law School; Mr.
Scott Stolz, the senior vice president, PCG Investment Products,
Raymond James & Associates; and we also have last but not least
Juli McNeely, president of the National Association of Insurance
and Financial Advisors—she is also from the great State of Wis-
consin, a small town, has a great Member of Congress representing
her in the committee and in the House.

I am not biased.

I just want to remind our witnesses that you do have three lights
in front of you. You are going to be recognized for 5 minutes. The
green light means go, the yellow light means you have a minute
left in your testimony, and the red light means your time is up.

So with that, Mr. Callahan, you are recognized for 5 minutes.

STATEMENT OF CALEB CALLAHAN, SENIOR VICE PRESIDENT
AND CHIEF MARKETING OFFICER, VALMARK SECURITIES,
INC., ON BEHALF OF THE ASSOCIATION FOR ADVANCED
LIFE UNDERWRITING (AALU)

Mr. CALLAHAN. Chairmen, Ranking Members, and members of
the subcommittees, thank you for the opportunity to testify today.
My name is Caleb Callahan, and I am a principal of ValMark Secu-
rities. I am testifying today as a member of the AALU and on be-
half of the 2,200 life insurance professionals it serves nationwide.

Our firm has roughly $14 billion in assets under care. These as-
sets are split evenly between the fee-based regime and the broker-
age regime. This is relevant because we build numerous financial
plans which call for solutions from both of these models as being
regularly needed and regularly used.

My purpose today is to provide feedback on the Department of
Labor’s rule based on real-world experience, working directly with
advisors and clients.

I also want to convey that while well-intended, this rule will like-
ly have the very opposite effect that it intends to have on savers.

And finally, I want to express my strong support for Representa-
tive Wagner’s Retail Investor Protection Act. This is a thoughtful
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piece of legislation that will lead to better rulemaking and avoid
the unintended consequences which include average savers losing
choice and access to professional advice.

The first main point I want to make is that the Department of
Labor chose not to build on the existing regulatory framework.
Members of this committee are well aware that the SEC has long-
tenured experience with standard-of-care issues. And FINRA itself
commented in its own letter to the Department that this proposal
does not reflect marketplace realities and will lead to a “fractured
approach” in the market.

But most importantly, the Department did not build on its own
great work. Recently, it finalized final 408(b)(2) disclosure regula-
tions. These regulations require advisors to disclose the services
they provide, whether or not these services are provided in a fidu-
ciary capacity, and the fees associated with those services.

I can tell you in analyzing our own business data, the commis-
sion-based brokerage plans under this disclosure regime grew by a
rate of 26 percent where the fee-based regime grew by a rate of 114
percent, nearly 4 times that.

And in talking with advisors, they say that these metrics are di-
rectly the result of these final disclosure rules. So the bottom line
is the data shows a movement towards fee-based plans, and yet
there is a need to preserve the choice for access to commission-
based plans.

And so the question is, why would we not build on this new and
great work rather than forge into uncharted waters with this re-
gime?

The second point is that the proposal conflicts with other key
regulatory initiatives. A recent GAO study talked about the impor-
tance of savers analyzing whether or not they should delay Social
Security. And I will just simply say that analysis is not general,
it is not hypothetical; it is very unique. And the Department’s pro-
posal makes that advice less available in the market.

In addition, for the last several years the Treasury has promoted
the use of lifetime income annuities, but the DOL proposal will dis-
courage the use of these important tools.

And finally, the Department of Labor has not coordinated how
expanding its own fiduciary standard into the space of IRAs, which
already has a fiduciary standard under the SEC, will be har-
monized.

For example, the SEC has indicated that the fee-only regime is
not always the best regime in all circumstances.

The third and final point I want to make is that this rule will
harm average savers. Small investors will lose access. And people
want to politicize this point and question whether or not it is real,
I am telling you, it will happen.

In this, we are dealing with people, not just statistics. I was re-
minded of this: My mother called me a couple of weeks ago. Now,
my mom’s an incredible lady, but she has not saved much money.
She has done a lot of volunteer work most of her life. Her and my
dad have saved about $25,000.

She asked me a series of questions, should I file Social Security?
Should we file and suspend? And I was able to walk her through
a number of scenarios.
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The point is that for 1 percent of $25,000, $250, with this rule
professionals will not provide advice with unlimited liability. And
my parents and people like them will lose access to the advice that
they need.

My final point is that consumers will lose choice. And consumers
ha\fle the right to make informed choices, and we must protect this
right.

Here is a critical point: Other markets have shown us that clear
and simple tools like standardized disclosures, good-faith estimates,
and consumer reports can empower customers to make informed
decisions. So I challenge the committee to help us preserve the
right for retirement savers to make choices that are in their best
interest, but as they determine that best interest to be.

I want to thank the committee for the opportunity to testify this
morning. And at the appropriate time, I welcome any questions on
my oral or written remarks.

Thank you.

[The prepared statement of Mr. Callahan can be found on page
95 of the appendix.]

Chairman DUFFY. Thank you, Mr. Callahan.

Mr. Stevens, you are recognized for 5 minutes.

STATEMENT OF PAUL SCHOTT STEVENS, PRESIDENT AND
CHIEF EXECUTIVE OFFICER, INVESTMENT COMPANY INSTI-
TUTE (ICI)

Mr. STEVENS. Thank you, Chairman Duffy, Chairman Garrett,
Ranking Member Green, and members of the subcommittees. I am
grateful for the opportunity to discuss the Department of Labor’s
proposed new definition of fiduciary duty for retirement advice and
services.

ICI and its members strongly support the principle that
underlies the Department’s proposal. All financial advisors should
be held to act in the best interests of their clients.

The proposal itself, however, is deeply flawed.

Were the rule adopted in anything like its current form, it would
harm retirement savers by drastically limiting their ability to ob-
tain the guidance, products, and services they need to meet their
retirement goals. It also would increase costs, particularly for those
retirement savers least able to afford them.

You have my very detailed written testimony. And in this state-
ment, I would just like to make four points.

First, supporters of the proposal claim that retirement savers are
suffering $17 billion a year in harm due to broker-provided advice.
This claim is false. It is an exercise in storytelling.

The claim relies on academic studies using outdated statistics
that simply don’t reflect today’s fund marketplace. And the Depart-
ment of Labor relying upon these studies, not doing its own anal-
ysis, then misapplies the studies actually to overstate their find-
ings.

The Department also assumes that broker-sold funds are under-
performing other funds and thereby harming investors. In fact, a
simple review of publicly available data shows that investors who
own front-end-load funds have concentrated their investment dol-
lars in funds that outperform, not under-perform, the Morningstar
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category that they are part of by about one-quarter of 1 percent
each year.

Second, the Department ignores the significant social harm that
its proposed rule would cause. Its economic analysis takes no ac-
count, for example, of the costs the rule would impose on investors
by forcing them to move from commission-based advice to fee-based
accounts. We calculate that the higher costs of these fee-based ac-
counts will total $47 billion over the rule’s first 10 years.

The Department also ignores the harm that investors with small
accounts will suffer when they lose access to advice.

Fee-based advisors typically require minimum balances of
$100,000 or more. But three-quarters of individual retirement ac-
counts hold less than $100,000. In fact, half hold less than $25,000.
That is 20 million savers.

Chairman Garrett, I asked my research team how many would
that mean in New Jersey? We estimate about 120,000 people in
your State are in that category.

We estimate that bad decisions by investors as a result, who
can’t obtain the advice that they need, will reduce their returns by
$62 billion over the rule’s first 10 years.

The analysis that we have done, and it is spread out on the
record for all to see, indicates that far from reducing costs, the rule
would increase fees and lower returns, resulting in $109 billion in
increased costs to American workers over 10 years.

To make matters worse, rather than grandfathering existing re-
lationships, the rule would compel many investors to pay twice for
the same advice and services by incurring fees to manage assets on
which they have already paid commissions.

Such a massive overhaul of the marketplace for retirement in-
vestment advice should be supported by a solid analysis that clear-
ly identifies a substantial problem and convincingly demonstrates
that there are no easier or better remedies available. By this stand-
ard, the Department’s justification fails utterly.

My third point is the Department’s overly expansive and ambig-
uous fiduciary definition will impede commonplace interactions
that retirement savers now take for granted.

In my written statement, I describe my adult son’s recent experi-
ence consulting with the call center of a major mutual fund com-
pany about rolling over his 401(k) balance to an IRA. Following the
adoption of the proposal, I believe it is highly unlikely that fund
providers will be able or willing to provide the kind of help or infor-
mation that he received and that is most needed by young people
starting into their working lives, people of limited financial exper-
tise, and those with modest retirement savings balances.

Fourth, the best-interest-contract exception will not mitigate the
harm caused by this expansive and ambiguous fiduciary definition.
It is laden with burdensome contract requirements, an array of
compliance and liability traps. In fact, it is quite useless.

What is certain is that financial firms are unlikely to subject
themselves to the BIC exemption strictures and our members have
told us that they will not.

As you will see in my written statement, we have offered the De-
partment detailed suggestions about how to repair the proposal.
We share with this committee and the authors of H.R. 1090 the
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goal of getting this goal right. And if the Department continues on
its current course, it will get the rule disastrously wrong.

Thank you very much.

[The prepared statement of Mr. Stevens can be found on page
241 of the appendix.]

Chairman DUFFY. Mr. Bullard, you are recognized for 5 minutes.

STATEMENT OF MERCER E. BULLARD, MDLA DISTINGUISHED
LECTURER AND PROFESSOR OF LAW, UNIVERSITY OF MIS-
SISSIPPI SCHOOL OF LAW

Mr. BULLARD. Thank you. Chairman Duffy, Chairman Garrett,
Ranking Member Green, and members of the subcommittees, it is
an honor and a privilege to appear before you today. Thank you for
this opportunity.

And I especially appreciate Ranking Member Green’s astute
reading of congressional written testimony.

I am the founder and president of Fund Democracy, a nonprofit
advocacy group for investors, and a professor of law at the Univer-
sity of Mississippi’s School of Law.

I will briefly discuss H.R. 1090 and then discuss the Depart-
ment’s fiduciary rulemaking.

Section two of H.R. 1090 would require that the Department
delay rulemaking until the commission has adopted fiduciary rules.
In my view, the Department’s rulemaking is long overdue and any
further delay will continue to allow broker-dealers to provide im-
proper financial incentives to financial advisors, making the De-
partment’s rulemaking contingent on SEC actions particularly in-
appropriate.

One reason is that the legal standards that the Department and
the SEC apply are quite different. Financial advisors’ standards of
conduct are lower than the standards applied under securities laws
and the standards applied under ERISA.

Another reason is that their jurisdiction is different. The Depart-
ment has jurisdiction over all retirement assets, including non-se-
curities, whereas the SEC has jurisdiction only over securities.

In my view, Section 3’s requirement for further SEC study and
findings as a condition of rulemaking is also inappropriate. Such
requirements create unnecessary and redundant regulatory bur-
dens and undermine notice and comment process under the APA
while not creating any material benefits.

There are two facts about the Department’s proposal that I sug-
gest the subcommittees consider foremost. First, financial advisors
have significant incentives to make recommendations in order to
maximize their own compensation. Second, industry claims that
the proposal is not workable are not based on how the proposal
would actually work.

The adverse effect of conflicted compensation is undeniable. If
you pay more for an activity, you will get more of it. Financial advi-
sors are paid more for recommending stock funds than for bond
funds and short-term bond funds. As a result, more stock funds are
sold than short-term bond funds.

To put some numbers on the conflict of interest, a stock fund
would typically charge a 5% percent commission, of which 5 per-
cent would go to a broker-dealer, and the broker-dealer would then
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typically pay about 2 percent to the financial advisor. So that
would be about $200 to the financial advisor for a $10,000 invest-
ment.

If the financial advisor recommended a much safer, short-term
bond fund, the advisor would be $80. The advisor would be paid
more than twice as much for recommending a risky stock fund over
a safe, short-term bond fund.

Advisors selling incentives can actually be far more distorted.
For example, broker-dealers often pay advisors a substantial bonus
if they reach a certain level in commissions, say $300,000. On the
first g299,000 they would be paid 30 percent, but if they reached
$300,000, they might be paid 40 percent. In other words, one small
$10,000 investment can result in additional payment of $29,000.

The advisor might recommend a short-term bond fund and be
paid only $80 or a stock fund that gets them the $300,000 in com-
missions and be paid more than $29,000—$80 or $29,000?

It would be helpful to know if my fellow panelists think it is ap-
propriate to be paid twice as much for selling a stock fund than a
short-term bond fund, or whether it is appropriate to choose be-
tween a recommendation that would pay you $80 than $29,000.

My understanding is that Raymond James does not pay retro-
active commissions. Why did Raymond James make that decision?
Or more importantly, does Raymond James find its own policy to
be unworkable, that avoids the conflicts of interest that are created
by retroactive commissions?

The Department’s rulemaking is eminently workable. The pro-
posal would affect compensation paid only at the advisor level, not
at the broker-dealer level. Even then, it would not affect higher
compensation paid to advisors, for example, for selling variable an-
nuities. Advisors could be paid more for selling platform funds.

The industry claims the proposal would prohibit commissions.
There is nothing in the proposal that prohibits the payment of com-
missions.

The industry claims that small investors will be harmed by the
proposal. They are correct that the Department’s rulemaking will
affect small investors differently. It will provide greater benefits to
them than to any other group. Conflicted compensation harms
small investors more than any other group of investors. Small in-
vestors are paying the highest price for indefensible compensation
practices that I have already described.

Thank you again for the opportunity to appear. I would be happy
to answer any questions.

[The prepared statement of Mr. Bullard can be found on page 66
of the appendix.]

Chairman DUFFY. Thank you, Mr. Bullard.

Ms. McNeely, you are recognized for 5 minutes.

STATEMENT OF JULI MCNEELY, PRESIDENT, NATIONAL ASSO-
CIATION OF INSURANCE AND FINANCIAL ADVISORS (NAIFA)

Ms. McNEELY. Thank you, Chairmen Duffy and Garrett, Rank-
ing Members Green and Maloney, and members of the subcommit-
tees.

I am Juli McNeely, NAIFA president, and owner of McNeely Fi-
nancial Services in Spencer, Wisconsin.
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NAIFA members like me are in every congressional district in
this country. I personally have 25 small-business clients, most with
fewer than 25 employees, and 484 individual clients with an aver-
age account size of approximately $71,000.

Most of my clients started out as new savers and most likely
would not have started a systematic retirement savings without my
encouragement and advice.

The DOL proposal is well-intended, but unless substantially
changed, it will hurt middle-income savers. People of modest means
either cannot afford or are not comfortable with fee-for-service ad-
vice.

I compared the costs of commissions versus asset management
fees for a small retirement saver and found the saver would pay
twice as much over a 20-year period for an asset-based service ar-
rangement. If left with less choice and less advice, fewer will take
the steps needed to put in place a long-range plan to fund their re-
tirement. They need more, not less, advice on whether and how to
save for the long term.

The best-interest-contract exemption, which almost all NAIFA
members will need to use to provide fiduciary advice to middle-in-
come clients, not only adds significant implementation costs, but it
also will add costs due to considerable increase in the risk of litiga-
tion.

The DOL minimizes the likelihood for lawsuits based on poor in-
vestment performance, but there will be more lawsuits. And while
many will be resolved in favor of the advisor who behaved appro-
priately, the cost of defending and insuring against that risk will
be substantial.

The BIC exemption creates a barrier by requiring a signed con-
tract acknowledging fiduciary responsibility both by the advisor
and all financial institutions offering products before the advisor
makes any recommendations. The cost to explain it to a client with
whom the advisor is still building trust is likely to be prohibitive.

The DOL proposal is complex and requires the creation and im-
plementation of an entirely new compliance regime. There will be
massive market disruption and many middle-income retirement
savers will suffer without advice on their retirement planning deci-
sions.

Additional complexity will also adversely impact the use of annu-
ities. Different sets of rules will govern fixed and indexed as com-
pared to variable annuities.

Annuities, with their lifetime income guarantees and ability to
manage longevity risks, are the retirement planning vehicle of
choice for many middle-income savers. Unlike their wealthier coun-
terparts who can afford and are comfortable with fee-for-service in-
vestment accounts, middle-income savers cannot use their modest
account balances to self-annuitize. They need the guarantees pro-
vided by annuities.

And the DOL proposal governing annuities makes it more dif-
ficult and, for some, impossible to give advice on annuities.

Many NAIFA members are agents or affiliates of insurance com-
panies who primarily offer their own products or may have limita-
tions on sales of other companies’ products. The DOL must make
clear that advisors who offer annuities and/or proprietary products
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do meet the impartial conduct and best-interest requirement of the
rule.

NAIFA supports H.R. 1090, which would prevent the DOL from
writing new rules to govern retirement saving vehicles until after
the SEC has studied and reported to Congress whether the imposi-
tion of new duties and obligations is advisable and until the SEC
has the opportunity to issue any such rules.

It is imperative that the rules governing investment products
and advice in the retirement space, including IRAs, not conflict
with the rules that govern the same products outside the realm of
retirement savings. Only the SEC can issue rules that would im-
pose a uniform standard in both contexts.

Secretary Perez has repeatedly noted how helpful stakeholder
input has been to date. The DOL agrees extensive changes need to
be made. And to be sure that any such changes will be workable
in the real marketplace, it is critical that we have an opportunity
to comment on the revisions, and for the Department to incorporate
that feedback into final rules if it proceeds.

Thank you.

[The prepared statement of Ms. McNeely can be found on page
103 of the appendix.]

Chairman DUFFY. Thank you, Ms. MeNeely. The Chair now rec-
ognizes Mr. Stolz for 5 minutes.

STATEMENT OF SCOTT STOLZ, SENIOR VICE PRESIDENT, PCG
INVESTMENT PRODUCTS, RAYMOND JAMES & ASSOCIATES,
INC.

Mr. StoLz. Thank you, Chairman Duffy, Chairman Garrett, and
members of the subcommittees for giving me the opportunity to
testify here today.

I am Scott Stolz, senior vice president for Private Client Invest-
ment Group for Raymond James.

On behalf of the 6,500 advisors and 10,000 employees who work
hard every day to take care of the financial needs of our 1 million
clients, I want to express our appreciation for giving me the oppor-
tunity to share our thoughts on this very important topic.

From our home base in St. Petersburg, Florida, Raymond James
has grown to a national firm based mainly on a retail business
model that serves the individual investors. Our firm’s core principle
is service first. We believe that if you take care of the client, every-
thing else will take care of itself.

This emphasis on taking care of the client, along with our focus
on long-term results as opposed to the next quarterly earnings
cycle, has served us very well.

Now, most of those in favor of the Department of Labor’s pro-
posal want to frame this debate solely on whether or not a financial
advisor should put their clients’ best interests first. After all, who
could possibly argue with that?

But this debate is really about the road we take to get there.
Once one fully understands the hundreds of pages of proposal the
Department has put forth to achieve this mutually agreed-upon
goal, there is only one possible conclusion, which is that the rule,
as written, is overly complex, would be incredibly expensive to im-
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plement, and would expose the hundreds of thousands of trusted
and well-meaning financial advisors to unfair legal liability.

On more than one occasion, Secretary Perez has cited the case
of the Toffels as an example of why this rule is necessary. The
Toffels had accumulated much of their savings in Vanguard mutual
funds. Their bank recommended they cash out their mutual funds
and purchase what the Secretary has called a very complex vari-
able annuity with $650,000 of the proceeds.

This recommendation has been criticized for being too costly. Ac-
cording to Secretary Perez, this conflicted advice most certainly
caused the advisor to put his interests before that of the Toffels.

Whether or not the advice the Toffels received was in their best
interests is open to debate. But what I do know is the Toffels case
can actually be used as an example of the flaws of the current pro-
posal.

Subsequent to the recommendation the Toffels received, Mr.
Toffels’ health unexpectedly deteriorated. Not surprisingly, finan-
cial flexibility became their biggest financial need. It seems obvious
to me that the annuity recommendation didn’t work out, not be-
cause it wasn’t in the Toffels’ best interest, but because their cir-
cumstances significantly changed.

Yet here we are not only second-guessing the recommendation,
but condemning it and labeling it a tragic story, to use the Sec-
retary’s words.

And this is exactly what will play out time and time again if the
DOL proposal is adopted as is. The complexity, ambiguity, and
legal requirements of the rule will ensure that well-meaning advi-
sors who work hard to put their clients’ best interests first will be
subject to Monday-morning quarterbacking.

Faced with this potential, advisors will make investment rec-
ommendations based in part on how they can best limit their po-
tential future liability. It is inevitable, therefore, that they will
move to a one-size-fits-all pricing model so they can avoid any pos-
sibility of being accused of making a recommendation based on how
they were compensated.

Under such a model, many will either pay more than they do
today or will get no advice at all. This is particularly true for the
smaller investors, the very ones the Department of Labor is trying
to protect.

Current security laws and regulatory practices protect advisors
from unwarranted Monday-morning quarterbacking to some de-
gree. Unfortunately, the Department’s proposal will strip these pro-
tections and open a Pandora’s box of litigation based on investment
outcomes that can never be predicted with certainty by even the
best-intentioned advisor.

We stand ready to continue to work with the Department of
Labor to craft a final rule, and we believe that if the Department
adopts the changes we have outlined in our comment letter, they
can accomplish this goal with minimal disruption to the financial
system.

However, since they have indicated that there will not be a re-
proposed rule, we are understandably concerned that the final rule
will be no more workable than the current one.
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In addition, we believe that the SEC’s deep industry knowledge
puts them in a much better position to craft a workable rule. And
for these reasons, we support the Wagner bill.

In closing, I want to emphasize that Raymond James has long
been a supporter of a common fiduciary standard. Long before the
Department of Labor first proposed a rule, we instituted a client
bill of rights that is given to every client when they become a client
of Raymond James. Amongst these rights is the right to expect rec-
ommendations based solely upon the client’s unique needs and
goals, as well as the right to know all costs and commissions asso-
ciated with a recommendation.

We just don’t think it takes a hundreds-of-pages proposal in
order to accomplish this goal.

I would like to thank the committee for this time. And I would
be happy to answer any questions you may have.

[The prepared statement of Mr. Stolz can be found on page 267
of the appendix.]

Chairman DUFFY. Thank you, Mr. Stolz.

The Chair now recognizes himself for 5 minutes for questions.

Listen, I think we are all on the same page. We want to make
sure that Americans are incentivized to save for their retirements,
and we want to make sure they get good advice, that they invest
well, and that they are able to pick products and services that best
meet their needs.

I have to tell you, I have been in this town for 4% years, and
bureaucrats who sit in really fine offices and buildings don’t always
know what is best or what families consider best in Spencer, Wis-
consin; or Wausau, Wisconsin; or Hayward, Wisconsin.

And I think to have the opportunity to get good advice should be
made by the individual investor.

We have heard claims, not to bring up “Obamacare” but I will,
that if you like your doctor you can keep your doctor, if you like
your health insurance plan, you can keep your health insurance
plan; and so, too, if you like your financial advisor and your finan-
cial plans, you can keep those as well after this rule.

Both of them, all of them are wrong.

What concerns me the most with the way this rule is crafted is
that if you are wealthy, if you have a fat account, you are going
to get great advice, you are going to be the one who can find profes-
sional help in how you invest to get the best return on your invest-
ment.

But if you are a lower-income or smaller saver, this rule isn’t
going to allow you to get professional advice. You are going to be
now relegated to robo-advisors. I am stuck with my computer, put-
ting in random data and letting the computer print out what the
computer through algorithms thinks is best for me?

Ms. McNeely, in the last month you have see the markets swing,
like the rest of us have. By chance, did you get more calls in the
last month than you have in previous months?

Ms. McNEELY. Generally, I do. However, I have found that if I
do proper planning with my clients, we have protected them from
that downside with the use of annuities. But yes, absolutely, when
the market fluctuates they call me, we talk through it, we calm
them down, and they move forward.
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Chairman DUFFY. When people see a large downturn in the mar-
ket, do they sometimes become afraid and want to sell?

Ms. McNEELY. Without question.

Chairman DUFFY. And do you think that is the best thing for
your clients to do?

Ms. McNEELY. It is the exact wrong time to be selling, sir.

Chairman DUFFY. And you are able to counsel them through
that, right?

Ms. McNEELY. I actually call it, “telling them not to jump off the
bridge.” So yes, we do counsel them through it.

Chairman DUFFY. I would have to argue that talking to a finan-
cial advisor in these downturns as opposed to getting a text
through your robo-advisor on your computer is far more soothing
and probably offers a little better advice and sounder, long-term
strategic planning, yes?

Ms. McNEELY. Absolutely, and specifically because I know their
entire situation. We have spent countless hours talking through
their specific issues, and so I know them personally and can give
them much better advice.

Chairman DUFFY. What happens to your clients if this Depart-
ment of Labor rule goes through? Do they still, in the same capac-
ity, get access to your advice, do you think?

Ms. McNEELY. As it is written right now, my feeling is that like-
ly I would not be able to work with a large number of my clients
because I do have a very small asset base with a lot of my clients,
they are new savers, so it will likely preclude me from working
with them because I will be subject to some asset-based limits.

Chairman DUFFY. Yes, we don’t come from a very wealthy area,
do we?

Ms. McNEELY. No, sir.

Chairman DUFFY. Yes, I would agree with that.

Mr. Stevens, I was intrigued by the analysis that you all have
done in regard to the true cost of this proposal. The cost isn’t a $17
billion cost, it is much higher than that if this rule was to go
through, is that correct?

Mr. STEVENS. Yes, Mr. Chairman. And I think we have spread
this analysis on the record in comment letters, in testimony up
here on the Hill and to the general public.

And what I would say to you is that no one, no supporter of this
proposal has yet to come to the ICI and said, here is why your
numbers are wrong; that includes the people at the Department of
Labor who have been working on the bill, as well as the academics
whose studies the Department of Labor was relying upon.

So if we have this wrong, we would like to know. But no one has
challenged our numbers yet, and I think they are exactly right be-
cause the Labor Department process was deeply flawed.

Chairman DUFFY. So what are the biggest flaws of their anal-
ysis? And what are the biggest numbers that they missed, in your
opinion?

Mr. STEVENS. First of all, as I say, they have predicated the
whole thing on studies that were out of date, depicting a market
that doesn’t exist anymore.

Chairman DUFFY. How old?
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Mr. STEVENS. One that is typical of 10, 15 or 20 years ago. In
fact, that is one of the critiques I would have with Professor
Bullard’s analysis, as well.

The truth is, over the past 10 years virtually every penny that
has gone into a mutual fund has gone into a no-load fund. In fact,
the funds that have sales charges associated with them, front-end
sales charges which is the subject of what the Department of Labor
talks about, have had outflows, very substantial ones, for all of the
past 5 years.

On average, for those funds that actually do have a load, and
that is a small part of the market now, what an investor paid is
.9 percent as a sales charge on a hybrid fund or a stock fund, that
is the average, and on a bond fund .7 percent. So there is not this
vast disparity, there are not these huge costs embedded here.

All of this is publicly available information that the Labor De-
partment didn’t take into account.

Chairman DUFFY. The costs have not gone up in recent years;
they have actually down, I think.

Mr. STEVENS. Oh, it has gone down. The costs of fund investing
and 401(k) funds has gone down for a generation.

Chairman DUFFY. I have to interrupt you. I was going to try to
run a tight gavel, which I talked to the ranking member about. We
have a lot of witnesses today and I have violated the first rule by
going over by 40 seconds. I apologize.

The Chair now recognizes the gentleman from Massachusetts,
Mr. Lynch, for 5 minutes.

Mr. LYNCH. Thank you, Mr. Chairman.

I want to thank all the witnesses for your willingness to come
before the committee and testify. This is an important issue.

I do agree that the greatest danger here is leaving the small in-
vestor without advice. That is the greatest danger. And so I think
the goal of the committee is to try to find that balancing point
where the small investor, as Professor Bullard has described, is
protected from the irrefutable conflict of interest that is out there
to steer certain products because of the greater compensation af-
forded to financial advisors.

This is especially important, I think, the private-side-retirement
industry is so important because of the impending and long-term
weakness in the Social Security system. So we have to try to opti-
mize and maximize the benefits to retirees just because of the de-
mographics here. We have to figure that out.

And I know there are a lot of great financial advisors out there
who do the right thing every single day. There are some bad actors
and they get a lot of the attention, but look, I was an iron worker
for 20 years and if we did not have financial advisors who helped
us plan for the future, there would be a lot of families who wouldn’t
have that protection, so we have a really keen interest in finding
the right balance here.

The DOL, and a number of you have said it, I think their intent
is, I think their incentive here is well-intended. There is a situation
out there with conflict of interests that does disadvantage small in-
vestors and future retirees.

And Professor Bullard, I want to ask you, there is a 2013 GAO
report that talked about IRA rollovers and that at least in that
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small instance that a lot of folks were getting bad advice and that
it wasn’t necessarily in their best interest about rolling over their
IRAs.

Can you tell me what type of retirement advice or services would
be prohibited under the rule that the Department of Labor is now
proposing?

Mr. BULLARD. I am glad you mentioned the GAO study. For
those who are interested, you can actually listen to some of the
calls that they recorded where registered representatives were es-
sentially lying about IRAs not imposing fees. And that is exactly
the kind of abuse that the DOL is trying to put an end to.

Now, the effect will be that when somebody makes a call to one
of these call centers and, subject to FINRA rules, they are already
required to ensure the recommendations they make are suitable,
that they are not allowed to make recommendations when those
recommendations would result in the call center personnel being
paid more for recommending one thing than another.

There is no effect on what the broker-dealer gets paid, it has no
effect on what the branch manager gets paid. You only have to
make sure the call center employee does not have an incentive to
get paid twice as much for selling the stock fund than the short-
term bond fund, and that would be the effect of the rule. So they
wouldn’t have the incentive to misrepresent IRAs being cost-free.

Now, there is still the problem that they have an incentive to
move them out of the 401(k) and that is going to obviously put
money in the pocket of the advisor, that they wouldn’t otherwise
get if the money was still in the 401(k).

Ultimately, you can’t address that conflict. That is inherent in
asking for advice. And the Department’s rule unfortunately would
not prevent that. But there really isn’t a way to prevent that. But
at least it would make sure that you had to disclose fully what
those conflicts are and how they are getting compensated and that
you had to make sure that person did not have a direct financial
incentive to recommend one thing over another.

Mr. LyNcH. What about a number of very good companies that
have been in business for a long time and have done great work
in helping individuals with retirement plans? A lot of those groups
have come up with alternatives for this best-interest standard. Tell
me why their approaches are inadequate?

Mr. BULLARD. In some cases, they have actually taken the same
steps that the Department would require, while saying at the same
time that they are unworkable. Raymond James has eliminated
retroactive payout grids. Apparently, other firms think that is un-
workable.

Some have put caps on commissions paid, for example a 4 per-
cent cap on the amount that a financial advisor can be paid for
selling a fund. The industry says that is unworkable.

Some have product-neutral payout grids, in other words you
don’t get paid anything more for selling one product or another.
The industry says that is unworkable, but there are broker-dealers
that are currently out there doing that.

There are some that actually have gone much further than what
the Department would require. They have had neutral compensa-
tion for variable annuities versus non-variable annuities. The De-
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partment does not require that. They have neutral compensation
for platforms and proprietary funds and other funds. The Depart-
ment does not even require that, yet there are industry members
whom FINRA has documented are already engaged in those prac-
tices.

So when the industry says things are unworkable, what I would
like to know is how is it that a number of broker-dealers are mak-
ing them workable without even already being required to do so?

Chairman DUFFY. The gentleman’s time has expired.

Mr. LYyNcH. Thank you.

Mr. Chairman, my time has expired. I thank you for your indul-
gence.

Chairman DUFFY. The gentleman yields back.

The Chair now recognizes the gentleman from New Jersey, not
from New York, Mr. Garrett, for 5 minutes.

Chairman GARRETT. Thank you. Right. Thanks again.

I will start with you, Mr. Stolz. So you have heard the testimony
that I have heard so far from the professor.

Mr. StoLZ. Yes.

Chairman GARRETT. Talking about the conflict of interest here,
how does that actually play out in reality, however? There are
other rules that you have to go by, right?

So in other words, Mr. Callahan, you were talking about your
parents, $25,000.

I think, Mr. Stevens, you said there are over 100,000 people in
that category in the State of New Jersey, in that level.

So you have somebody coming to you with $25,000. I am not
going to guess how old your parents are, Mr. Callahan. My parents,
my mom is 91, so if she comes to you with $25,000 and that is her
life savings to invest, now, the professor is suggesting that the only
thing that they are going to be looking at is the $80 versus the
thousands of dollars. But aren’t there other rules that apply? Isn’t
there, without saying what the rule is, well, I will, suitability that
applies there that would counter any of those other incentives?

Mr. StoLz. That is correct. The part or the piece of the puzzle
the professor is leaving out is that there are procedures in place
to make sure that the recommendations are based on the needs of
the client and not on the compensation plans that the individuals
have. And we have entire compliance Departments whose role is to
oversee these things, then they will run reports that will indicate
if any advisors are over-concentrated in different areas or going too
far in one way, et cetera.

Chairman GARRETT. Right. And if there is a violation of that,
don’t we have years of case law to go and look at this to say what
suitability is and what suitability isn’t?

Mr. StoLz. That is correct. And the example the professor gave
where individuals lied about the IRAs, current law would take care
of that. If somebody misrepresented the way that the product
works or the plan works, that would be covered under current law.
We don’t need the Department’s rule in order to add to that.

Chairman GARRETT. So we know what the rule is today, right?

Mr. Storz. Correct.

Chairman GARRETT. We know what the standard is today, right?
We know the courts have interpreted this, right?
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Mr. Storz. Correct.

Chairman GARRETT. But now we are going down a whole new
road with the DOL, aren’t we? They have something as far as what
is reasonable instead as far as their proposal. Do we know—Ilet us
go down the road. Is reasonableness defined in the DOL-proposed
rule?

Mr. StoLz. The current proposal states that compensation must
be reasonable. It is not defined.

Chairman GARRETT. Right.

Mr. StoLZ. And that will certainly be one of the issues. What is
reasonable to you might be very different to someone else.

Chairman GARRETT. Right. And so if it is not in the statute, it
is not in the rule, it certainly, therefore, has not been defined by
any courts at this point in time, so it is just totally ambiguous to
all parties involved. How does that play out then for the investor
going into it?

Mr. StoLz. Put yourself, I guess, in the shoes of the advisor.
Knowing that any recommendation you make is subject to be sec-
ond-guessed, you are going to make those recommendations in part
on what is going to reduce the chances it could be second-guessed.

It is kind of like a doctor submitting tests that may or may not
be necessary in order to make sure that they cover their bases for
any potential lawsuit.

What that means is I am not going to be making the rec-
ommendation always solely on what is the right choice for the cli-
ent because I have to consider what would happen if my rec-
ommendation is wrong and what would that lead to as far as po-
tential litigation.

Chairman GARRETT. Exactly. And let me give you a real-life ex-
ample. We are losing a good guy over at the SEC, Dan Gallagher.
And he said recently, talking about the DOL rule, “Their rule is
grounded in the misguided notion that charging fees based upon
the amount of assets under management is superior in every re-
spect to charging a commission-based fee.”

In the next 25 seconds, let me just give you a real-life example.
And maybe I will go to Mr. Callahan. You gave the numbers.

So you have a guy who is 30 years old, a young guy coming in
with $25,000 to invest or something like that to his advisor. And
he says, let’s put it into a low-cost strategy, such as into a fund,
and we will re-look at this every few years during the course of
your life, if you get married or some other things or there is tur-
moil in the markets, what have you.

If you are going on an assets-based manner of doing it, you will
be paying, what, so much amount each year on that with the
money basically just sitting, not in the bank, but sitting in the
fund. Right?

Mr. CALLAHAN. Right.

Chairman GARRETT. Conversely, if you do it the way you might
do it now on commission, you will be just paying it once. Right?

Mr. CALLAHAN. That is correct. So it depends on how long they
are going to hold the investment. And let me take a step back just
to show you how challenging this rule would be in practice in that
scenario.

Chairman GARRETT. Okay.
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Mr. CALLAHAN. So you took the ERISA framework of fiduciary
definition and apply it to an IRA, just for the sake of argument,
where there already is SEC oversight with the fiduciary. So you
have two fiduciary standards competing that are not clear.

Chairman GARRETT. Yes.

Mr. CALLAHAN. The SEC has actually come out to us, we are reg-
ulated under a best-interest standard already with the SEC, and
said, hey, there are times when you should not put a client’s money
in the fee-based account, you should put it in the commission ac-
count because over the long run it will cost them less money.

Chairman GARRETT. Right.

Mr. CALLAHAN. So here you are sitting—so the SEC with the
best-interest standard is telling you, hey, you need to put it in this
bucket and now this new rule under ERISA comes in and says, oh,
no, you need to put it in that bucket. You say, okay, there is math,
there is economics and now there is regulation and they are all
saying different things.

Chairman GARRETT. Right. Bottom line, unworkable.

Thank you.

Chairman DUFFY. The gentleman’s time has expired.

The Chair now recognizes the gentleman from Georgia, Mr.
Scott, for 5 minutes.

Mr. Scort. Okay, thank you, Mr. Chairman.

Ladies and gentlemen, I see this rule as sort of like putting our
financial system, our financial advisors in a straitjacket. That is
what this does.

And let me just point out some very salient points that disturb
me about the rule. One, to remove and to replace the compensation
package for financial advisors from being commissioned to a fee for
service will directly have a devastating impact on those folks at the
low- and middle-income ends of our economic stream.

Secondly, this business about the best-interest contract is well-
intended, but when you put the word “contract” out there, that has
legal sanctions and it will bring untold lawsuits on the one hand,
and on the other hand, it will frighten basically the very consumers
that you are trying to reach, those with low and moderate incomes,
who could be suspicious.

For example, when you go and you approach a client and you
say, well, we would like to work with you and your investments for
retirement, they say, okay, fine. First of all, you have to pay me
a fee before I can go any further. And then, oh, really? Yes.

Then second, you have to sign a contract.

Now, I would even run away from that because those things have
a devastating impact, particularly in the African-American commu-
nity.

I was able to get a letter that was written to Secretary Perez at
the Labor Department. And the letter was from the African Amer-
ican Chamber of Commerce. And here is what it said, “We continue
to be very concerned that the Department of Labor has proposed
a rule that will severely restrict African Americans in this country
and also low- to moderate-income Americans’ ability to save for re-
tirement. And the new regulation also will make it difficult for our
members, as small-business owners, to sponsor retirement savings
plans for themselves and for the benefit of their employees.
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And as a small-business owner myself, I relate so well to this.

Ms. McNeely, you work with small businesses, small-business
owners and helping them establish retirement saving plans. Do you
agree with what the African American Chamber of Commerce is
saying?

Ms. McNEELY. Wholeheartedly, sir. They definitely have hit it
right on the head.

Mr. ScoTT. Right. And let me go in my next time, I want to get
to the best-interest contract.

Mr. Stevens, was I correct in my analysis of what would happen
with the best-interest contract? And I know that the Labor Depart-
ment senses that as well and that is why they offered this exemp-
tion for the best-interest contract.

But when you look at this exemption, it is an extraordinary, com-
plex, complicated puzzle which requires an untold amount of work.
Give us your opinion on this best-interest contract, the devastation
it would have and also how unworkable this exemption is?

Mr. STEVENS. Congressman, I think you have hit the nail right
on the head. The problem with this exemption is that every bell
and whistle imaginable has been added to it. And for the life of me,
as I look at it, I believe it is an exemption that perhaps the Labor
Department doesn’t think anyone will ever take advantage of.

It will be so cumbersome, so expensive. It is not just the three-
way contract they have proposed between the call center represent-
ative or the individual representative plus the customer plus the
firm that has to be entered into, massive disclosure obligations are
associated with it, some of which actually involve violations of the
securities laws because you have to predict performance out into
the future in order to provide those disclosures.

There are massive potential liabilities, including new class action
lawsuit potential brought under State law that does not exist now.

Mr. Scort. Right.

Mr. STEVENS. In fact, in addition I would tell you that when they
did the economic analysis, they essentially said one of the things
that will be good about this rule is that there won’t be anymore
commissions paid.

That signals to me that they really don’t think anyone is going
to use this best-interest contract exemption and they wrote it with
that in mind.

Mr. Scort. Right.

I want to say in my conclusion, Mr. Chairman, if I may, a similar
approach to this was taken in the United Kingdom and it resulted
in 11 million people going without investment advisors. This is not
something we want to see happen in the United States.

Chairman DUFFY. The gentleman yields back, and point well
made.

The Chair now recognizes the vice chairman of the Capital Mar-
kets Subcommittee, Mr. Hurt, for 5 minutes.

Mr. HURT. Thank you, Mr. Chairman.

I thank you, sir, and Chairman Garrett, for hosting this impor-
tant hearing.

I represent Virginia’s 5th District, a rural district in southern
Virginia, central Virginia. Over the last month we have had the op-
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portunity to travel across this large district and spend a lot of time
on Main Street in all the localities that we represent.

And T guess what I bring to the table today is certainly the idea
that so much of what comes out of Washington, while well-in-
tended, so often ends up making things more difficult, whether it
is the President’s health care law and the costs, the unimaginable
costs that are being now imposed on so many Americans, whether
it is the Dodd-Frank Act and the limiting of consumer choice and
the rising costs of accessing capital.

All these things hit our Main Streets particularly hard and,
frankly, harder than places like Wall Street.

And so what I hear from the people that I represent is we need
to be looking for every way to make things easier, not more dif-
ficult. And I fear that this rule, as proposed, is going to do just
that. It is going to make it more difficult, more costly, with fewer
choices and less innovation.

In August, after Mrs. Wagner led a letter to Secretary Perez, he
responded. He said, “We have received your letter of July 29th re-
garding the DOL’s proposed conflict of interest rule which would
require that retirement advisors put your constituents’ best inter-
ests before their own profits.” And then he goes on with a govern-
ment-knows-best tone and says, “This is a simple premise pre-
sented with an open mind.”

And so I guess my first question would be to Mr. Stevens for
your comments as it relates to the Secretary’s statement that this
is a simple premise and that it is presented with an open mind,
because from everything that I have heard today and everything
that I have read about this subject, it is neither simple, nor does
it seem that the Department of Labor is approaching this with an
open mind.

Mr. STEVENS. Congressman, I must say we have worried about
the process that has been followed here. You must remember this
is the second time a proposal of this sort came out. They worked
on one, proposed it 4 years ago and it received enormous criticism
and they withdrew it.

And they then went back to their Department and for 4 years it
was a black box. They weren’t consulting with people about what
the rule proposal would be. There was really no transparency into
what then emerged after a 4-year period.

Our members are very concerned that there is a march-to-the-sea
potential here, despite what the Secretary may be saying. And re-
member, there is no grandfathering so every existing relationship
between a financial advisor and a retirement saver is implicated in
this proposal. And they have proposed an 8-month implementation
period for a massive overhaul of this part of the retirement market.
Why? Because it coincides with the end of the Administration.

So there is an agenda at work here, we fear, and frankly that
is why we have been positively inclined towards Congresswoman
Wagner’s bill.

The worst possible thing that could happen is that this proposal
be adopted in anything like its current form. And in order to fore-
stall that, if we have to say let the SEC go first, we think that is
infinitely preferable.

Mr. HURT. Excellent.
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Mr. Callahan?

Mr. CALLAHAN. I would echo Mr. Stevens’ remarks so much so
that I believe that letter was sent by Secretary Perez during the
middle of the public hearings. And what could be more indicative
of the mindset than during the middle of the hearing before you
have gathered all the information, you have sent a letter making
a conclusion?

So I would agree that it is not a light touch, so much that the
CEO of FINRA says this is not business-model neutral and will re-
sult in a fractured approach. That is the regulator of the existing
regime disagreeing with Secretary Perez.

But I go back to the nature of what we are doing. Does this
sound simple to you? We are taking a framework of fiduciary duty
that was established for ERISA plans, corporate plans, sponsored
plans, where the main goal was saving money, minimizing fees in
these big plans. We are parlaying that over into the individual re-
tirement space, very different needs, very different needs of access.

And we admit right from the beginning that a lot of the tools
that we use are prohibited. That is why we need exemptions. So
we are starting with a rule that says things are prohibited and
from day one we begin peeling the onion backwards to fit it in an
arena that it doesn’t belong.

I would just challenge the committee to help send a message to
the Department that the problem that we are trying to solve is pro-
viding consumers more access, giving them this robust framework
that is confusing and complex, that arguably could be strong on the
back end for fixing remedies.

Why would we not simplify it, follow the 408(b)(2) disclosures
that the Department has modeled, give them on one piece of paper
the key points of information they need to make better decisions
up front to prevent decisions from needing to be unwound?

Mr. HURT. Thank you. Thank you, Mr. Callahan.

My time has expired.

Mr. BULLARD. If I could just add to correct some of the actual
misstatements and misrepresenting what the law is.

Chairman DUFFY. The gentleman’s time has expired.

The Chair now recognizes the gentleman from California, Mr.
Sherman, for 5 minutes.

Mr. SHERMAN. Thank you, Mr. Chairman.

About 13 of us over on this side supported a similar bill a couple
of years ago. And that bill was a little narrower in that it simply
told the SEC to go first. It didn’t then lay out a bunch of things
that the SEC would have to do, which would make the SEC oper-
ate more slowly. It is a little harder to get support on this side of
the aisle to tell the SEC to go first and then tell them to go slowly.
| This process has lasted, like everything in government, far too
ong.

We have this bizarre circumstance where you have a choice be-
tween do we want to give investors freedom or protection. And one
might argue for protection, one may argue for freedom. But what
is absolutely absurd is to have one rule for my mother who inher-
ited money from my father and is 86 years old, and one for a lot
of people in this room who have IRAs and 401(k)s and similar pro-
grams.
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If you are going to provide more protection and less freedom, you
would think you would do that for my 86-year-old mother rather
than for me. But we have a circumstance where the Department
of Labor is providing the least options, they would say the most
protection, not for those who don’t have IRAs and 401(k)s and are
86 years old, but for people in this room.

It is absurd for us to have two different rules. But if we had two
different rules we should reverse it and have the greater protection
for those in their most senior years.

The other problem I have with this rule is it is written by econo-
mists who have this absurd belief that everyone else in the country
is an economist and everybody they work with is an economist, and
if everyone was an economist, I would be in favor of the rule.

And so we have no hand-holding, no help, nobody gets paid. You
get to save as much money as you decide to save if you call the
800 phone number and tell them which index fund to put the
money in. That is going to lead to a decline in total savings for re-
tirement because everyone in my district who is not an economist
wants to invest where they can talk to a person, who does need to
be paid, where they have options, they will save more if they are
allowed to invest in this or that or to make changes.

And to say that we are trying to sell ice cream, but we are only
going to sell vanilla is not a way to sell a lot of ice cream.

I am concerned about the smooth transition for existing cus-
tomers.

Mr. Stevens, I believe you have addressed that. You have talked
about grandfathering, you have talked about the implementation
period, and you have talked about existing clients. Are we supposed
to have tens of millions of clients who have already, in many cases,
paid the commission, be told that they have to jump through a
bunch of hoops to see if they can still get what they have already
paid for and to continue to save money for their retirement as they
are successfully doing? What kind of implementation period and
grandfather ruling would we need to be effective?

Mr. STEVENS. Congressman, was that a question for me?

Mr. SHERMAN. Yes.

Mr. STEVENS. I am not sure that if the rule remains unchanged,
any implementation period is going to solve the problems it creates.
We would need a long implementation period for a good rule. Eight
months is certainly going to be ridiculously short.

Mr. SHERMAN. Let us say the rest of the rule was a little better
than it is now. What grandfathering and implementation provi-
sions would you call for?

Mr. STEVENS. I think one very simple approach would be to sim-
ply say existing relationships are not affected by this rule.

Mr. SHERMAN. Okay.

Mr. STEVENS. That solves the double charging going forward.

Mr. SHERMAN. At least with the amounts that have already been
invested.

Mr. STEVENS. New relationships that are established could be af-
fected by it. That would certainly narrow its impact.

Mr. SHERMAN. I want to sneak in one more question. That is ba-
sically, is robo-advice going to work for the less-tech-savvy, for the
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elderly and for people who are just a little bit reluctant to save for
retirement when that means they can’t buy a boat?

Mr. Callahan?

Mr. CALLAHAN. No, it will not. And the data supports that. You
talk about a 1 percent cost in this $17 billion. If you look at the
Dalbar study that says what does the average investor without ad-
vice earn compared to any single asset class that they could invest,
it is far more than 1 percent, it is 4, 5 or 6 percent depending on
which asset class.

And why is that? It is behavioral. It is behavioral finance and a
robot is not going to deal in the emotional side that drives behavior
of selling at exactly the wrong times and buying at the wrong
times.

Mr. SHERMAN. Thank you.

Chairman DUFFY. The gentleman’s time has expired.

The Chair now recognizes the chairman of the House Foreign Af-
fairs Committee, the gentleman from California, Mr. Royce, for 5
minutes.

Mr. RoYCE. Mr. Chairman, thank you very much.

Last May I asked FINRA, the CEO there, Richard Ketchum,
about the negative effects of the 2013 rule enacted by the British
government that had such an impact on low- to moderate-income
consumers in the U.K. and on whether enacting a similar rule, as
the DOL has proposed, would have those impacts here in the
United States.

Now, this is a point that Mr. Scott referenced. But there is a
study in the U.K. which found that during the first 3 months of
2014, 310,000 British clients stopped being served by their brokers
and the reason was because their wealth was too small for the
broker to advise profitably, and an additional 60,000 investors were
not accepted for the same reason.

And Mr. Ketchum concluded that, “the statistics here are cer-
tainly concerning. Moving to an environment where only advisory
accounts are the only effective way to operate in the United States
is a very bad step. And that with respect to middle-class investors,
the availability of the choice between fee-only and commissions is
important.”

And since I spoke with Mr. Ketchum, the British government
embarked on an official review of the impacts of its rule, all while
the DOL claims that there is little evidence that investment advice
has decreased significantly in the United Kingdom. That is the De-
partment of Labor’s argument while the British are in the middle
of trying to get to the bottom of this impact.

And so, Mr. Stevens and Ms. McNeely, what caused the U.K. to
initiate the review? Are they investigating whether the regulation
has created an advice gap cutting off lower- and middle-income
servers from investment advice? Is that your understanding of
what they are looking at there?

And let me ask you that question.

Mr. STEVENS. That is my understanding, Congressman, that they
are looking at a species of the same problem that we predict might
happen under the DOL proposal. Remember, in my opening state-
ment I mentioned 20 million individual retirement account holders
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who have balances of $25,000 or less, that is 20 million people for
whom the economics of a fee-based model are highly questionable.

It is interesting that Labor Department Secretary Perez has tout-
ed the idea of the robo-advisor as a solution here. The robo-advisors
are a fairly new innovation. We love innovations in the market-
place and they may be delivering very good services, but it is hard
for me to believe that an 8-month implementation period, this new
approach to the provision of advice is going to suddenly be able to
manage a 20-million-person-strong investor base that no longer has
access to a commission-based model.

The other thing to say about robo-advisors is this is the same De-
partment of Labor placing its faith in that won’t allow retirement
plan sponsors or service providers to use email to deliver plan doc-
uments.

So on the one hand we have this huge digital divide that requires
us to continue to put out paper, and on the other hand, my gosh,
let us have millions of people rely upon robo-advisors. It does not
make sense.

Mr. ROYCE. And Ms. McNeely?

Ms. McNEELY. I would concur and just say that I know advisors
who are currently working in the U.K. and many of them had to
let go of all of the small accounts that they had in their book of
business simply because it wasn’t allowed for them to be paid via
commission.

And quite frankly, the smaller accounts, the smaller retirement
savers, without question, it is far more cost-effective for them to
use a commission-based model. And if they don’t have that choice,
we will see some significant challenges in continuing to give advice
to the very people, from my perspective, who need our advice the
most.

Mr. RoYCE. And Secretary Perez has stated unequivocally that
the DOL’s proposed rule would not have similar impacts to that of
the U.K. rule. Let me ask you if you agree with that?

Ms. McNEELY. I do not agree with that.

Mr. RovcE. Okay. And I would ask the same question of Mr. Ste-
vens.

Mr. STEVENS. I would not agree with it either, Congressman.

Mr. RoYCE. Ninety-eight percent of IRA accounts with less than
$25,000 are in commission-based brokerage accounts. According to
FINRA’s comment letter, “Under the DOL proposal, many broker-
dealers will abandon these small accounts. They will convert their
larger accounts to advisory accounts and charge them a potentially
more lucrative asset-based fee.”

They will do so largely because of the ambiguity of the best-inter-
est-contract exemption included in the DOL rule.

Do you believe these smaller savers, investors will—I think my
time has expired, Mr. Chairman.

Chairman DUFFY. Your time has expired, Mr. Chairman.

Mr. RoycCE. Thank you. I will yield.

Chairman DUFFY. The gentleman yields back.

The Chair now recognizes the gentleman from Missouri, Mr.
Cleaver, for 5 minutes.

Mr. CLEAVER. Thank you, Mr. Chairman.

And I thank the witnesses.
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Mr. Chairman, I share some of your concerns about the fiduciary
rule, so I am not being argumentative. But I am concerned about
the fact that for something of this significance, why we wouldn’t
have someone here from the Labor Department. I had hoped to be
able to raise questions with the agency and individuals who are in
fact designing this rule. And so I am not fully happy that we don’t
have someone here.

This has nothing to do with those of you who are here. I just
think that it would be infinitely more meaningful to me to be able
to 1raise my questions with the folks who are in fact designing the
rule.

And I actually was so concerned about it I talked with the Sec-
retary last evening because I thought maybe they had refused to
come or that the Department is on vacation or something.

So I don’t understand why we couldn’t have someone here, be-
cause I may have more concerns than you about this, but as elo-
quent as they are and nice and eloquent and very attractive—

[laughter]

Chairman DUFFY. Will the gentleman yield?

Mr. CLEAVER. —but they can’t answer the questions that I want
answered by the Labor Department.

Chairman DUFFY. Would the gentleman yield?

Mr. CLEAVER. Yes, please.

Chairman DUFFY. Listen, I think the ask coming from your side
of the aisle to Secretary Perez would have been maybe a little bet-
ter received, and you did have an opportunity to invite him. And
we would have been open to having you guys extend an invitation
to him. You make a very good point. I don’t dispute the claim.

Mr. CLEAVER. Thank you. I am not mad; I just wish I could ask
him some questions.

Professor Bullard, Mr. Callahan mentioned in his comments that
it may not in fact be cost-effective to provide fee-based services to
the smaller retail investors. So I am wondering if you believe that
the impact of the rule will be an increase in the fee-based services
as opposed to the commission-based?

Mr. BULLARD. The industry’s criticism along those lines is pre-
mised on banning commissions, which is what the U.K. did, but
what the Department decided precisely not to do. So the U.K. took
a very different approach, and I disagree with, which is why the
effect won’t be the same.

That is one reason that it will have no effect on asset-based fees,
but those accounts have been growing relentlessly, regardless of
the DOL’s proposal.

It is also false that the industry is unable to provide cost-effec-
tive fee-based accounts. Edward Jones has rolled out a plan that
in the first 6 months of 2015, brought in more assets to its mutual
funds than all but three mutual fund providers. Now, this is a
broker-dealer based in St. Louis that is selling more funds than
most fund complexes.

The way that they are doing it is they have introduced a low-
cost, fee-based account that charges 1%2 percent and then puts you
in funds from which they have removed all the traditional conflicts
of interest that proprietary funds have that range from 31 basis
points, .31 percent, to about .55 percent.
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In other words, they are offering a full-in, full-service program,
the total all-in costs of which are going to be less than 2 percent.
And Edward Jones should get credit for that. But at the same time,
they are arguing that it would be impossible to offer affordable fee-
based accounts.

In any case, the rule will have no effect on that because it doesn’t
ban commissions. But I do applaud the industry for continuing to
show innovation and proving that yes, eventually there are going
to be very affordable, full-service, fee-based accounts, and I think
some other competitors in the same city really should be looking
into that because Edward Jones is eating their lunch.

Mr. CLEAVER. With 27 seconds remaining, I am not going to have
time to get to my next question, I don’t think, Mr. Stolz, so I will
yield back the balance of my time.

Chairman DUFFY. The gentleman yields back.

The Chair now recognizes the gentleman from Ohio, Mr. Stivers,
for 5 minutes.

Mr. STivers. Thank you, Mr. Chairman, for holding this impor-
tant hearing, and for making sure that we got a chance to ask this
panel some questions.

I want to sort of take off on some of the questions that Mr. Royce
from California asked when he talked about the U.K. proposal.

So it is widely accepted from public data in the U.K. that advi-
sors refused to provide services to individuals with about less than
20,000 pounds in assets, which is the equivalent of $31,000 in as-
sets here in the United States.

I am curious, and I will start with Mr. Stevens or Ms. McNeely,
if you think that would happen here?

Ms. McNEELY. Yes, I do. Currently, my minimum required bal-
ance for a fee-based account is $50,000 through my current broker-
dealer. So I would not be able to accept a fee-based arrangement
with any client unless they have at least $50,000. There has al-
ready been some speculation that amount may go higher as a re-
sult of the added liability.

Mr. STIVERS. Yes, I was going to say with the additional liability
won’t that actually potentially go up?

Ms. McCNEELY. There has been some talk of that, and I would ex-
pect that would happen to at least a hundred, I have even heard
as high as 250.

Mr. STIVERS. And there were—so let me just tell you what some
of the response in the U.K. was. HSBC only provided advice for
folks with over $80,000 in assets, Lloyd’s, over $160,000 of assets,
World Bank of Scotland charges $800 to set up and makes changes
based on your net worth of what kind of services you get face-to-
face versus non-face-to-face, and Barclay’s only provides investment
advice for people over $800,000 in assets.

Avia ceased offering face-to-face investment advice. AXA ceased
offering face-to-face investment advice; advisor firm AWD, deVere,
clients over $80,000 in assets, and the advisor firm Towry was over
$160,000 in assets.

So that is what happened empirically in Europe. I know it is not
exactly the same model, but it certainly has the same implications,
and so the numbers may be a little less than that here, but it will
have some of the same effect, in my opinion.



29

Thanks for that.

Mr. Stevens, I had a follow up on, do you think the Department
of Labor’s economic analysis justifies this re-proposed rule?

Mr. STEVENS. As I have explained, we actually think it results
in a very substantial increase in costs over 10 years, both in terms
of lost investment performance for people who won’t be able to ac-
cess the advice that they need. And we estimate the total to be in
excess of $100 billion.

So if that is the cost, you have to ask yourself, what is the ben-
efit of this massive overhaul and its very expensive new set of ar-
rangements?

And I think that the kind of cost-benefit analysis that goes into
does not suggest that there is any real benefit for it.

I am struck by the comments from my friend, Professor Bullard,
talking about innovations in our marketplace.

Mr. STIVERS. That was my next question.

Mr. STEVENS. People are trying to deliver these services in a dif-
ferent way, and I think we all ought to celebrate that. But recog-
nize that under this new regime with the best-interest-contract ex-
emption and the like, there is going to be a huge set of new costs
and obstacles to that kind of innovation.

Mr. STIVERS. Thank you.

So Mr. Stolz, I want to take off on that point a little bit. Pro-
fessor Bullard just made an impassioned plea for how innovation
is helping solve this problem. Doesn’t that sort of make the point
that this isn’t necessary?

Mr. StoLz. You could certainly, I could certainly agree with that.
And I think it is important that we understand when we say that
it is unworkable, what is unworkable. It is not about being able to
change compensation packages and schemes. That’s the easy part.
It is the fact that when you have to sign an individual contract
that you are going to be personally liable for and you have all these
disclosures that you have to do is the part that is unworkable.

And while advisors have an option under the proposal to have a
commission option—

Mr. STIVERS. I want to do one more question, but I appreciate
your innovation and Edward Jones and all the people who are in-
novating.

And my last question is for Professor Bullard. I am really con-
cerned. So the individual contracts, you have to sign before you
provide advice. I am a soldier, and have been a soldier for 30 years.
I happen to use USAA for a few things. Their business model ex-
plodes under this plan, doesn’t work because soldiers are deployed
all around the world. What do you say to those soldiers who can’t
get advice because they can’t sign a contract?

Mr. BULLARD. I agree on this issue, and I think the DOL has at
least suggested, and I wish they would be more forthcoming, that
they are not going to require you to send out the contract, they are
not going to require that it be returned signed, and they are not
going to adopt a number of the proposals they have made.

This is a proposal. What H.R. 1090 would do is essentially pre-
vent an administrative agency from making proposals. And I would
like to see what they actually finally adopt before we decide to try
to throw the SEC interference in front of it.
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Chairman DUFFY. The gentleman’s time has expired.

Mr. STIVERS. I yield back my nonexistent time, Mr. Chairman.

Chairman DUFFY. The Chair now recognizes the gentleman from
Minnesota, Mr. Ellison, for 5 minutes.

Mr. ELLISON. I thank the chairman and the ranking member.

Should retirement advisors be able to put their own profit-seek-
ing before the best interests of their client?

Ms. McNEELY. I would be happy to answer that.

Mr. ELLISON. I wish you would answer it directly.

Ms. McNEELY. I promise I will.

Mr. ELLISON. Do you say yes or no?

Ms. McNEELY. They should not be. And they don’t.

Mr. ELLISON. Okay, so you think best interest is the right thing.

Ms. McNEELY. Absolutely, and I already operate in the best in-
terest.

Mr. ELLISON. Does everybody agree with that? Everybody is for
best interest?

Mr. STEVENS. Yes.

Mr. ELLISON. Now, let me tell you. I talked to the people at DOL,
and they told me that this thing about having to sign before you
talk has been misrepresented. They said that you can talk, but be-
fore money starts passing then there is going to have to be a con-
tract, which I am familiar with. I practiced law for a long time. We
have retainer agreements. And you can talk to your client about
the case, but then when they start talking about paying you, you
have to sign up so they can know what they are getting and what
they are not getting.

So I really believe this thing about, oh, you have to sign up be-
fore you talk is a red herring.

So let me ask you this question. Much has been said about the
U.K. example. And is that fair, Mr. Bullard?

Mr. BULLARD. I don’t believe it is. I quote, for the members of
the subcommittees, the provision in the U.K. proposal in a footnote
in my testimony. And it is very clear what they banned was prod-
uct-set compensation—

Mr. ELLISON. Now, Mr. Bullard, let me ask you this question,
too. So here is the other thing. You talked about Edward Jones of-
fering products that were innovative. Does the fact that they are
innovating in trying to meet the needs of certain market partici-
pants, is that somehow evidence that this rule, this fiduciary rule
is unnecessary?

Mr. BULLARD. No, not at all. In fact, what I would like to see is
more innovation such as attempts to mitigate or eliminate the con-
flicts that the Department is going after. And firms like Raymond
James, to their credit have done that with respect to some prod-
ucts. They have eliminated retroactive—

Mr. ELLISON. Now, forgive my lack of being polite. But Mr. Ste-
vens seemed to, and I don’t want to mischaracterize Mr. Stevens’
point of view, but it seemed that—I will scratch that one because
I have so limited time.

Let me ask you this question. What is the cost of not putting a
best-interest standard in place? I am sure that most—Ms. McNeely
makes the point that most advisors are great people, and I believe
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that. Certainly in the 5th Congressional District, they are all awe-
some.

But my point is, what is the cost? Because the DOL says that
there is a cost to people having hidden fees and all kinds of stuff
and the status quo has its own cost. Could you elaborate on that?

Mr. BULLARD. Yes, there is no question the costs would be, and
this is where an advisor makes a recommendation, in part or in
whole, because it pays them more money and it is not in the best
interests of the client. And there is plenty of data that show, for
example, that is a motivation in some cases. It is empirically
proved.

There is a study of a retirement plan in Oregon that shows ex-
plicitly you can show that the allocations where there is additional
compensation being made going more often to the ones that pay a
higher compensation.

But you don’t really need a study to show you that. That is a ra-
tional requirement of economics that if you pay more for something
you get more for it.

The question is, how big is it? We could figure that out if the in-
dustry would provide the data. We know how many crib deaths
there are in America because that industry will provide that data.
The industry refuses not only to provide the data where we could
determine the effects of the conflicts of interest, they won't even
provide the data of the studies they put forward on which they
base their analysis.

Mr. ELLISON. Mr. Bullard, forgive my interruption again. So back
in the day when my dad and his dad were working at the auto
plants, they could get into a pension and you had somebody who
knew how to manage a portfolio for them as they were busy mak-
ing cars. We don’t have that. We have it today, but it is shrinking
and it is changing to defined contribution, we are moving to that
now.

Who is helping you make good investment decisions now? You
are basically on your own, right?

Mr. BULLARD. That is right. And a big impetus behind this is
that the money has now moved from 401(k)s to IRAs where there
is now more money than in 401(k)s.

And Mr. Callahan says that it is the Department that is impos-
ing ERISA to IRAs. That is not true. It is Congress that imposes
ERISA standards on IRAs. And virtually all the criticisms is a
question for Congress to take up with its own statute. The Depart-
ment is simply doing what it is required to do, which is to impose
a higher standard for retirement assets than on our other assets.

Mr. ELLISON. Thank you, I am out of time.

Chairman DUFFY. The gentleman’s time has expired.

The Chair now recognizes the gentlelady from Missouri, Mrs.
Wagner, for 5 minutes.

Mrs. WAGNER. Thank you, Mr. Chairman.

I have lots to cover, so we are going to do some rapid-fire here.
And I thank you all for being here.

Mr. Callahan, I would like to first start off with a quote that Sec-
retary Perez stated at the Senate HELP hearing back in July,
where he said that the DOL is listening to industry concerns and
will make, “material changes in a final rule.”



32

Given your experience, would you say they are prepared to make
the necessary and significant changes to prevent average retire-
ment savers from losing choice and access to financial advice?

Mr. CALLAHAN. No. And when I testified at the public hearing
they were very clear that they do not intend to do so. Their fixes
would be tweaks operationally. And it is very clear that—

Mrs. WAGNER. Operational tweaks on a nearly thousand-page
proposed rule. Thank you.

The DOL has already said they wouldn’t re-propose the rule, as
we have talked about, which would seem to be necessary if in fact
material changes were to be made.

I have had numerous letters back and forth with all sorts of folks
in the Department of Labor. I can’t get Secretary Perez to return
my call like Mr. Cleaver can.

But Secretary Perez himself responded to me in a letter saying
so before the public hearings at DOL even began.

I want to submit this, Mr. Chairman, for the record. This is a
letter that I received on August 7th saying they would consider no
re-proposals, no material changes whatsoever. August 7th it is
stamped as received in my office. I don’t know when he sent it. But
the hearings didn’t begin until August the 10th.

So I ask unanimous consent to submit it for the record.

Chairman DUFFY. Without objection, it is so ordered.

Mrs. WAGNER. Would it seem from that response, that the DOL
is in fact listening to industry and investors’ concerns when they
have completely ruled out a re-proposal of the rule before the com-
ment period had even ended, Mr. Stevens?

Mr. STEVENS. It seems as though the issue has been prejudged.
The agency is supposed to, under the Administrative Procedure
Act, be sorting through what is a vast administrative record before
them prior to making decisions of that nature.

Mrs. WAGNER. I agree. And is the Secretary’s decision to that rul-
ing out of a re-proposal during the comment period consistent with
the Administrative Procedures Act, Mr. Callahan?

Mr. CALLAHAN. No.

Mrs. WAGNER. Mr. Stevens?

Mr. STEVENS. As a lawyer, I would say no.

Mrs. WAGNER. Mr. Bullard?

Mr. BULLARD. Yes, they can.

Mrs. WAGNER. I can’t imagine how you can say yes.

Ms. McNeely?

Ms. McNEELY. No.

Mrs. WAGNER. And Mr. Stolz?

Mr. Storz. I will make it the fourth no.

Mrs. WAGNER. All right.

Ms. McNeely, if the DOL can’t be counted on to produce a work-
ing final rule, given the significant comment and feedback they
have received on their proposal, it seems that a legislative solution
would be needed. How will the Retail Investor Protection Act help
prevent these market disruptions?

Ms. McNEELY. I think it will hopefully eliminate some of the con-
fusion out there, both for brokers and for consumers. And quite
frankly, for me it will provide a lot of clarification as to how I can
operate and continue to serve my clients.
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For 20 years, I have been doing this. And I would love to con-
tinue to serve every client who walks in the door, regardless of the
size of the account that they have to invest.

Mrs. WAGNER. And we in fact have a ruling through Dodd-Frank
in Section 913 that the SEC could move forward on this, not the
Department of Labor, not in their lane, not their purview.

Mr. Callahan, how will the Retail Investor Protection Act help
prevent these market disruptions?

Mr. CALLAHAN. I think it empowers the agency that has a long-
tenured experience with currently overseeing IRAs in a fiduciary
capacity to take the lead and require them to do the analysis that
will help quantify the problem in a way that the solution or the
prescription is more clear and targeted in what exactly it is trying
to solve as opposed to this blanketed approach with a number of
unintended consequences, which my fellow panelists have testified
to today.

Mrs. WAGNER. We have heard some discussion here, in my lim-
ited time, about the U.K. And considering that the implementation
date for the rule is 8 months, when can we potentially start seeing
signs of the same thing we are seeing in the U.K. right now, which
is what they are calling the advisory gap, here in the United
States, Mr. Stevens?

Mr. STEVENS. I think the nature of the proposal is such that if
it were adopted without material change, you would begin to see
that almost immediately, because firms will have a very short pe-
riod of time in which to alter their business models with vast po-
tential liabilities 8 months hence.

Mrs. WAGNER. I thank you very much.

Mr. Chairman, I have so many more questions. I would only say
to my colleagues that if anyone would like to yield me some time,
I would be ever so pleased to accept it.

With that, I will yield back my 5 seconds.

Mr. SHERMAN. Mr. Chairman, I yield the gentlelady all of my re-
maining time.

[laughter]

Chairman DUFFY. I think yours has expired.

[laughter]

Mrs. WAGNER. Mr. Sherman.

Chairman DUFFY. The gentlelady yields back.

The Chair now recognizes the ranking member of the full Finan-
cial Services Committee, the gentlelady from California, Ms.
Waters, whom I am sure will consider yielding you some time.

[laughter]

Ms. WATERS. Thank you very much, Mr. Chairman.

This question I will address to Professor Mercer Bullard: H.R.
1090 requires that before the SEC can harmonize the fiduciary
standard for brokers and dealers with that of investment advisors,
the SEC must first publish a report finding whether retail inves-
tors are being harmed by the different standards of conduct.

Can you discuss the level of confusion faced by investors regard-
ing the duties owed to them by investment advisors versus finan-
cial advisors who work for broker-dealers? Do customers or con-
sumers understand that these financial advisors aren’t subject to
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the same fiduciary duty to act in their best interests? Has the SEC
considered this question to date?

And given your understanding of the evidence on this issue, can
you describe what Congress did under Dodd-Frank related to this
and why the SEC to move forward to raise the standard of care
owed to customers by broker-dealers?

Mr. BULLARD. The source of confusion is that when you receive
personalized, professional services from doctors, from lawyers,
when you give a confession to your priest, they do not have a finan-
cial incentive, and are not allowed to have one, to change the ad-
vice they give you based on how much they get paid. But investors
naturally assume that they would be protected by fiduciary duty.
They are not.

The confusion is exacerbated by the industry which consistently
represents their representatives as financial advisors and they
state that they hold themselves to a best-interest standard.

But Payaba has produced an interesting document that shows
time and time again that in arbitration the industry takes exactly
the opposite position and it includes quotes where you will see in
every single arbitration case where broker-dealers deny that they
owe a best-interest standard or that they are fiduciaries.

Now, the effect of that confusion is that they rely and have
placed trust and confidence in broker-dealers that are not held to
the standard that should apply to them.

And I agree, the SEC should, some time ago, have done a rule-
making. And I think probably everyone on the panel agrees. But
the SEC, as I document in my written testimony, for the last 15
years has exhibited a level of rulemaking paralysis that is unprece-
dented.

And for the Capital Markets Subcommittee to want to delay any-
thing while the SEC does rulemaking, I think is the height of hy-
pocrisy. This subcommittee knows better than anyone that the SEC
on these types of issues appears to be incapable of doing rule-
making and their only formal positions on this issue have been to
oppose a fiduciary duty.

They adopted a rule that stripped the fiduciary duty from broker-
dealers that charge asset-based fees, and they take the position of
the advisors that commission-based broker-dealers are not subject
to fiduciary duty.

So if you were going to delay rulemaking, at least the SEC is the
last agency on earth for which you should be waiting for anything
to be done.

Ms. WATERS. Well said. Having explained that very thoroughly,
I will tell you what I am really worried about. I am worried about
the wealth gap that exists between minorities and whites. And it
is growing.

And for those small investors who are depending on good advice
and don’t understand that they may be getting advice from people
who are conflicted because they are steering them into investments
that will harm them oftentimes. What else can be done except in-
sist on fiduciary for all advisors or people who are literally saying
to folks, I am helping you to determine your future, I am helping
you to determine your retirement?
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And given what you have just described about the SEC and this
committee, what other advice could you give to us and the public
abof;lt how we can protect the most vulnerable people in our soci-
ety?

Mr. BULLARD. I encourage the committee to support the Depart-
ment of Labor’s efforts. But otherwise, if it disagrees with the De-
partment’s approach, then to answer the question I posed earlier,
which is, do you think it is appropriate to get paid twice as much
for selling a stock fund than a short-term bond fund? If you think
that is appropriate, do nothing.

Is it appropriate to choose between getting paid $80 and $29,000
based on the recommendation you make? If that is appropriate, do
fr_1othing. But if you think that is not appropriate, then propose a
ix.

If you disagree with a higher standard for retirement assets than
non-retirement assets, then change ERISA because that is the
source of that law and it misrepresents what the Department is
doing to claim it is the Department that is imposing that standard
on IRA assets. That was Congress’ decision and it is doing what it
is required to do.

And if we want to use examples of Mr. Stevens’ son or Mr. Cal-
lahan’s mother, let me tell you about my father-in-law. He was a
Captain in the Navy, he served 30 years. He was put into non-trad-
ed REITs in his TRA. And I looked them up and they charged 10
to 15 percent in commissions right off the top. He was also put into
about a dozen mutual funds, the amounts of which showed that the
intent was to get below breakpoints that would have allowed him
to get lower commissions.

Now, I think he wanted to leave my wife more money than was
allowed because of the standards that Congress has allowed to stay
in place and that FINRA and the SEC have no problem with. But
I think after 30 years serving this country, he deserved better.

Chairman DUFFY. The gentlelady’s time has expired.

Mr. BULLARD. Excuse me for—I came to this hearing to be able
to speak. And I know you are not interested in what I have to say,
but I have never been cut off like this before in the 22 times I have
testified, Chairman Dulffy.

Chairman DUFFY. The gentlelady’s time has expired.

Ms. WATERS. Thank you very much. So what in essence you are
saying is this deal or proposal makes good sense.

Mr. BULLARD. Absolutely.

Chairman DUFFY. The Chair now recognizes the gentleman from
Illinois, Mr. Hultgren, for 5 minutes.

Mr. HULTGREN. Thank you, Mr. Chairman.

Thank you all.

We are limited to 5 minutes, and it is the only time we get to
ask questions. So I appreciate all of you being here. This is a very
important discussion certainly facing all American families. Almost
40 million households have not saved anything for retirement and
62 percent of Americans age 55 to 64 have less than one year’s sav-
ings.

As we have heard today, instead of appropriately coordinating
with the SEC, the Department of Labor is aggressively pushing a
flawed rule which might be a political win for the Obama Adminis-
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tration, but would come at the expense of retail investors trying to
save for retirement.

The proposal would restrict access to investment advice and put
in place obstacles that would discourage hardworking families from
preparing for the future.

Furthermore, the Department has chosen to completely ignore
the benefits of financial advisors, including relatively simple advice
such as not making any irrational decisions in volatile markets like
those we have recently observed.

Less-sophisticated investors, the investors who would be most
impacted by the rule, may not receive the advice they need if the
Department’s proposal goes into effect.

In fact, many of my constituents tell me they save more because
of the advice that they get.

I want to first thank my 43 colleagues who signed a letter that
I sent to the Labor Department, which underscores one of the
many flaws of the proposal, listed options would no longer be per-
missible in retirement accounts, however they would remain per-
missible in non-retirement accounts.

Subsequently, Democrats such as Congresswoman Maloney and
eight Democrats in the Senate have made the same point. Options
are an effective risk-management tool for people saving for retire-
ment.

The Department’s treatment of options is just one of the many
glaring mistakes that would not have been made by the financial
regulator with primary jurisdiction over these products, the SEC.

My first question I want to address to Mr. Stolz. Are there low-
risk retirement investment strategies that make use of options?

Mr. SToLZ. Absolutely. Most options are used as a hedging strat-
egy to protect against swings in markets, similar to what we have
just seen. And so prohibiting those within IRAs would actually
make the returns more volatile for clients.

Structured contracts would be another product that is very simi-
lar in nature. They are more conservative investments and give in-
dividuals a way to participate in the market without some of the
downside.

So clearly, we have been in favor and our comment letter sug-
gested that have wholesale product exclusions is not the appro-
priate way to go. If we just have the proper disclosures, that should
do it.

Mr. HULTGREN. So Mr. Stolz, why would the Labor Department
proposal discourage saving for retirement, other than that they
simply do not understand this market and existing regulations as
well as the SEC?

Mr. StoLz. I guess it is up to interpretation. Did they leave these
securities out because they didn’t think they were appropriate? Or
did they leave them out because they didn’t understand how they
were used? My guess is it was a little bit of both.

And no matter which answer it is, I find it a little bit alarming
because an agency that would understand our business would know
that they should leave investments like that as available for indi-
viduals who want to use them.

Mr. HULTGREN. Thanks, I absolutely agree.
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I want to address this next question to Mr. Stevens. And I want
to thank my colleagues from Illinois. I thank my colleagues, 43
throughout Congress, but also the Illinois delegation, which worked
with me on a letter to Secretary Perez that underscores a number
of the important points about access to investment advice and
products such as making clear, as directed by Section 913 of Dodd-
Frank, that the exclusive sale of proprietary products or services
should not be viewed as a violation of any best-interest standards.

I wondered, again, Mr. Stevens, do you think limiting the scope
of in\()estments is in the best interest of the people saving for retire-
ment?

Mr. STEVENS. No, I certainly do not. And I think we are in a
marketplace where choice and competition are important as dis-
ciplines.

From where I sit, many aspects of this rule proposal are describ-
ing a marketplace that doesn’t exist. If there were some massive
failure in this market, you would not see mutual fund fees and ex-
penses trending downward over 20 years as they have. You would
not see the fees and expenses that people pay in 401(k) plans for
mutual funds going down even further to represent, in fact, a uni-
verse of the lowest-priced funds available for investors in any juris-
diction in the world, something that is working in this market that
I think has been overlooked.

Mr. HULTGREN. Yes. I appreciate that. A follow-up question, if
the SEC moves forward with rulemaking under its authority in
Section 913 of Dodd-Frank, do you think the broker-dealer industry
will be faced with two burdensome and redundant sets of rules that
sometimes conflict?

Mr. STEVENS. There is no question about that. In fact, if you
think about the ecosystem for advice here, you have the retirement
tax-advantaged accounts that we are talking about through DOL.
You actually have a somewhat larger universe of retail assets. And
for many people, they are bringing to the same advisor or broker
needs in both areas.

And so in any rational policy universe, you would have a con-
sistent regime proving appropriate protections to be sure that
would apply to each.

Mr. HULTGREN. My time has expired. Thank you all for being
here, again. We have to fight to protect families and help them
save for retirement.

I yield back.

Chairman DUFFY. The gentleman’s time has expired.

And I would just note again, you all on the panel can’t see be-
hind you, but there is a clock that we can see as the time runs
down from 5 minutes to zero, then it starts to count backwards.
And I have tried to allow the panel time to finish up their com-
ments, but when we get near 40 seconds, I am starting to gavel you
downl. That has been my loose-gavel policy today to the whole
panel.

Mr. BULLARD. I apologize, Mr. Chairman.

Chairman DUFFY. But just so you know, when it turns red the
time has expired and please finish up your comments.

With that, the Chair now recognizes the gentleman from Colo-
rado, Mr. Perlmutter, for 5 minutes.
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Mr. PERLMUTTER. Thanks, Mr. Chairman.

First, I would like to say thank you to the panel.

I want to make a quick statement and then, Professor Bullard,
let you finish your answer. And then I am going to yield my time
to my friend, the gentlelady from Missouri, because I am sympa-
thetic with her position, and I am sympathetic with the desire to
have the SEC address this.

But I have been waiting for 4 years for the SEC to address this
and they haven’t. So the train has left the station. And people need
to understand that.

I sent a letter to the Secretary of Labor and he did return my
call. Last night, we talked for 20 minutes. We talked about the way
this forces a change in business models on some companies and
some industries. Exactly when do you present the contract to be re-
tained, in effect? We went over a number of things.

And I would urge interested parties to continue to reach out to
the Department of Labor. I do think that they are listening, and
I am happy to make that phone call with my friend from Missouri
to the Secretary.

So that is the first thing I would like to say, because he was not
invited to participate in this panel despite his apparent desire to
do so.

So Professor, if you would take 1 minute to finish your answer,
so then I can give the balance of my time to the gentlelady from
Missouri, whom I sympathize with, and I have co-sponsored her
bill in the past. That train has left the station. But I want her to
finish her questions.

Mr. BULLARD. I was at the end of my comment when I was cut
off.

Mr. PERLMUTTER. All right.

Mr. BULLARD. And I agree. Representative Wagner has been
more committed to this issue than probably anyone in Congress, so
I would be happy to give her more time, too.

But your point about the SEC, I think maybe everyone in the
room agrees on this. We all would have been better off if it had
dealt with this issue when DOL proposed a rule in 2010, which, as
you know, I opposed.

Mr. PERLMUTTER. Okay, it is 5 years, not 4 years.

Mr. BULLARD. Five years. And it is not just that. They have
made proposals repeatedly that deal with exactly the same com-
pensation practices that bothers the Department and they have
done nothing. And I wish that they had addressed this issue and
the Department probably would not be where it is now. But the
SEC has failed to do so.

Mr. PERLMUTTER. All right.

Mr. Chairman, I would like to yield the balance of my time to
the gentlelady from Missouri.

Mrs. WAGNER. I thank the gentleman very, very much.

And I would like to direct this question to Mr. Stolz. Representa-
tive Ellison, I thought, brought up a point and said that advisors
can still talk to clients before signing a contract. But I understand
this proposal greatly limits “investor education.” And could you
please elaborate on the effects of this provision of the rule?
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Mr. StoLZ. Sure, I would be happy to. The contract has to come
in place as soon as they move from education to recommendations.
And the big question on the table is, where is that line drawn?

Mrs. WAGNER. Correct.

Mr. StoLz. And we would love to see it drawn on the side of edu-
cation, because clearly clients need way more education than they
have. Right now, it looks like it is way too close on the rec-
ommendation side where I could get to a point as soon as I start
saying, well, it looks like you should be 60/40, 60 percent equities,
40 percent, I am now making a recommendation. And before I do
that, I have to give you this contract to sign. And I am literally
going to stop the conversation and say, all right, next, please sign
this, and then I will talk to you some more.

Mrs. WAGNER. Given the faulty economic analysis with the DOL
rule and it is beyond fuzzy math is all I can say for them to have
taken $1.7 trillion in the entire value of mutual funds and annu-
ities in 2013 and say that savers lose about 1 percent based on
some academic literature that they don’t even reference and is not
found I any kind of study is beyond fuzzy math.

But given this analysis with the DOL rule, is the additional anal-
ysis required of the SEC under the Retail Investor Protection Act
appropriate?

Mr. Stevens?

Mr. STEVENS. There should not be any agency rulemaking in this
area that is not predicated upon sound economic analysis. The De-
partment of Labor’s proposal is not. Any SEC proposal certainly
should be.

Mrs. WAGNER. I have said over and over again it is a solution
in search of a problem.

I probably don’t have enough time to get into a couple of other
areas that I have, so I will yield my time back to the gentleman,
Mr. Perlmutter, and again, I am always in search of more time, so
I thank you and yield back.

Mr. PERLMUTTER. I yield back the balance of my time.

Chairman DUFFY. The gentleman yields back.

The Chair now recognizes the gentleman from Colorado, Mr. Tip-
ton, for 5 minutes.

Mr. TipTON. I thank the gentleman, Mr. Chairman, for the time
to be able to be here.

My colleague and I from Colorado agree on a couple of things on
this issue in support of the legislation that Mrs. Wagner is putting
forward.

I do have a question, Mr. Stevens, if you would maybe address
this and it is regards to with DOL, just the amount of experience
that they have in terms of regulating securities, putting forward
these rules compared to the SEC, is there a big difference?

Mr. STEVENS. The Labor Department’s focus is on a slice of this
universe. The SEC’s is more comprehensive; it is certainly longer
established and they work with the SRO in this area and its rule-
making, as well.

I would say, without intending to slight the Department of Labor
at all, that there is deeper expertise at the SEC on these issues.
And that having been said, I would agree with colleagues here they
should have been to this ball more quickly.



40

Mr. TipTON. And I would agree with that, along with my col-
league from Colorado, to be able to get to it more quickly. But do
you see a disturbing trend? We see it across-the-board, particularly
as we see the expansiveness of Dodd-Frank implications, that we
are seeing a broadening net of overlapping regulatory bodies mov-
ing into the space of investments.

Mr. STEVENS. What I worry is about a dynamic that demonizes
an entire profession and an entire marketplace. We certainly have
abuses in this market and they need to be rooted out. I think ev-
eryone should agree, we certainly do, that the clients’ best interests
needs to come first and we need appropriate standards in place
that are rigorously enforced for that purpose.

But as we look at the market at large and as we think about cer-
tainly our part of it, the mutual fund part of it, there is a lot that
is working very, very well for ordinary Americans trying to save for
retirement.

So we need to size the problem, and we need to devise solutions
that are appropriate to the problem, not demonize one and all asso-
ciated with it.

Mr. TiPTON. I would agree with that.

Ms. McNeely, in your experience—we had heard the professor
talk about risky stock funds versus safe bond funds putting in.
When you are working with your clients, is one of the first ques-
tions you ask, what is your risk tolerance? Is that a standard for
the industry?

Ms. McNEELY. Absolutely. And not just the risk tolerance, but
everything about them. We spend a significant amount of time
gathering facts and data specifically about their situation. And I
think the risk that we run, any regulation that causes us to use
a one-size-fits-all simply based on product fees or product type is
a mistake, because truly the only thing that we should be con-
cerned about is what is in the best interest of the client.

And if the best interest of the client is to use a broad approach
and use multiple different products, I think that is what we need
to continue to push for.

And so, my experience has not ever been that I choose a mutual
fund based upon the amount of money I get paid. I choose a group
of mutual funds based upon what is right for the client.

Mr. TipTON. And Mr. Stolz, maybe you would like to speak. I
think that you had talked about some of the complexity, the liabil-
ity, the expense that is going to be associated. And again, I will go
to the professor’s example of that risky stock fund versus the safe
bond fund.

We have a 25-year old who starts making investments, putting
it in, and we go with that safe bond fund, and then 20 years down
the road, 30 years down the road, we compare that return to that
risky stock fund which will more than likely outperform if statistics
tend to hold.

Would you have a lawsuit that 20-year old now 50 could file say-
ing you did not work on my behalf to be able to get the highest,
best-potential yield for me?

Mr. StoLz. Very potentially true you could, because you would
look at it after the fact and say you should have known that I as
a younger individual should have been able to have a higher risk
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tolerance and, therefore, I should have been more heavily weighted
into equities and, therefore, you put me too much into bonds, I was
not able to accumulate enough money for retirement, and now I
have a problem.

“Risk” is a relative term. And don’t confuse risk with volatility.
Clearly, in the long run, equities will return more than bond funds
do. And so you have to take that in consideration.

Mr. TrpToN. Ms. McNeely, your experience professionally rep-
resenting and caring about your clients, do you take that into con-
sideration as a client moves through their years to be able to make
those sort of recommendations to look at for them?

Ms. McNEELY. Without question. And I would say that I think
it is extremely important that they have an advisor. As they move
through the years, we meet on a regular basis, in particular as
they get closer to retirement. Their needs change, their scope
changes. And the transition from the accumulation phase to the
distribution phase is such a critical transition. And if you don’t
have an advisor moving you along the spectrum and potentially
moving you from different products as you make that switch, you
could make some real missteps.

Mr. TipTON. Thank you.

I thank the panel for being here.

And I yield back, Mr. Chairman.

Chairman DUFFY. The gentleman’s time has expired.

The Chair now recognizes the gentleman from New York, Mr.
Meeks, for 5 minutes.

Mr. MEEKS. Thank you, Mr. Chairman.

Let me just say first off, coming from my background, the first
thing I realize is that most Americans are not financial experts.
And millions are often not even financially literate. And I think
that becomes part of the problem that we are trying to get folks
to become more financially literate. And so therefore, they must
make some decisions that are complex financial products and try
to steer them to what we want them to do, to be able to plan for
retirement and choose from what is seemingly an infinite number
of products. And it is hard for them to navigate what those prod-
ucts are.

So on the one hand we need to make sure that Americans con-
tinue to have access to financial education on their retirement
prodticts and options, and thereby have access to financial profes-
sionals.

And on the other hand, because these average Americans are
vulnerable, we need to protect them from people who are just try-
ing to sell them products so that they can make themselves more
money.

So we have to make sure that we have a balancing act here.

As a result, for me, this DOL fiduciary rule is far too important
and we must absolutely strike the right balance between access to
financial services and consumer protection. I think if you tip the
scale one way or the other we could try to do one thing and hurt
the other. And we can’t do it. We have to make sure that this is
really a balanced situation.

I looked at what took place and what happened recently in the
U.K. And in the U.K., we saw how their new proposed rule or fidu-
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ciary rules greatly diminished access. I have to make sure that
does not happen.

So with that and some of the stuff that we are going back and
forth, maybe I will address this question to Mr. Stevens. Some of
the alternatives proposed by industry stakeholders claim to estab-
lish a more “workable fiduciary duty.” Can you please elaborate on
Whaii?is workable and what is not workable under this DOL pro-
posal’

Mr. STEVENS. Thank you, Congressman. We actually in our com-
ment letters have outlined a whole series of things that we think
could be done to the DOL proposal to make it workable, to make
it a sensible regime that would serve investors effectively.

You start with the need to draw a clear common-sense line be-
tween the provision of fiduciary advice on the one hand and infor-
mation and education on the other, because there is a huge need
among all sorts of people for information and education and help
which is short of the fiduciary advice and the relationship of trust
and confidence that implies.

And we need to have a line between them. The one is held up
to a very high standard, the highest under the law, the other ought
to be encouraged if we are going to get that balance correct, as you
had said.

We need, in this BIC exemption, this best-interest-contract ex-
emption, to do all sorts of things. Secretary Perez has said we need
to take a principles-based approach to this. We would agree with
that. But when we look at that exemption, it is anything but a
principle-based approach. It is more like an Internal Revenue Code
of all sorts of compliance requirements.

We need to avoid retroactive application of any new rule, too, be-
cause of the huge disruption it has for existing relationships. That,
it seems to me, is very sensible. As I have said before, we need a
meaningful, orderly implementation period.

So we go into greater detail in each of these in our comments,
but tihose are some ideas about how to make this a workable pro-
posal.

Mr. MEEKS. Thank you.

Mr. Bullard, in your testimony you stated that many of the alter-
natives put forth by the industry do not address conflicted com-
pensation arrangements. Can you discuss what some of those con-
flicted compensation arrangements are?

Mr. BULLARD. Some of the arrangements are the ones that I have
outlined where, for example, rather than it being an issue of how
you should allocate among funds, the question that I would like
Ms. McNeely and Mr. Stolz to answer is, should you get paid more
for selling a stock fund than a short-term bond fund? That is the
straightforward question. There is no rational basis for paying
somebody more for recommending one over the other. And I don’t
think they would defend that.

I also think it is extremely abusive to have what I view as
ratcheted payout grids where simply by making a very small addi-
tional sale you can literally go from choosing between an $80 com-
mission to a $29,000 commission.

And I mentioned this probably going over more than an hour
ago, so no one has answered the question here as to whether they
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think it is appropriate to be paid twice as much for selling stock
funds over short-term bond funds, or to have a choice between $80
and $29,000.

And lots of broker-dealers, to their credit, have decided it is not
appropriate and they have already put in place procedures to deal
with those conflicts.

And the DOL, they are trying to deal with those kinds of con-
flicts and they have been left unaddressed by FINRA and the SEC
for decades.

Chairman DUFFY. The gentleman’s time has expired.

The Chair now recognizes the gentleman from Maine, Mr.
Poliquin, for 5 minutes.

Mr. PoLIQUIN. Thank you, Mr. Chairman. I appreciate it very
much.

And thank you all very much for being here today. This is such
an important issue.

When I was in the pension management business 30 years ago,
the business was so much different than it is today. Look at the
different products that our investors have to choose from. And the
costs have plummeted. And so markets go up, markets go down,
but our broker-dealers and our financial advisors are always there
to help our middle-class families who are trying to make it through
this recession and save for their kids’ college savings or their re-
tirement.

I don’t worry about our workers at Bath Iron Works, which is
part of General Dynamics, abutting my district, the Maine 2nd Dis-
trict. I don’t worry about the folks at L.L.. Bean. These are big com-
panies and they have access to the best investment advice that you
could possibly want.

What I worry about are the small-business owners in our district
in Down East Maine, the fellow who pulls traps and is one of the
best lobster men you could ever find in Down East Maine and pro-
vides a product that we all want, we all enjoy. If you haven’t been
to Maine, fall is a great time to go there.

And I worry about those people. They are struggling through the
worst recession we have had in 70 years. They are trying to put
aside a little bit of money so they can retire on it. And they know
deep down in their hearts somewhere, somehow, the government is
not going to be there for them.

Let’s face it, Social Security is a $15 trillion unfunded defined
benefit pension plan. So we should have a government here, all of
us, that helps our small investors, a government that works for
them, not against them.

And so I really worry about that. We had a fellow coming in our
office, a fellow by the name of Doug Curtis from Edward Jones
down in Rockland, which is midcoast Maine. And he has a book of
business of maybe 200 clients. And they are small investors just
starting out and they are trying to make sure they have enough
money to augment what they hope will be Social Security down the
road.

But he comes in and he says, “Bruce, if this rule goes through
in its current form, costs are going to go up, the product offerings
are going to go down, the rates of return are going to go down for
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rrﬁr clients, and I am not going to be able to offer them advice at
a ‘”

So here is my question. If you are a great logger or a trucker or
you are working in a paper mill or you are a nurse or a teacher,
you know your business really well, but you don’t know the finan-
cial services business very well, as Mr. Meeks said. So do you put
your money in stocks or in bonds or in cash? Do you buy annuities?
What about the asset allocation? What about my age? How much
should go in stocks, how much should go in bonds? What if I have
a home mortgage, what if I paid it off? What if I have a second kid
going to college, what if I don’t?

Who is going to provide this advice if the FAs and the broker-
dealers do not?

I am really worried about them. And I think that we ought to
make sure that any rule that is passed is one that helps our small
investors and not hurts them.

So I frankly think that this is a classic example of big, intrusive
government trying to create regulations that are not needed.

Everything 1s based on trust in your industry, right? If your cli-
ents don’t trust you, they are not going to hire you. They are cer-
tainly not going to trust you with their money. So that in itself is
a very positive development in this industry, especially with all the
competition out there.

So Ms. McNeely, I would like to ask you a question. I get a little
bit concerned when I hear about, well, if this goes through and all
of a sudden the advice that we could give to the folks saving for
their retirement is going to dry up and now you are going to have
to rely on robo-advice.

Now, can you imagine? My mother is 87, my dad is 85 and I love
them to death. And they have a little bit of money saved aside. My
parents don’t log on, they barely can use a cellphone. So how is
mom at 87 going to get robo-advice on maybe a mutual fund that
she has and maybe she would have fixed-income investment, at her
age maybe she will be in cash? But she is not getting anything in
cash, so what does she do?

So tell me, Ms. McNeely, in real life what that would look like?

Ms. McNEELY. They might actually come to you for advice. I
hope you are prepared for that.

Mr. POLIQUIN. I am not. I never give advice to my parents, but
they give it to me all the time.

[laughter]

I will say that you have described exactly what my biggest con-
cerns are. Those individuals are the very people who need our ad-
vice. And when you went through your list of all the questions that
need to be asked and taken into consideration before you make any
recommendations to your client, we do that each and every day
with our clients back in Spencer, Wisconsin.

So I will wholeheartedly agree with your concern. And I will also
tell you that it would be extremely detrimental if your parents
were not able to get the advice that they need at that time in their
life.

Thank you all very much. Keep pushing, let us get this right. It
is a great thing we are trying to do. We have to make sure we get
it right.
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Thank you, Mr. Chairman.

Chairman DUFFY. The gentleman’s time has expired.

The Chair now recognizes the gentleman from Delaware, Mr.
Carney, for 5 minutes.

Mr. CARNEY. Thank you, Mr. Chairman. Thank you for holding
this hearing.

And I thank all of the the panelists for being here today.

I can’t believe we are still talking about this issue, frankly. When
I first came here in 2011 this was a big issue, a complicated issue
for me, and we are still talking about it nearly 5 years later.

In the small State where I come from, we would put all the peo-
ple who had interest and knowledge about an interest like this, put
them in a room, form a task force, get them to work together, and
come up with a proposal that works best for everybody.

This process that we have is beyond me. I don’t think we should,
with all due respect to my colleague from Missouri, kick the can
down the road anymore. We need to come up with a solution.

I hear some common themes here that it seems like people on
both sides of the issue could agree around to get something where
we can move forward.

When I talked to the Secretary of Labor on this issue sometime
ago when he presented to a group of us, he indicated that he was
interested in giving the small investor a tax cut, if you will, or a
reduction in fees and so that, in some ways, is an objective of his.

I share the concerns that Mr. Lynch articulated sometime ago
about the effect of this rule, where we are headed on the small in-
vestors. I think Mr. Stevens mentioned that there are 20 million
accounts out there of $25,000 or less.

So let me focus my questions on those people.

What do you expect will happen if this rule goes into effect, Mr.
Stevens, Ms. McNeely, to those investors in those accounts? What
is the worst-case scenario? And what are the potential unintended
consequences for that?

And then, Mr. Bullard, I will give you an opportunity to give
your view of that.

Because I think a lot of where you come down on this issue is
what your expectation is about what is going to happen after it
goes into effect. And a lot of that, in my view, is speculation.

Mr. Stevens?

Mr. STEVENS. It will decisively affect business models of firms
across the country who are trying to serve small investors.

Mr. CARNEY. How so?

Mr. STEVENS. It is going to increase costs, it is going to increase
liability. It will involve massive changes in the way they have to
interact with their clients if we can negotiate this rule.

Mr. CARNEY. Does that mean it won’t be cost-effective for those
clients to be served? Is that what you are saying?

Mr. STEVENS. You might incur substantially increased costs of
doing business, but you would expect to be doing it on a fee basis
for larger accounts because you will get more money. And so the
idea of servicing a $25,000 account or a $10,000 account on 1 or
1/2 percent in light of the new requirements of the rule, it is just
not economical.
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N Ml;1 CARNEY. So they will be left without, that is what I have
eard.

Mr. STEVENS. That is our fear. That is exactly right.

Mr. CARNEY. Ms. McNeely?

Ms. McNEELY. I would concur with that statement and also let
you know that we included a chart in our written comments that
basically talks exactly about that person that you are discussing,
a small saver putting away an amount of money on a monthly or
an annual basis. And if they choose a current model, a commission-
based model right now and we are forced to look at a fee-based
model as a requirement of potentially getting moved to a different
model, they would probably have to pay about double the amount
that they would currently be paying if they stayed in that commis-
sion-based model.

So my concern is that we may not be able to continue to serve
those individuals. And if we could serve them, it would be at a
much higher cost to them.

Mr. CARNEY. Professor Bullard, your view of that?

Mr. BULLARD. I am getting paid by hedge funds to tell them
what the effect of the rule is going to be, so I have been into the
guts of the rule, and none of my analysis assumes that the people
are moving to asset-based fees.

Mr. CARNEY. So what is your assumption? My time is running
out.

Mr. BULLARD. So my assumption is, well, first, what is going to
happen is you are going to see a flattening of compensation across
the short-term bond fund and the stock fund. That is inevitable,
that will be at the financial advisor level. But the DOL is not af-
fecting branch manager compensation at all, which I think is a
problem. But it definitely does not affect the broker-dealer level
where nothing will be changed.

Another effect is going to be, under the current proposal, there
is going to be a big shift of the people who are selling non-traded
REITs to fixed indexed annuities, which is unfortunate because
fixed indexed annuities are not even subject to the securities laws,
and I hope that they will change that in their final proposal.

Another change is you are going to see some shift in asset alloca-
tions. They are going to become a little more conservative, because
at the margins it is inevitable that there are some recommenda-
tions that are probably a little more aggressive than they would be
if you had flat compensation. So statistically that will happen, but
we don’t really know exactly what the magnitude is going to be.

And then in the revenue-sharing space, that is where it is going
to be fairly complicated because revenue sharing varies a lot. Even
within broker-dealers, they have different revenue-sharing arrange-
ments with different complexes. What will happen is, because rev-
enue sharing trickles down to financial advisors—

1(\1/11‘. CARNEY. Okay, I have to stop you there because I have 8 sec-
onds.

Thank you all for your participation. This has been a complicated
and frankly frustrating exercise for somebody who comes from a
State where my constituents expect us to get things done.

Thank you, Mr. Chairman. I yield back.

Chairman DUFFY. The gentleman yields back.
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Without objection, members of the full Financial Services Com-
mittee who are not members of either subcommittee may partici-
pate in today’s hearing.

The Chair now recognizes the gentleman from Arkansas, Mr.
Hill, for 5 minutes.

Mr. HiLL. Thank you, Mr. Chairman. Thanks for having this
hearing. I appreciate the time and I appreciate what I have heard
today. I come at this hearing from the fact that for 35 years I have
been in this business, both as an investment manager on the fidu-
ciary side running a bank trust Department, being a CEO of a
FINRA-registered broker-dealer, and so I have a lot of opinions, as
you can imagine, on this topic.

But I want to make some general comments first, and that is we
should be encouraging savings in this country through public pol-
icy, and not have a war on savings like proposals that we have had
in the past to do away with 529 plans that were beaten back, or
to raise capital gains taxes, or to punish people who have saved
their whole life and tax away their IRA benefit if it is over a cer-
tain amount.

Fifty percent of Americans in this country don’t have a will, 41
percent of Americans over 55 years old don’t have a will. And more
time should be devoted to planning. And I think we all know in the
financial services industry that people spend more time planning
their vacation than they do planning for retirement and saving
every year.

And so we should be supporting, as Mr. Meeks talked about, fi-
nancial literacy. And one way we do that is consultative relation-
ships between the financial advisory community and the client
community. And anything that gets in the way of that conversation
or tries to put it in a box is a bad idea.

And my view is that the DOL should, at the very least at this
moment, re-propose this rule based on the additional comments.

Further, Secretary Lew and Director Donovan at the OMB, in my
view, should carefully look at this rule. Is this in the interest of
government efficiency, government accountability?

And as my colleague Mr. Carney said, this has been working
along for 5 years. It is absolutely not the way to run anything and
it is an embarrassment to our country that we can’t come together
the way Dodd-Frank suggested, which was to have the SEC study
this issue and put it out, put it out. And instead, we are trying to
skip steps here and run around on the other side of the field and
go through the DOL for retirement accounts.

So to me, it is an example, it is a classic of Phil Howard, the fa-
mous New York lawyer, who wrote a book called, “The Rule of No-
body.” This is more—we have robo-rulemaking now, much less
robo-investing, and that is not the way. We want managers to do
their job by their clients and to adopt suitability standards and
adopt fair-dealing standards and do things the right way.

So I am distressed that this has taken this long. And I call on
the SEC to do their job here and not waste people’s time for an-
other 5 years on this project.

I would like to yield the balance of my time to my distinguished
colleague, the gentlewoman from St. Louis.
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Mrs. WAGNER. Thank you. I thank the gentleman from Arkansas
for his consideration and for the time here.

I wrote and introduced the Retail Investor Protection Act, the
second Congress that I have put this forward because I care deeply
about the retail investor, especially the low- and middle-income in-
vestor.

I also care deeply about just about everyone that you all rep-
resent, which is an industry. And I am absolutely disgusted at the
fact that we have an Administration that has villainized and dis-
paraged an entire industry and even in public forum called them
snake oil salesmen.

My broker-dealers, my financial advisors, they are friends. They
were there when my first baby was born. They were there when
we baptized that child, when we put them in school, when we mar-
ried that child. To villainize an entire industry is absolutely wrong.

And I have to put that out there and say also that I love stories
and I would love to have the time to tell a story about a Missourian
in Blue Springs, Missouri, a story about a financial advisor who de-
scribes this married couple 15 years ago who were in their late 40s
and 50s, IRAs of about $10,000 conservatively invested. After pro-
viding financial advice to the couple, they now have over $100,000
in the account and the client is debt free, including the mortgage.

Mr. Stolz, if DOL’s fiduciary rule were final and effective today,
would this married couple be able to receive the same financial ad-
vice that they did? In 2 seconds.

Mr. StoLz. In 2 seconds, no.

Mrs. WAGNER. All right. I have more about this family. To be
continued.

I yield back my zero time.

Mr. FITZPATRICK [presiding]. The Chair recognizes the gentleman
from South Carolina, Mr. Mulvaney, for 5 minutes.

Mr. MULVANEY. I thank the gentleman. I will move very quickly
because I want to hear the end of the story.

Mr. Stolz, it is already against the law for me to churn an ac-
count, isn’t it?

Mr. Storz. That would be correct.

Mr. MULVANEY. It is already against the law for me to put some-
body in an unsuitable account, isn’t it?

Mr. StoLz. That would also be correct.

Mr. MULVANEY. It is already against the law for me to lie to
somebody about the funds in an IRA, isn’t it?

Mr. StoLz. Yes.

Mr. MULVANEY. So all the horror stories we have heard today
that we are trying to fix are already against the law, aren’t they?

Mr. StoLz. Yes.

Mr. MULVANEY. Yes.

Mr. Bullard, you have mentioned twice, I think, in your testi-
mony that if you spend more on something, you get more of some-
thing. I happen to believe that is true. There are a couple of cor-
ollaries to that, which is if you spend less, you get less, and if you
spend none, you get nothing.

And my fear is what we are moving to is a circumstance where
some people are not going to get any advice at all and other people



49

are going to get really, really lousy advice. And I am glad to hear
that there is some bipartisan pushback on moving down that road.

The last thing I want to read is an article, very briefly, from
2014. The head of the Department of Labor’s Employee Benefit Se-
curity Administration gave an interview and she talked about the
advantages of regulation versus legislation. And I will read it very
quickly.

“Back in the day when people wanted to make changes they
passed legislation. And when a major bill like ERISA was passed
there was always the opportunity to come back and make some
technical corrections. Today you can’t get Congress to pass a Moth-
er’s Day resolution.”

This is Phyllis Borzi.

“So what we have done is we have shifted from the way that so-
cial change and legal change and financial change is accomplished
through congressional action to two different avenues for making
changes, the main one being regulation. One advantage of regula-
tion is that the agencies writing the rules are able to receive input
from the public, something that doesn’t often happen with Con-
gress.”

The irony of getting a letter from the Department of Labor on
their position before—

Mrs. WAGNER. Three days before.

Mr. MULVANEY. —the input was received, in light of that com-
ment from the same Department, is not lost on us.

With that, I will yield my remaining 3 minutes to my good friend
from Missouri.

Mrs. WAGNER. Thank you. I appreciate that very, very much.

Mr. Stevens, regarding my story about the Blue Springs couple
I described earlier, there clearly were some benefits to having ac-
cess to financial advice. Does the Labor Department’s economic
analysis incorporate those benefits at all, sir?

Mr. STEVENS. I think the analysis is incorrect in important ways,
Congresswoman. One is that if that couple or whomever has to go
to a fee-based account, which is what we are talking about—

Mrs. WAGNER. Correct.

Mr. STEVENS. —migrating in that direction, that seems to be
what the Labor Department’s intent is, they are going to be incur-
ring fees and as a substantial percentage year-on-year of what
their account is.

The Labor Department didn’t consider any of those costs in com-
ing up with their regulatory impact analysis.

Mrs. WAGNER. Does the Department of Labor factor in the costs
of not having access, this is exactly what my next point is, to the
financial advice in regard to retirement savings? That has not been
put in the equation at all and I believe you just did elaborate.

Mr. STEVENS. And that is a somewhat different point. But to the
extent that people don’t have access to advice after the new rule
is adopted, the likelihood is that they are going to make some bad
investment decisions that will be costly to them. We actually esti-
mate that is in the tens of billions of dollars.

So if you add all of these things up, these new costs, it is about
$109 billion in new costs to American investors and savers.

Mrs. WAGNER. A hundred-and-nine-billion dollars in new costs—
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Mr. STEVENS. That is correct.

Mrs. WAGNER. —with them not having access to financial advice
with regard to their retirement savings.

Mr. STEVENS. Or paying fees that they hadn’t been paying before.

Mrs. WAGNER. Mr. Callahan, considering the extent that unin-
tended consequences could result from this rule and the faulty eco-
nomic analysis supporting the rule, how important is the Retail In-
vestor Protection Act in preserving low- and middle-income access
to financial advice?

Mr. CALLAHAN. It is critically important. And let me clarify a
point. Congressman Carney asked Professor Bullard about what
will happen to lower-income investors and he speculated about a
number of things.

I am not going to speculate; I am going to tell you what we have
already done. We have met off-site as a firm. In light of this rule,
we will form a separate business to serve IRAs and we will make
the minimum of that somewhere between $100,000 and $250,000.
That is what we are doing, not a speculation.

The other point I would make—

Mrs. WAGNER. That is the answer I am looking for. Could you
elaborate? You have the rest of my time, sir, 40 seconds.

Mr. CALLAHAN. The other point I would make is that I have
heard about this perceived tradeoff between access and protection,
and I don’t believe that those are mutually exclusive. The whole
idea that the choice is either this best-interest standard or nothing
is a false choice.

And Congressman Mulvaney made a great point in that the ex-
isting regulatory framework, the horror stories we hear, most of
them are breaking existing law.

I work under a best-interest standard with the SEC, I work
under FINRA, and I can tell you on a day-to-day basis taking
money and putting it into investments, the FINRA regime is far
more rigorous.

And I will leave you with one final question, and that is this. We
are going to go to bed at night and think that this fiduciary stand-
ard is going to solve all the problems. There is not a world void of
conflict and bad people will break the rule. And let me ask you,
which regime was Bernie Madoff under when he stole money? The
best-interest regime.

Mrs. WAGNER. I thank you all very, very much.

Mr. FITZPATRICK. The Chair recognizes the gentleman from Indi-
ana, Mr. Messer, for 5 minutes.

Mr. MESSER. Thank you, Mr. Chairman.

I was raised by a working person, a single-parent mom, who just
retired from the Delta faucet factory. I represent a district full of
working people, the kind of investors who would be impacted by
this law.

And I am reminded of an adage in life: we are not just respon-
sible for our intentions; we are responsible for our results. And as
much as I respect the broker-dealers and all those who work within
the industry, my concerns with this rule are, of course, related to
that industry, but they are more importantly related to the indi-
vidual investors and what the results of this could be for the work-
ing people who need this retirement to get to the finish line.
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And this Administration, often the policies that they are putting
forward end up hurting the very people that they are designed to
help.

And so I wanted to explore with you a little bit, Mr. Callahan,
Mr. Stevens, and Ms. McNeely, the Obama Administration has a
stated priority of promoting policies that would make guaranteed
lifetime-income products more widely available to help middle-class
Americans save for retirement.

Do you believe that this fiduciary rule standard that they are
putting forward will make that more likely to happen for middle-
class families or less likely?

Mr. CALLAHAN. As I said in my opening testimony, it will make
it less likely. Those products are prohibited.

I will give you an example. Treasury has talked about the impor-
tance of using lifetime-income annuities. We have been through
volatile markets in 2008 and 2009. We have had a good run until
a few weeks ago. People forget what it is like to see their account
values go extremely up and extremely down.

But what is interesting is that the Treasury issued final regula-
tions last year on qualified longevity annuity contracts that were
designed to put these lifetime-income annuities inside retirement
plans, and yet this rule, on the face of it, would prohibit the very
use of the products the Treasury just finalized the rule encouraging
them to use 12 months ago.

And that is a perfect example to me of why it absolutely is not
encouraging; it is actually prohibiting.

Mr. MESSER. Mr. Stevens, Ms. McNeely?

Mr. STEVENS. Just very briefly, one of our recommendations is
that if we do have this BIC exemption that it be expanded in its
scope to include a whole range of products as opposed to the kind
of legal list that the Department of Labor has come up with.

Ms. McNEELY. I would also just echo what has already been
said, but also just to add that Mr. Ellison discussed the fact that
pensions are really not much in existence any longer. And really,
there are three things that provide guaranteed income stream that
are available to any American. The first is pensions, which are
going away; the second is Social Security, which has some issues;
and the third is an annuity that can provide a guaranteed income
stream.

And the lower- and middle-income consumers are definitely the
ones who are going to be best served to look at an annuity so that
they can at the very least provide a guaranteed income stream to
cover their basic living expenses.

Mr. MESSER. And again, under the theme you are not account-
able only for your intentions, also for your results. All financial
products are not the same, they offer different options, guarantees,
benefits for consumers to choose based on their individual needs.
For example, products like annuities have higher fees due to the
guarantees they provide to consumers.

Will the rule limit a consumer’s choice in access to these prod-
ucts? Will it skew the market towards certain products based solely
on fees, regardless of the overall benefit to the consumer?

Mr. Storz. I will take that one if that is okay.

Mr. MESSER. Yes. Yes, Mr. Stolz, sure.
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Mr. StoLz. There is no question that one of the criticisms of an-
nuities in general, and we heard it in Secretary Perez’s stories, is
that they are costly. They come with guarantees, as you have said,
that are important and those cost something.

There will be a bias against any investment that has appeared
to be costly, and by nature that is going to mean advisors are going
to be less likely to recommend products like that.

Mr. MESSER. Who will be hurt most by that?

Mr. Storz. Clearly, the individuals who need that lifetime in-
come. Nobody wakes up in the morning and says, hey, I have to
go buy lifetime income today. They need to talk to an advisor who
is going to say based on your current situation, here is how to solve
that problem. And anything that gets in the way of that is going
to be a problem for those individuals.

Mr. MESSER. Mr. Callahan?

Mr. CALLAHAN. Yes, I would just add the fact that we are even
talking about a BIC exemption implies that it is prohibited from
the beginning, and that is the idea of bringing this framework to
IRAs.

The SEC, in its fiduciary standard, you can do what is in the
best interest, but bringing this other framework over has the pro-
hibited transactions, one is self-dealing. And at face value the fact
that you will be paid a commission for giving advice would make
that prohibited, and then you need to use this door of an exemption
to get there.

And as we have testified, that exemption is unworkable. So by
the very nature of the rule the way that it is written, it prohibits
the use.

Mr. MESSER. In my limited time, I would just say we all want
to see low-income and retail investors do well in this market. We
want to see them protected. The reason we are concerned about
this rule is it may give them less protection than they have in the
current marketplace.

I yield back the balance of my time.

Mr. FItZPATRICK. The gentleman from Kentucky, Mr. Barr, is
recognized for 5 minutes.

Mr. BARR. Thank you, Mr. Chairman.

I have heard from constituents throughout my district in central
and eastern Kentucky time and again that this rule will negatively
affect them, they are very concerned about the fact that employers
would not be able to bring in financial advisors to provide kind of
basic educational information to their employees, including not-for-
profit organizations.

Investors with small accounts will not be able to receive advice
for 401(k) plans. No simple rollovers will be accessible. Middle-class
investors are losing access to professional advice. More and more
Americans will be forced to seek information on the Internet.

And to me, when the Secretary of Labor says that robo-calls can
fill the gap, are we serious about that? Do we really think that re-
placing flesh-and-blood advisors with robo-calls and Siri as a stock
picker on your iPhone is really a better outcome with this rule? Is
that really investor protection? That is the rhetorical question.
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Let me share with you four stories from my constituents and
then have you react to them, about what they think this rule would
preclude.

The first example is a retired sheriff's deputy who made $38,000
a year for most of his professional life. He had a 403 plan that was
rolled over into an IRA, into diversified mutual funds. He watches
the market, he calls his broker once a year, maybe twice a year
about the asset allocation. He calls his stockbroker and he gets a
tip and he says, should I move all of my diversified portfolio into
this single grocery store stock market because my neighbor said
this is a really hot tip? Thirty-eight-thousand dollars a year, roll-
over into an IRA.

Obviously, the stockbroker prevented that kind of a misallocation
of his retirement resources. And what the investment advisor or
what the stockbroker told me is that he would no longer be able
to serve that individual. That would have been a disaster for that
retired sheriff’s deputy.

Another one. A working-class guy, very fiscally responsible, saved
money every single year, and said I am going to retire when I have
a million dollars in savings. Not a big income, but over the course
of a fiscally responsible, financially responsible, working lifetime,
he gets that million dollars. But because he has a lot of depend-
ents, he needs a guarantee. So he goes to his stockbroker and he
says I need a guarantee, I need an annuity. And he paid for the
annuity, but he was satisfied because he needed that guarantee.

The investment advisor, the stockbroker says to me if this rule
goes into effect I would no longer be able to serve that client.

Third example. Not-for-profit company, not-for-profit organiza-
tion has a retirement plan, the proposed DOL rule would preclude
the advisor from going in and providing individual investment ad-
vice for the employees of a very vanilla retirement plan for those
not-for-profit employees.

And finally, a fourth example. In rural Kentucky, a factory work-
er who goes into a stockbroker’s office for free advice, basically gets
free advice on the asset allocation of his retirement plan, in the an-
ticipation that one day there will be a rollover. That kind of free
advice based on accountability would no longer exist under this
proposed DOL rule.

In the minute remaining, comment on these vignettes and
whether or not you agree that under the proposed DOL fiduciary
proposal, you wouldn’t have these scenarios where retail investors
would have access to basic services where the rule would hurt the
very people it is supposed to protect?

And keep in mind, as we hear Professor Bullard talk about the
cost of investment advice under current law being high, what my
constituents are telling me is that if you think the cost is high now
for professional advice, wait until you see the cost of amateur ad-
vice or no advice.

Feel free to comment on that.

Mr. CALLAHAN. I would agree. And I would comment that Pro-
fessor Bullard’s analysis doesn’t represent the funds that we use or
the marketplace that we work in.
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But to your point on the stories, I would have to know more facts
about each of them, but in general, yes, I would agree that will be
the consequence, they will lose advice.

And it goes back to the brilliance of Congresswoman Wagner’s
bill on requiring analysis, when you are quantifying what the prob-
lem is you are trying to solve you can build a better solution. We
have proposed to the SEC those 408(b)(2)-like disclosures that put
on one piece of paper what are you doing, what are you getting,
what does it cost you.

And I would say if you had two funds and on one piece of paper
one was twice as expensive as the other one and the services that
you were going to receive for that were the same, people are smart
and they would look at that and say, wow, in a simple, one-page
document I can see that versus thousands and thousands of pages
on a website that they will never read.

And make it practical, make it actionable, make it preventative,
not how do we rig this thing to unwind it in the future.

Mr. F1rrzPATRICK. The gentleman’s time has expired.

The Chair recognizes the gentleman from Texas, Mr. Green, for
5 minutes.

Mr. GREEN. Thank you, Mr. Chairman.

Again, I would like to thank the witnesses for appearing today.

And I especially am grateful that, Mr. Bullard, you decided to
come knowing that you would be outnumbered, understanding,
however, that the rules permit this to take place, not because there
are not others who would agree with your position who are experts,
but because of the rules that we have here at the House.

So I do understand some of the exasperation that you may expe-
rience. But notwithstanding this, I understand also that you are
here because you care about small investors, and you care about
small businesses. You care about them because you don’t want
them to make investments that are based upon a need or a desire
by the advisor to put himself ahead of the investor, the people who
are in need of good advice.

So let us go back to the question that you wanted everyone to
answer. Would you pose your question again, and that is the ques-
tion of the $80 I believe versus $29,000?

Mr. BULLARD. It is whether it is appropriate to get paid more for
recommending, for example, a stock fund or short-term bond fund,
more than twice as much, or in some cases have to choose between
an $80 payment or a $29,000 payment if you are on the brink of
reaching one of those bonus-triggering payout grids.

Mr. GREEN. My assumption is that all of you have understood
this question. He has reiterated it several times. So let us just start
with the person who is to my far left and ask, do you believe that
the person that Mr. Bullard has referenced should be put in a posi-
tion where he can get $80 versus $29,000? And I am going to ask
for a simple yes or no. If you cannot answer yes or no, just simply
say you pass.

Mr. CALLAHAN. I pass.

Mr. GREEN. Thank you.

Let us move to the next person.

Mr. STEVENS. I am not sure I understand the question, and so
I can’t answer yes or no.



55

Mr. GREEN. Let us do this, then. I have a few seconds left.

Mr. Bullard, explain the question one more time please.

Mr. STEVENS. Could I just ask what I don’t understand? Mr.
Bullard is talking about the compensation arrangements within a
broker-dealer with respect to its own people. Is that correct?

Mr. BULLARD. Yes, it is a trickle down from what they are paid
by the fund.

Mr. STEVENS. Okay. My own personal view, this is not an invest-
ment company institute policy issue, so I would agree—

Mr. GREEN. I take it you will pass since you cannot answer yes
or no, and I will go to the next person.

Ms. McNEELY. I would need more than one word, so I guess I
will pass.

Mr. GREEN. You will pass, yes.

Mr. Storz. I will say no because Mr. Bullard has said on numer-
ous occasions that we have already fixed that at Raymond James.

Mr. GREEN. You have fixed it at Raymond James, but you do
agree?that we have not fixed it industry-wide. Is that a fair state-
ment?

Mr. StoLz. I am going to limit my comments solely to Raymond
James and our position.

Mr. GREEN. I understand. So you have no knowledge of what is
happening industry-wide.

Mr. Storz. I didn’t say I didn’t have any knowledge of what is
happening industry-wide, but I am not familiar with the compensa-
tion structures.

Mr. GREEN. Is it fair to say then that you are not going to an-
swer because you are concerned about the response you might get
from the rest of the industry?

Mr. StoLz. I am simply not familiar with the compensation ar-
rangements of the other broker-dealers.

Mr. GREEN. I see. All right, well you have done well.

Let us go back to Mr. Bullard. Mr. Bullard, you see what we are
dealing with. Not all advisors are bad. But we do want those that
are to know that they have a fiduciary responsibility and that they
should put their clients above themselves. That is simply what this
is all about, requiring investment advisors to put their clients first,
not themselves.

And my suspicion is that most Americans within the sound of my
voice believe that is a pretty good idea to put the clients first.

Mr. Bullard, what will happen if they don’t put the clients first?
Because we have had many people to talk about what happens if
the rule goes into effect, what happens if we continue to allow them
to not put the clients first?

Mr. BULLARD. There are two things that would happen. One is
at the margins you will consistently have products that are sold
that are not in the best interests of the client, and that will have
a marginal, incremental, negative effect on all of those people.

And then the other category will be some people will have dev-
astating consequences. And Mr. Stolz used the example of the
Toffels and defended the sale of that product. I looked up what that
product was and this is the Prudential sheet that shows that was
an L Series class of variable annuities. And this is one of the larg-
est sellers of the annuities deciding it is getting out of the business



56

because they are inherently abusive given the kinds of riders and
the length of period for redemption.

And this is an article that cites FINRA that specifically cited
those L share series as being a target of their reviews. So that is
an example that it is anecdotal, it doesn’t really tell you much
about the industry. But that was a case where, if you are a finan-
cial advisor and you could not have anticipated that an elderly per-
son might get ill and that was unexpected, that is malpractice. You
have to expect that an elderly person might get ill and need the
liquidity that a variable annuity wouldn’t provide.

Mr. FITZPATRICK. The gentleman’s time has expired.

Mr. GREEN. Mr. Chairman, if I may, I have a statement that I
would like to enter into the record, if there are no objections.

Mr. F1TZPATRICK. The statements will be admitted under general
leave at the conclusion of the hearing.

Mr. GREEN. I shall wait. Thank you, Mr. Chairman.

Mr. FrrzpATRICK. The Chair now recognizes himself for 5 min-
utes, and I am going to yield my time to the sponsor of the Retail
Investor Protection Act, the gentlewoman from Missouri, Mrs. Wag-
ner.

Mrs. WAGNER. I can’t thank my colleagues enough for their 3- to
4-years’ indulgence in my absolute passion on this issue, all those
in industry and, most importantly, that retail investor, that low-
and moderate-income investor who is every member of my family,
every person in my cul-de-sac, every person with whom I go to
church. They will be impacted by this.

And yes, every single investor and saver for retirement deserves
the best—the best—information, the best advice that they need.

And I would remind the ranking member and others that there
are rules and regulations currently already on the books that are
dealing with many of these issues, problems and faults. But to put
in another thousand pages of rules and regulations that does not
harmonize with the SEC, that stands to run in different paths of
the SEC is just simply wrong.

Secretary Perez and the Department of Labor have framed this
proposed rule as simply requiring advisors to work in a client’s best
interest. And if advisors are already doing this, then there should
not be any problems, he says.

Is this an accurate statement? And if not, can you please explain
why the marketplace reality is much more complex?

Mr. Callahan?

Mr. CALLAHAN. It is far more complex and goes to the point of
this false choice, that the choice is this regulation or nothing. And
even Professor Bullard testified FINRA took action under the exist-
ing regulatory framework—

Mrs. WAGNER. Correct.

Mr. CALLAHAN. —to correct something in the marketplace, a
schedule that was approved and filed with the SEC, just to be
clear. The advisors didn’t make up these products. They are filed
and in practice the rulemaking framework worked. FINRA came in
and corrected the measure, as he testified.

So it is far more complicated than that. And to think that our
only choice is this standard as drafted by the Department, which
pre-defines what is best and what is not best and takes some solu-
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tions off the table because they are prohibited and then begins to
try to work them back in with exemptions, to me is so clear that
it is a square peg in a round hole and far more complicated than
the light touch that the Department claims that it is.

Mrs. WAGNER. Mr. Stevens?

Mr. STEVENS. If it were quite that simple it wouldn’t have re-
quired hundreds of pages in the Federal Register.

Mrs. WAGNER. Correct. As I said, every investor deserves the
best information they need. I care deeply about the retail investor
and the low- and moderate-income investor. I care deeply about an
industry that I think is full of good actors that help families save
and invest for their retirement and for their future.

Congress has already provided the avenue in Dodd-Frank to look
at issues between different standards of care under Section 913.
That analysis and rulemaking is being done by the SEC, which is
the regulator that is familiar with current securities law and has
a much better understanding of the stakeholders and the market.

SEC Chair Mary Jo White hasn’t directly criticized Secretary
Perez, but this spring she said the SEC is working on its own rule.
Commissioner Gallagher, a Republican on the SEC, says in a letter
to Mr. Perez that the rule currently as proposed and as not willing
to be re-proposed or changed in any way, shape or form, as my cor-
respondence has demonstrated here, says that it is clear that the
DOL rulemaking is a fait accompli and the comment process is
merely perfunctory.

This rulemaking from the Department of Labor makes their inex-
perience in this area crystal clear. And this hearing has, I think,
today showcased and further demonstrated the proper avenue for
further regulation, which is the Retail Investor Protection Act.

I thank you all for your indulgence.

I thank the Chair and so many of my colleagues for yielding
their time. And we will fight on. Thank you.

I yield back.

Mr. FrrzpATRICK. The gentlelady yields back.

I would like to thank the witnesses for their testimony here
today.

Mr. Green?

Mr. GREEN. Yes, thank you, Mr. Chairman. I would like to sub-
mit without objection a statement from the Honorable Ranking
Member of the Capital Markets Subcommittee, Carolyn Maloney.
And without objection, I shall submit it.

Mr. FrrzpATRICK. Without objection, it is so ordered.

The Chair notes that some Members may have additional ques-
tions for this panel, which they may wish to submit in writing.
Without objection, the hearing record will remain open for 5 legis-
lative days for Members to submit written questions to these wit-
nesses and to place their responses in the record. Also, without ob-
jection, Members will have 5 legislative days to submit extraneous
materials to the Chair for inclusion in the record.

The hearing is adjourned.

[Whereupon, at 12:35 p.m., the hearing was adjourned.]
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Representative Andy Barr (KY-06) Statement for the Record
September 10, 2015
“Preserving Retirement Security and Investment Choices for All Americans”

“Mr. Chairman, thank you for calling this hearing and for this opportunity to weigh in on the Department of
Labor’s (DOL) April 14, 2015 proposed rule (RIN 1210-AB32) that would greatly expand the regulatory
definition of a “fiduciary” under the Employee Retirement Income Security Act (ERISA). This rule will
significantly change how millions of Americans seek help to make their investment decisions and the
relationships that they have with their financial advisor, and I am very concerned that this rule will make it more
difficult for hardworking Americans to save for retirement.

1 have heard from constituents throughout my district time and again that this rule will negatively affect

them. Employers will not be able to bring in financial advisors to provide educational information to their
employees. Investors with small accounts will not be able to receive advice for their 401K plans. Middle-class
investors will lose access to professional advice and more and more Americans will be forced to seek
information on the internet.

On July 29, 2015, Representatives Ann Wagner, David Scott, Lacy Clay, and | sent a bipartisan letter to
Secretary Perez stating our belief that the DOL should adequately review and consider all relevant comments
received in order to ensure that unintended disruptive changes do not impact the delivery of financial advice to
investors in the retirement savings market by issuing a re-proposal of this rule.

Secretary Perez replied and stated that the DOL would not entertain this request.

1 agree that financial advisors should act in the best interest of their clients. Heightened consumer protections in
the investment space should apply broadly and should not create two classes of investors, especially at the
expense of those saving for retirement. The current proposal would bi-furcate the industry into those who can
afford an advisor and those who cannot. The result will be Jess choice for consumers and a lack of access for
retail investors to sound financial advice.

Additionally, the rule should not impose further burdens on middle class Americans and unnecessarily disrupt
existing relationships that they have developed with their financial advisors. It is important that Americans
saving for retirement have access to quality information and advice, and Federal regulation should not hinder
those striving to save for retirement.

Recent events in the United Kingdom, where low dollar investors have lost access to advice from financial
advisors, present a case study of what can happen if this rule is not implemented correctly. The rule in its
current form could have a disparate impact on access, choice, and costs for millions of low- and middle-income
Americans saving for their retirerent.

I would like to thank Representative Wagner for her leadership on this issue, and I would like to thank the
Chairman for holding this hearing. T hope that this committee will continue to stand up for the millions of
hardworking Americans who will be negatively affected by this expensive, harmful rule that will
disproportionately impact small and retail investors.”
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Opening Statement of Congresswoman Carolyn Maloney
Cap Markets/O&1 Subcommittee Hearing on DOL Fiduciary Duty Rule
September 10, 2015

The Department of Labor’s fiduciary duty rule
advances a very simple principle — if you are
giving investment advice to retirement savers,
and you are being compensated for your advice,
then you have to put your customers’ interests
first.

This much-needed update of the rules governing
investment advice to retirement savers will plug
some key holes in our regulatory regime.

When the Labor Department first wrote the
rules governing who is a fiduciary back in 1975,
Individual Retirement Accounts, or “IRAs,”
barely even existed. So under the 1975 rule,
advisers to individuals who were saving for
retirement through IRAs were not subject to a
fiduciary duty.



62

Now — 40 years later — more than 40 million
Americans have IRAs, which together hold
more than $7 trillion in assets.

DOL’s proposed rule would plug this hole, by
making advisers to individual IRA owners
fiduciaries, and requiring them to put their
customers’ interests first.

That said, this proposed rule is not perfect, by
any means. There are definitely changes that
need to be made before the rule is finalized, and
even though I support the principle underlying
the rule, I have been urging DOL to make some
necessary changes as well.

For instance, the rule subjects advisers to IRAs
to a fiduciary duty by requiring them to enter
into a so-called “Best Interest Contract” with
their customers — but does this mean that
advisers have to get potential customers to sign
on the dotted line as soon as they walk in the
door, and before they ever speak?

2
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Surely there is a less cumbersome way to ensure
that advisers are subject to an enforceable
fiduciary duty — perhaps requiring a quick,
one-sided representation from the adviser that
she is a fiduciary at the beginning of a
conversation.

In addition, I’m not sure all of the disclosures
that the DOL requires as part of the Best Interest
Contract are truly necessary or effective — and
in some cases I think they will actually be
counterproductive. Requiring advisers to
disclose 1-, 5-, and 10-year projections for each
fund option that they are presenting to
retirement investors will likely lead to investors
choosing the riskier fund all-too-often, since
those projections will show the riskier funds
having higher returns.

So I think we should identify problems like
these, and then work constructively with DOL
to find solutions.
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In fact, I sent a letter to Secretary Perez last
week asking for some changes and clarifications
to the rule that I believe will make it better.

But I think we should be pragmatic about the
rule — if there are other changes that are
necessary before the rule is finalized, then let’s
talk about solutions to those problems too.

Thank you.
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Statement of the Honorable Kyrsten Sinema

| appreciate the opportunity to comment on the Department of Labor’s proposed ruie, redefining
who is a "fiduciary” of an individual retirement plan or employee benefit plan under the Employee
Retirement Income Security Act of 1974 (ERISA).

While I strongly support the Department’s goal to ensure financial advisors act in the best
interests of their clients, | remain concerned about the multiple unanswered questions related to the
proposed rule and the potential impact a rule would have on the affordability and accessibility of financial
information for investors.

For example, | am concerned by the potential impact the proposed rule would have on
consumers’ access to important retirement education information. | encourage the Department o protect
access to educational information and not unintentionally restrict the types of investment education
available to consumers saving for retirement.

in order to have a successfully implemented rule, it is vital that the proposal doesn’t imit
consumer choice and access to advice, have a disproportionate impact on lower- or middle-income
communities, or raise the costs of saving for retirement. The retirement savings gap for all Americans is a
staggering $14 trillion and one-in-five Americans approaching retirement age has zero retirement savings.
Now is not the time to reduce access to important investment tools.

Closing this gap should be the underlying purpose of DOL’s actions, and protecting access to
investment information wili help Americans responsibly save for retirement. | urge the Department to seek
a balanced approach to both protect consumers and maintain affordable access to retirement investment
advice for ail Americans.
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Testimony of Mercer E. Bullard
President and Founder, Fund Democracy, Inc.
and
MDLA Distinguished Lecturer and Professor of Law
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Chairman Garrett, Ranking Member Maloney, Chairman Duffy, Ranking Member
Green, members of the Subcommittee, it is an honor and a privilege to appear before the
Subcommittee today. Thank you for this opportunity. Iam the Founder and President of
Fund Democracy, a nonprofit advocacy group for investors, and a Professor of Law at the
University of Mississippi School of Law. This testimony discusses H.R. 1090 in Part I
and the Department of Labor’s proposed exemption from prohibited transaction rules for
Individual Retirement Accounts (“IRAs”) in Parts I - IV.

In summary, I do not support H.R. 1090. As discussed in Part LA, Section 2
would prevent the Department from completing its long overdue rulemaking by making
that rulemaking contingent on prior, unrelated rulemaking by the Securities and
Exchange Commission (“SEC” or “Commission”) under Section 913 of the Dodd-Frank
Act. Investors would continue to experience losses resulting from financial advisers’
incentives to make recommendations that are not in investors’ best interest, with no
guarantee that the Commission would ever adopt rules under Section 913. As explained
in Part IB, it is unreasonable to make any rulemaking contingent on SEC action in view
of the SEC’s longstanding rulemaking paralysis. Section 3 of H.R. 1090 would require
unnecessary, redundant and burdensome reports and analysis by the Commission and
would be inconsistent with APA principles of notice and comment, as I discuss in Part

1.C.

1 strongly support the Department’s proposal and urge Congress to take proactive
steps to help the Department finalize its rulemaking. The Department’s proposal to treat
financial advisers who make investment recommendations to investors as fiduciaries will
help protect investors from abusive sales practices and conflicted compensation
arrangements. Fiduciary status will cause broker-dealers and financial advisers to violate
certain prohibited transaction rules as a result of conflicted compensation arrangements
that make the amount of an adviser’s compensation depend on the recommendation made
by the adviser. However, the Department has proposed exemptions from the prohibited
transaction rules that are both workable for the industry and effective in protecting

investors.
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The adverse effect of conflicted compensation arrangements is indisputable. Just
as it is a fundamental law of economics that if you tax an activity you will get less of it, it
is a fundamental law of economics that if you pay for more certain recommendations,
you will get more of them. For example, if you pay your financial advisers more for
selling stock funds than short-term funds, which is standard industry practice, more stock
funds will be sold than if advisers’ compensation was the same for both funds. I discuss

the pervasive effect of conflicted compensation arrangements in Part I1.

The financial services industry claims that the Department’s proposal cannot
work. In fact, the proposal is eminently workable. Industry claims are based on
erroneous assumptions regarding how the proposal would operate in practice. Part III of
this testimony corrects the most common misperceptions regarding the proposal.
Industry claims are also belied by the fact that some broker-dealers have been able to
implement workable compensation practices that comply with or even exceed the
requirements of the Department’s proposal. For example, some broker-dealers have
already mitigated conflicted compensation arrangements by: (1) eliminating financial
advisers’ differential compensation for platform and proprietary funds, (2) capping
commission compensation for financial advisers, (3) adopting product-neutral
commissions and payout grids, (4) abjuring production-based payout grids altogether, and
(5) limiting payout increases to prospective sales rather than also applying them
retroactively. These and other current practices are both workable for broker-dealers and
beneficial for investors. In Part IV, this testimony discusses certain alternatives to the

Department’s proposals that have been offered by industry members.

I. H.R. 1090
A. Section 2 of H.R. 1090

Section 2 of H.R. 1090 prohibits the Department from completing its rulemaking until at
least 60 days after the Commission has issued a final rule pursuant to Section 913 of the

Dodd-Frank Act. I do not support Section 2 for a number of reasons.
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¢ Conduct standards under the securities laws are lower than under ERISA. In
ERISA, Congress expressly decided to impose higher standards of care and
loyalty with respect to retirement assets than it imposed under the federal
securities laws. Section 2 therefore conflicts with ERISA because it prevents the
Department from imposing the higher standards that ERISA requires in deference
to an agency that does not have the authority to impose such standards.

* The securities laws regulate only securities, whereas ERISA covers all types of
retirement assets. In ERISA, Congress expressly decided to regulate assets that
are not securities and therefore not subject to the federal securities laws. Section
2 therefore conflicts with ERISA because it prevents the Department from
regulating non-securities in deference to an agency that does not have the
authority to regulate non-securities.

* In ERISA, Congress specifically granted the Department authority over the
regulation of retirement assets, including non-securities assets. The Commission
does not have authority over the regulation of non-securities or authority over
many types of retirement plans. Section 2 prevents the Department from
exercising the authority Congress specifically required it to exercise in deference
to an agency that does not have this authority.

* The Department has not adopted any rules, it has only proposed rules. The
Department has made it clear that it will makes changes to its proposal. Congress
should not prevent the Department from adopting rules when it does not know
what rules the Department may adopt. Section 2 broadly threatens the
functioning of regulatory agencies and the principle of notice and comment by
judging, in effect, final rules without knowing what the final rules will be. It
undermines the rule of law by interfering with the very process of administrative
rulemaking.

If Congress disagrees with the positions taken by the Department in its proposals, there
are reasonable means for it to do so. It could, once there is actually a rule with which it
can disagree, amend ERISA to change the legal standards that apply to retirement assets

or narrow the scope of those legal standards.

Section 2 is also inappropriate because it requires the Department to wait for an agency to
adopt rules when the agency clearly will not do so. As discussed further below, the
Commission has repeatedly acknowledged the problems that the Department’s proposal
addresses but chosen not to address them. Indeed, with respect to discretionary
rulemaking the Commission has exhibited regulatory paralysis for more than a decade. It

is unreasonable to condition the Department’s rulemaking on other rulemaking that will
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not happen in the foreseeable future. In this case, rulemaking delayed would be

rulemaking denied.

B. Commission’s Rulemaking Paralysis

The Commission has proposed a number of rules, none of which it has been able to
{inalize, that address issues that provide much of the impetus for the Department’s
rulemaking. In doing so, the Commission has demonstrated that it cannot be relied to
take action under Section 913 of the Dodd-Frank Act or otherwise adopt rules to require
adequate disclosure of conflicted compensation arrangements or to require procedures

designed to eliminate or mitigate the adverse effect of these arrangements.

i. Revenue Sharing Payments

Since the 1990s, mutual fund companies have made distribution payments out of their
management fees, yet there are no Commission rules that require disclosure of these
payments, much less rules that address the conflicts of interest that differential revenue
sharing payments create. Revenue sharing payments generally comprise a percentage of
the transaction amount and an ongoing percentage of fund assets held at the broker-
dealer. Industry participants have been sued by private parties, state securities regulators
and the Commission itself regarding inadequate disclosure of revenue sharing
arrangements, yct the Commission has been unable to set of clear standards for revenue

sharing disclosure.

The Commission proposed rules to address this issue in 2004 that would have mandated
disclosure to investors at the time of the transaction (“point of sale™).! 1t was unable to
finalize this rulemaking. In 2010, the Department put the Commission on notice that it
intended to regulate revenue sharing with respect to retirement assets. Also in 2010, the

Dodd-Frank Act amended the Exchange Act to require the Commission to:

! Confirmation Requirements and Point of Sale Disclosare Requirements for Transactions in Certain
Mutual Funds and Other Securities, and Other Confirmation Requirement Amendments, and Amendments
to the Registration Form for Mutual Funds, Rel. No. 1C-26341 (Jan. 29, 2004). See also Point of Sale
Disclosure Requirements and Confirmation Requirements for Transactions in Mutual Funds, College
Savings Plans, and Certain Other Securities, and Amendments to the Registration Form for Mutual Funds,
Rel. No. IC-26778 (Feb. 28, 2005) (requesting additional comments).
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examine and, where appropriate, promulgate rules prohibiting or

restricting certain sales practices, conflicts of interest, and compensation

schemes for brokers, dealers, and investment advisers.?
Despite such patent invitations for the Commission to take action, the Commission has
failed to promulgate rules. More than a decade after its point-of-sale proposal, the
Commission has been unable to take final action on that rulemaking. It continues fo

regulate revenue sharing primarily through its enforcement program.
if. 12b-1 Fees

The Commission has conceded for more than 15 years that Rule 12b-1 was in dire need
of reform. For example, the mutual fund confirmation shows the amount of the
comrmnission charged, but it does not show the 12b-1 fees that investors pay on an ongoing
basis. This misleading omission has been exacerbated by the broker-dealer industry’s
shift, over the last two decades, from commissions to asset-based fees. Commissions on
mutual funds have steadily declined, while 12b-1 fees have increased and become the

functional equivalent of a deferred or installment commission.

In 2008, SEC Chairman Christopher Cox promised that,
in coming days, you can look for the SEC to open up the hood of this old

jalopy and start cleaning out the gunk. When the overhaul is done, 1
predict there won't be a 12b-1 in there anymore.®
The “coming days” became months, which became years. In 2010, the Commission

finally proposed substantial reforms to 12b-1 fees,” yet it has unable to take final action

? Dodd-Frank Act Section 913(g) (adding new subparagraph (I) to Exchange Act Section 15).

3 Comments by Christopher Cox, Chairman, U.S. Securities and Exchange Commission, at the Investment
Company Institute 4th Annual Mutual Fund Leadership Dinner, Washington, D.C. (Apr. 30, 2008)
(“Chairman Cox Comments™) available at hitp:/Awww .sec.gov/news/speech/2008/spch(43008cc.htm.

4 See Mutual Fund Distribution Fees; Confirmations, Rel. No. 1C-29367 at 15 ~ 16 (July 21, 2010) (“12b-1
Fee Proposal™).
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on that rulemaking. Seven years after Chairman Cox’s promise, and five years after

proposing reforms, the SEC’s “pending repeal or reform of rule 12b-1" is still pending.

ili.  Mutual Fund Fixed Pricing

Section 22(d) of the Investment Company Act requires that mutual funds sell their shares
at the price stated in the prospectus. The effect of this requirement is to fix the
commissions charged for purchasing shares of a given mutual fund, regardless of whether
the broker-dealer responsible for the transaction would charge less for its services. Thus,
one reason that broker-dealers are paid differential commissions is that they cannot

choose the commission level at which they wish to provide their services.

As the Commission has noted, Section 22(d) “effectively prohibits competition in sales
loads on mutual fund shares at the retail level;” such anticompetitive price fixing “would
normally be a violation of the antitrust laws.”® In 2010, the Commission proposed to
allow funds to sell shares for which broker-dealers determined the commission.”
However, as has been the case with a number of initiatives, the Commission has been

unable to close the deal.
iv. Fiduciary Duty

Section 913 of the Dodd-Frank Act specifically authorizes the Commission to adopt rules
that .apply a fiduciary duty when broker-dealers provide personalized investment advice.
Congress provided specific guidance regarding its intention that such rulemaking not
prevent commission-based compensation or the sale of proprietary products while also

expressing specific concern regarding:

the provision of simple and clear disclosures to investors regarding the
terms of their relationships with brokers, dealers, and investment advisers,

* Chairman Cox Comments, supra.

€ 12b-1 Fee Proposal, supra, at 87 & n.266 (citing U.S. v. National Ass 'n of Sec. Dealers, Inc., 422 U S.
694, 701 (1975) (antitrust immunity is afforded to sales made pursuant to Section 22(d))).

" Id., passim.
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including any material conflicts of interest.®

The SEC Chairman had promised to engage in such a fiduciary rulemaking even before
the Section 913 was enacted, but more than five years after Section 913 became law no

action has been taken.
V. Conclusion

These examples reflect a pattern of acknowledging the problems that the Department now
seeks to address but failing to take action to address them, as well as a broader regulatory
paralysis exhibited by the Commission over last fifteen years. For example, when the
Commission exempted certain broker-dealers from registration under the Advisers Act, it
was unable to adopt a final rule until forced to do so by litigation years later. In the
1990s, after the Commission permitted exchange-traded fimds (“ETFs”) on the condition
that they fully disclose their portfolios, and after issuing a concept release on actively
managed ETFs in 2001,° it took 14 years to permit the offering of a managed ETF that

did not disclose its portfolio.

In 2003, the Commission proposed a rule that codified the terms of hundreds of multi-
manager exemptions, but no final action has been taken.'® Nor has the Commission
adopted proposed Rule 6¢-11, which was proposed seven years ago and would codify
ETF exemptions.'! Both multi-manager fund and ETF sponsors therefore still must
obtain individual exemptions. Giving new meaning to the word “temporary,” the

Commission adopted a “temporary” exemption from principal trading provision of the

® Dodd-Frank Act Section 913(g) (adding new subparagraph (1) to Exchange Act Section 15).

% See Actively Managed Exchange Traded Funds, Rel. No. IC-25258 (Nov. 8, 2001). In 2015, the
Commission requested comment on ETFs and other exchange-traded products. See Request for Comment
on Exchange-Traded Products, Rel. No. 34-75165 (June 12, 2015).

' See Exemption from Sharcholder Approval for Certain Subadvisory Contracts, Rel. No. 1C-26230 {Oct.
23, 2003) available at https:/fwww_sec.gov/rules/proposed/33-8312 htm.

" See Exchange-Traded Funds, Rel. No. IC-28193 (Mar. 11, 2008).
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Advisers Act in 2007 with an expiration date of Dec. 31, 2009,'? which it has extended in
violation of the APA in 2009, 2010, 2012 and 2014."

In the 1990s, the Commission became aware of widespread market timing based on stale
mutual fund prices, but it did nothing to stop such abuses until forced to do so, in effect,
by the New York Attorney General. Similarly, the Commission sat by while analysts’
conflicts corrupted the investment banking industry until the New York Attorney General
stepped in and forced major reforms. In 2007 and the first balf of 2008, the growing
short-term credit crisis provided obvious signals that money market funds (“MMFs™)
were at risk. Requests for no-action relief to bail out funds had reached an all-time high,
and funds that were structurally similar to MMFs failed or experienced runs.* In January
2008, my advocacy group submitted a rulemaking petition with other advocacy
organizations asking the Commission to reconsider its ad hoc no-action process and to
require MMFs to file electronically their portfolios with the Commission to enable the
systematic review of MMF pricing accuracy.® The Commission took no action, and the

Primary Reserve Fund failed in September 2008.

12 See Advisers Act Rule 206(3)-3T; Temporary Rule Regarding Principal Trades with Certain Advisory
Clients, Rel. No. 1A-2653 (Sep. 24, 2007).

3 See Temporary Rule Regarding Principal Trades with Certain Advisory Clients, Rel. Nos, 1A-3948 (Dec.
17, 2014) (Dec. 31, 2016 expiration date), IA-3522 (Dec. 20, 2012) (Dec. 31, 2014 expiration date), A~
3128 (Dec. 28, 2010) (Dec. 31, 2012 expiration date) & 1A-2965 (Dec. 23, 2009) (Dec. 31, 2010 expiration
date).

" Financial Crisis Inquiry Report, National Commission on the Causes of the Financial Economic Crisis in
the United States at 254 —~ 255 (January 2011)(at least 44 fund companies bought securities from their
MMFs’ portfolios in late 2007) available at hitp:/fwww.gpo.gov/fdsys/pkg/GPO-FCIC/pdf/GPO-FCIC.pdf.
A $5 billion cash fund that was operated by GE similar to an MMF failed in late 2007, and a $27 billion
state-run cash fund experienced a run in which $8 billion in assets were redeemed over a two week period.
See id. at 255.

'3 See generally Letter from Fund Democracy, Consumer Federation of America, Consumer Action, AFL-
CIO, Financial Planning Association, and National Association of Personal Financial Advisors to Nancy
Morris, Secretary, U.S. Securities and Exchange Commission (Jan. 16, 2008) available at
http://www.sec.gov/rules/petitions/2008/petnd-554.pdf.
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In 2013, the Commission proposed investor protections in conjunction with adopting
rules that permit issuers to advertise private offerings publicly.’® When the Commission
issued the proposal, Chair Mary Jo White stated that she was:

firmly committed to keeping consideration of this proposal on track so that
the Commission is able to make an appropriate and timely regulatory
response to the operation of the new rule permitting general solicitation.'’

Nonetheless, more than two years later the proposal is still pending.

In conclusion, it is per se unreasonable to make any regulatory action contingent on prior
action by the Commission. Time and time again, the Commission has proposed rules and

promised reforms but been unable to get the job done.
C. Section 3 of H.R. 1090

Section 3 of H.R. 1090 requires that, prior to promulgating a rule under Section 2, the
Commission conduct a study of broker-dealer and investment adviser regulation. It
requires that, “alongside” the promulgation of such a rule the Commission publish certain
findings regarding harm to and confusion among investors. It also requires the
Commmission, in proposing such a rule, to consider the differences in the regulation of
broker-dealers and investment advisers. In principle, I generally agree that the
Commission should consider the factors identified in Section 3 pursuant to any fiduciary

rulemaking, However, I am opposed to this provision for a number of reasons.

Section 3 is redundant because the Commission has previously committed to complying
with Executive Order 13563, which would require the reviews and consider the factors

that Section 3 mandates.'® That Order requires that agencies:

' Amendments to Regulation D, Form D and Rule 156, Rel. No. 33-9416 (July 10, 2013). The
Comimission also stated that it would “monitor and study the development of private fund advertising and
undertake a review to determine whether any further action is necessary.” Eliminating the Prohibition
Against General Solicitation and General Advertising in Rule 506 and Rule 144A Offerings, Rel. No. 33-
9415 at 51 - 52 (July 10, 2013).

' Statement of Mary Jo White, Chair, U.S. Securities and Exchange Commission (July 10, 2013) available
at http//www_sec.gov/news/staternent/2013-07-10-open-meeting-statement-mjw.html.

1% See Improving Regulation and Regulatory Review, Exccutive Order 13563 (Jan. 18, 2001).

10
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(1) propose or adopt a regulation only upon a reasoned determination that
its benefits justify its costs (recognizing that some benefits and costs are
difficult to quantify);

(2) tailor its regulations to impose the least burden on society, consistent
with obtaining regulatory objectives, taking into account, among other
things, and to the extent practicable, the costs of cumulative regulations;

(3) select, in choosing among alternative regulatory approaches, those
approaches that maximize net benefits (including potential economic,
environmental, public health and safety, and other advantages; distributive
impacts; and equity);

(4) to the extent feasible, specify performance objectives, rather than
specifying the behavior or manner of compliance that regulated entities
must adopt; and

(5) identify and assess available alternatives to direct regulation, including
providing economic incentives to encourage the desired behavior, such as
user fees or marketable permits, or providing information upon which
choices can be made by the public‘”

Section 3 will complicate the administrative process and increase regulatory burdens and

costs without providing any benefits. I also oppose H.R. 1090 for the following reasons.

.

The Commission has already conducted an exhaustive study of the broker-dealer
and investment adviser regulatory regimes. The provisions of Section 913 already
provide clear guidance and limits on the Commission’s rulemaking authority
regarding a fiduciary duty for broker-dealers, such as the requirement that
rulemaking not impede commission-based arrangements or the sale of proprietary
products. The Commission already has indicated in its prior report that it intends
to extend any fiduciary rulemaking to reconsideration of broker-dealer and
investment adviser examination requirements.

Section 3 requires that the Commission satisfy certain requirements before it even
issues a proposal, which means that critics may be able to challenge a proposal
before it has become final. This requirement undermines the notice and comment
process and the foundation of administrative law. If this provision is adopted, it
should clarify that the APA does not apply.

Section 3 exacerbates the problems created by Section 2 because it places
additional, improper impediments to the Department’s carrying out its statutory

9 ,
¥ See id.

il
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duties by delaying further the Department’s rulemaking. In other words, it
requires that a different agency make certain findings that may not even be
relevant to a Department rulemaking, yet the Department rulemaking could not
occur unless such irrelevant findings are made.

¢ Section 3 improperly emphasizes investor “confusion.” Whether investors have a
clear understanding of the legal duties owed to them by financial advisers is not
the issue that a fiduciary duty addresses. A fiduciary duty comprises a standard of
care and a standard of loyalty. Broker-dealers routinely hold themselves out and
provide investment advice as financial advisers, and the law has for centuries held
such professionals to a fiduciary duty, regardless and independent of their clients’
understanding of that duty.

¢ Section 3 would prevent the Commission from adopting rules unless it found that
they reduce either “confusion or harm to investors . . . due to different standards
of conduct” (the term “either” should be inserted in the provision for clarity).
Harm to investors is not caused by different standards as such, it is caused by one
or more standards being inadequate to protect investors. If a finding is required, it
should be that the rule promulgated reduces harm or confusion.

H. Conflicted Compensation Arrangements

Over the last few decades, broker-dealers have developed a wide variety of compensation
structures that incentivize financial advisers to make recommendations that pay them the
highest compensation. The kinds and effects of conflicted compensation are truly mind-
boggling. Differences in compensation often bear no relationship to the services
provided. Instead, they seem to exist only to generate higher revenues for the minority of

financial advisers who choose to serve investors by choosing to serve only themselves.

Broker-dealers are paid part of the commission paid on a mutual fund purchase, part of
which is paid to the financial adviser. For example, on a $10,000 purchase of the
American Mutual Fund, an investor would pay a 5.75% commission ($575), of which the
funds’ distributor would pay 5.00% ($500) to the selling broker-dealer (the “gross dealer
concession,” or “GDC”), which would generally pay its financial adviser from 20%
($100) to 100% ($500) of that amount. The payment to the financial adviser is typically
based on a “payout grid” that pays the adviser a percentage of the GDC. A typical payout
would be 40% ($200). I have assumed a 40% payout in the examples provided below.

12
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If the investor were a 70-year-old retiree, it usually would not be appropriate to invest
100% of her $10,000 in a stock fund. However, the adviser would be paid less if part of
the investment were placed in a bond fund or short-term bond fund. For example, if
$5.000 of the $10,000 investment were invested in The Bond Fund of America, the
commission would be only 3.75% ($187.50), the GDC only 3.00% ($150), and the
financial adviser’s payment only $60. If $5,000 were invested The Short-Term Bond
Fund of America, the commission, GDC and adviser’s payout would be, respectively,
2.50% ($125),2.00% ($100) and $40. In other words, the financial adviser would be
paid 40% less ($60) for selling the bond fund and 60% less ($40) for selling the Short-

term bond fund.

These compensation differentials create a substantial economic incentive for a financial
adviser to recommend more aggressive asset allocations to the 70-year-old retiree and

other clients. The following table shows the commission/GDC/adviser payout for four
different allocations. From the

most to the least aggressive, the

financial adviser’s total

e e
compensation declines 35%. R : s RS
P g"’ss Dealar $soo $a6h $a80 $a25

. ommxssxsn‘
Extrapolating to an annual salary, .= e i Gl : e
Adviser. oS00 L eRAY 5 §;§2 s Sla‘i)}

. Payout
the adviser must choose between e

income of $100,000 or $65 000, or an income of $200,000 or $130,000. These distorted
incentives are understated, however, because the combined effect of other types of

compensation differentials can be far more extreme.

To illustrate, consider the same investor making an investment of $35,000 instead of
$10,000. Now the adviser has an additional conflict because some complexes offer
discounts on commission at certain investment levels, known as “breakpoints.” For
example, The American Fund provides a breakpoint at $25,000, at which point the
commission on the entire investment drops from 5.75% to 5.00%, which would mean less
compensation for the broker-dealer and the financial adviser. The financial adviser
therefore has an incentive either to spread the investment among different complexes so

as to fatl under the $25,000 breakpoint, or simply to avoid funds with $25,000

13
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breakpoints. This would not be difficult. Breakpoints at $50,000 are quite common; they
can be as high as $500,000.

The financial adviser also has an incentive to recommend funds that pay higher
commissions. The American Fund’s 5.75% commission is typical, but many stock funds
charge a 5.00% commission or less.”® The Cavanal U.S. Large Cap Equity Fund charges
a 3.50% commission and pays a 3.25% GDC. Simply choosing The American Fund over
the Cavanal Fund for a $10,000 investment would alone increase the financial adviser’s

compensation by 54% (from $130 to $200).

The financial adviser also has an incentive to recommend funds that pay a higher GDC.
For example, the DWS Capital Growth Fund charges a typical 5.75% commission, but
shares 5.20% with broker-dealers rather than the more common 5.00%. On a $10,000
investment, the extra 0.20% would generate $20 more for the broker-dealer and $8 more
for the financial adviser. This might not seem like much, but DWS believes that this
additional payment will help increase sales. Over billions of dollars in annual fund sales,

these incentives add up.

In summary, financial advisers can more than double their compensation by opting for a
more aggressive allocation to stock funds that have high commissions, high GDCs, and
fow breakpoints. The financial adviser’s compensation varies substantially where the
time invested and level of analysis provided does not vary at all. The financial adviser’s
time and effort spent on choosing an asset allocation and fund complex is the same
regardless of what allocation or complex is ultimately recommended. It is economically
irrational for the adviser to be paid more to recommend an aggressive asset allocation
over a conservative one, or for recommending one fund complex over another. The
industry complains that the Department’s proposal will adversely affect small investors.

In fact, the industry’s conflicted compensation causes the greatest harm to small investors

* The average commissions for stock and bond funds are 5.4% and 3.8%, respectively. See IC12015
Investment Company Fact Book at Figure 5.8. Cf. Robert Litan and Hal Singer, Obama s Big ldea for
Small Savers: ‘Robo’ Financial Advice, Wall. St. J. (July 21, 2015) (claiming that “small savers [pay]
something like a 2% sales charge (or commission) up front when buying mutual funds.” (emphasis
added)).

14
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because they are most likely to purchase the shares that create the greatest conflicts.

Small investors will benefit from the proposal more than other investors.

The financial industry claims that removing such conflicted compensation structures
would not be workable. However, some broker-dealers have already done so. For
example, some have introduced “fee capping” whereby they limit the maximum
commission that a financial adviser can receive on the sale, for example, of an emerging
markets equity fund at 4%.*" In other words, we know that eliminating incentives to
provide bad advice is workable because it is already working. The Department’s

proposal is intended to bring about precisely this kind of reform.

Differential commissions represent only one way that financial advisers’
recommendations are improperly conflicted. Financial advisers may also receive
different levels of 12b-1 fees depending on the fund complex selected. They receive
different financial benefits as a result of choosing fund complexes that pay higher
revenue sharing than other complexes. The potential doubling of compensation described

above grows larger as one type of improper financial incentive is stacked on another.

One of the most egregious forms of compensation incentives is the ratcheted payout grid.
As financial advisers generate more GDCs, their payout percentage rises. For example,
at $300,000 of GDCs over the preceding 12 months, an adviser’s payout percentage
might increase from 32% to 42% of GDCs, as is the case, for example, for a Janney

Montgomery Scott payout grid.”> However, this increase does not apply only to the

2! See Report on Conflicts of Interest, FINRA at 30 (October 2013) (“Report on Conflicts of Interest”™) (“In
the context of mutual fund and variable annuity sales, an effective practice FINRA observed is firms’ use
of “fee-capping” to reduce incentives for a registered representative to favor one product family over
another for comparable products. In a fec-capping arrangement, a firm caps the GDC that can be credited to
a registered representative’s grid. Any GDC in excess of the cap accrues to the firmi. For example, a firm
may cap at 4 percent the GDC for emerging market equity funds. This would eliminate incentives for a
registered representative to favor a mutual fund that paid a higher GDC than the 4 percent. It would not,
however, eliminate the potential incentive for the registered representative to recommend a fund with a 4
percent as opposed to a 2.5 percent GDC.”) available at

http://www finra.org/sites/default/files/Industry/p35997 1 .pdf.

* The Janney Montgomery Scott payout grid appears at page 7 of my written submission to the Department

at hitp://www.dol.gov/ebsa/pdf/1210-AB32-2-WrittenTestimony28.pdf. For a general discussion of the
structure of payout grids, see Report on Conflicts of Interest, supra, at 27 - 28.
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GDCs at $300,000 and above. Rather, the 10 percentage point increase in the payout also
applies to the previous $299,000 in GDCs. This ratcheted compensation structure means
that a financial adviser has an additional incentive of $29.000 (10% of the first $299 000
in GDCs) to recommend that his next sale generate enough commissions to get to
$300,000 for the preceding 12 months. In other words, how the adviser recommends that
a $20,000 investment be allocated will determine whether the adviser is paid an

additional $29,000. As shown in the chart below, an effective commission of 2.00% for

the financial adviser (40% of the 5.00% GDC) Adviser Compensation
§35,000

on a $20,000 investment in a stock fund is
$30,000

turned into an effective commission in excess of .

150% of the amount invested. Will the adviser 520,000
sell the short-term bond fund and be paid $120? >

$10,000
Or will he sell the stock fund and be paid
$5,000
$30,180? 1t is truly remarkable that the g e .
L. Short-Term Bond Fund Sale Stock Fund Safe
Commission and FINRA allow broker-dealers to Assumes: 1) statiog cammissions of 289,000 (3] advier

compensation on $20,000 sale of shares in The Short-Term Bond
Fund of America or The American fund; and (3) 30% and 40% adviser
paysuts at, respectively, $299,000 and 330,000 in commissions.

offer such financial incentives for their financial

advisers.”

Indeed, this example illustrates where the Department’s position is far too tame. The
Department suggests that, under its proposal, broker-dealers consider “effective policies
and procedures relating to an Adviser’s compensation for broker-dealers,” including
“[a]voiding creating compensation thresholds that enable an Adviser to increase his or
her compensation disproportionately through an incremental increase in sales.”

Ratcheted payout grids such as the one applied by Janney Montgomery Scott should be

2 While FINRA has noted such extreme incentives, but it has not prohibited them or, to my knowledge,
taken any enforcement action regarding them. See Report on Conflicts of Interest, supra, at 28 - 29 (“Some
firms apply a broker’s payout percentage on a retroactive basis. . . . In the context of compensation grids,
paying a registered representative a higher percentage of gross revenue may legitimately reward effective
and hard workers and encourage higher productivity. A conflict is created, however, if a representative’s
desire to move to a higher payout level influences the number or type of recommendations he makes to
customers. This conflict may be heightened when there is a relatively large increase in the percentage
payout between revenue tranches; when there is a high probability that a few, incremental sales will move a
registered representative to a new payout level; or where increased payout percentages are applied
retroactively once a threshold is satisfied.™). Nor were these extreme financial incentives mentioned in
FINRA’s most recent 2015 Regulatory and Examination Priorities Letter dated January 1, 2015. Available
at hitp:/fwww finra.org/industry/2015-exam-priorities-letterl.
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per se prohibited. While that firm and others would likely complain that eliminating such
structures would not be “workable,” this claim would beg the question as to how some
broker-dealers find it workable to use payout grids that are not based on production at

all*

HI. The Department’s Proposals are Eminently Workable and Already Working

The Department’s has proposed rules that are, notwithstanding claims by industry,

eminently workable. Industry sophists claim that they cannot comply with the rules
while also receiving commissions and that they will be forced, as a result, to require
investors to enter into asset-based fee arrangements. However, these claims are not

supported by the facts or the actual terms of the Department’s proposal.

The industry is correct that, under the Department’s proposal, a financial adviser’s
investment recommendation made to a retail investor regarding retirement assets will
trigger fiduciary status, as it should, which would render a subsequent transaction a
violation of the prohibited transaction rules if the financial adviser could receive
differential compensation in connection with the recommendation (e.g., higher
compensation for a transaction in one available product than another). There is nothing
unusual about fiduciary status triggering prohibited transaction rules. There are many
instances in which common business practices run afoul of ERISA’s prohibited
transaction rules, but the Department has adopted exemptions from these rules, subject to

certain conditions, that have been quite workable and made ERISA a workable statute.

For example, a retirement plan administrator that is a plan fiduciary cannot be paid fees
by the plan and also receive 12b-1 fees from mutual funds that are investments options in
the plan. However, the Department has taken the position investments in 12b-1 fee funds

are permitted provided that the plan fiduciary offsets the fee it receives from the plan by

* See Report on Conflicts of Interest, supra, at 28 (“Several firms with which FINRA met do not use a grid
structure based on production. Some of these firms base payout percentages on a registered representative’s
years of service.”).
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the amount of the 12b-1 fees it receives from the funds.” This exemption is relevant here
because it involves precisely the kind of fee leveling that firms that service plans have
found workable for years, yet these same firms now claim that fee leveling in the retail

context cannot work.

Rather than explain exactly how complying with the Department’s proposal would
actually affect their business practices, industry participants have generally adopted a
strategy of insisting that the Department’s proposal would put them out of business. The
industry makes generalized assertions that the Department’s standards are impossible to
understand or comply with, when in fact their operation is self-evident and compliance
requirements are clear. What is truly not “workable” for investors is paying financial
advisers more for recommending one transaction than another when there is no reason to
receive higher compensation other than to receive higher compensation. This is
economically irrational and, as a policy matter, indefensible. The effect is an annual net
social cost in the billions, a huge, wasteful transfer of wealth from uninformed,

unsophisticated investors to deeply conflicted financial advisers.

Rather than acknowledging the blatant compensation conflicts discussed above and
proposing effective alternatives to eliminating or mitigating them, the financial services
industry has generally followed a public strategy of misrepresenting the operation and
effect of the Department’s proposal. Many of the same practices that the industry claims
are not “workable” have been adopted (and made workable) by broker-dealers. The
following discussion identifies and rebuts many of the baseless claims that have been
made regarding the Department’s proposal and provides examples of practices deemed

not “workable” that some broker-dealers have nonetheless already adopted.

* Broker-dealers could receive compensation only if the compensation is level for
all possible recommended transactions. The Department’s proposal would
require fee leveling only for fees paid to the financial adviser, and even then in
limited circumstances. It would not require any change in compensation received

¥ See PTE 77-4 (April 8, 1977); DOL Advisory Opinion 93-13A (April 27, 1993); PTE 98-25 (June 9,
1998). See also EBSA Press Release (Aug. 23, 2012) (settling charges against ERISA fiduciary adviser for
receiving 12b-1 fees and revenue sharing payments) available at
http://'www.dol.gov/opa/media/press/ebsa/EBSA20121753 htm.
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at the firm level. Nor would it require any change in compensation paid at the
branch manager level if the branch manager does not make recommendations to
clients.

* Broker-dealers and financial advisers would be required to sell the lowest cost
product and would be prohibited from selling the highest cost product. The
relative cost of different products is irrelevant to the Department’s proposal,
which goes to financial advisers’ financial incentives to sell products and the
compensation they receive, not the cost of products to investors.

* Broker-dealers’ and financial advisers’ compensation would be required to be
identical for all products. As noted, broker-dealers’ compensation is unaffected
by the proposal. The Department has stated explicitly that financial advisers are
permitted to be paid more for selling products based on neutral factors, e.g.,
products that require more time or analysis, and for platform products (see
below).

¢ Broker-dealers and financial advisers could not be paid higher compensation
Jor selling variable annuities. The Department’s proposal would permit higher
fees to be charged for selling variable annuities. The proposal explicitly states
that higher fees paid for selling variable annuities would be justified by the
additional time and analysis required when selling more complex products. Even
if product-neutral compensation were required, there are broker-dealers that have
demonstrated this approach is workable.”

* Broker-dealers and financial advisers could not be paid higher fees for
“platform” funds that pay up for shelf space. The Department’s proposal
expressly permits broker-dealers and financial advisers to be paid higher
compensation for selling platform funds. Even if higher compensation for selling
platform funds were prohibited, there are broker-dealers that have demonstrated
that not favoring platform funds is workable.”

% See Report on Conflicts of Interest, supra, at 29 (“An effective practice FINRA observed was firms using
‘product neutral’ compensation grids to reduce incentives for registered representatives to prefer one type
of product over another.”).

7 See id. at 30 (“An effective practice is that for comparable products, firms not provide higher
compensation, or provide other rewards, for the sale of proprietary products or products from providers
with which the firm has entered into revenue-sharing agreements. The firms with which FINRA met each
stated that their registered representatives are not compensated more highly for the sale of comparable
proprietary or preferred provider products.”).
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Broker-dealers and financial advisers could not be paid higher fees for selling
proprietary funds. The Department’s proposal specifically authorizes the sale of
proprietary fund under broker-dealers’ existing business models, even if the funds
offered are limited to proprietary funds. The proposal would not prohibit offering
only proprietary funds, but some broker-dealers have demonstrated that this
would be a workable approach.”®

The requirement for financial advisers to provide advice “without regard” to
their own financial interests would be impossible to apply in practice because it
would prevent an adviser from negotiating its own fees andlor would otherwise
be unworkable. The Department’s proposal has no effect on a fiduciary ability to
charge a fee, or to charge a higher fee than its competitors, just as ERISA
fiduciaries have been permitted to negotiate higher fees for decades. It is self-
evident that the “without regard” requirement would only prevent a financial
adviser from being paid more for making one recommendation than another, and
then only if the differential does not reflect neutral criteria and is significant
enough to prevent a recommendation from being made without regard to the
differential. This means, for example, that a financial adviser could not be paid
more for recommending one domestic large cap fund over another if the fund
recommended generates higher compensation for the adviser. The “without
regard” standard is identical to the “without regard” standard in Section 913 in
Dodd-Frank Act, under which the industry now urges the Commission to enact
rules while arguing that the same “without regard” standard as promulgated by the
Department could not work.

The prohibition against providing incentives to financial advisers that “tend to
encourage” advice that is not in the client’s best interest would not be workable
andlor is not sufficiently clear. As with the “without regard” standard, the “tend
to encourage” standard clearly applies only to financial incentives that have no
purpose other than to encourage sales of products that generate higher revenues
for the financial adviser and broker-dealer. Compliance is simple. Broker-dealers
need only level compensation paid to financial advisers where there are no neutral
factors that explain the compensation differential on some basis other than
incentivizing sale of a higher compensation product. When the only basis for
differential compensation is to incentivize the sale of the higher compensation
product, a firm may run afoul of the proposed rules, as it should.

Broker-dealers and financial advisers could not comply with the “reasonable
compensation” requirement. The prohibited transaction exemption on which
broker-dealers currently rely in conducting transactions subject to ERISA, PTE
86-128, already imposes a reasonableness condition.”” The industry has

% See id.

¥ See Class Exemption for Securities Transactions Involving Employee Benefit Plans and Broker-Dealers,
Prohibited Transaction Exemption 86-128 (exemption for reasonable compensation received by fiduciary
for effecting or executing agency cross transaction).
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considered this reasonableness requirement to be “workable” for years.™
Moreover, the requirement that compensation be “reasonable” means only that it
be within range of fees typically charged for similar products and services. This
is exactly how the Commission has applied the “reasonable” commissions
requirement under the Investment Company Act for decades,” and the financial
services industry has found this standard to be “workable.” Even the Securities
Industry and Financial Markets Association (“SIFMA”) has proposed a
“reasonable fee” requirement.”

* Broker-dealers and financial advisers would be forced to move small investors
into accounts that charge asset-based fees because commissions could not be
charged. As explained above, the Department’s proposal would not prohibit
commission-based compensation. Investors therefore would not be forced to
move to other compensation models. They would only be forced to receive less
conflicted advice that was not in their best interest.

s The U.K. adopted similar reforms and those reforms have had an adverse effect
on investors. Both of these claims are false. The U.K. reforms are not similar to
the Department’s proposed reforms. For example, the UK. banned product-based
commissions.” As is clear in the Department’s proposal and as explained above,
the Department has not proposed to ban commissions. Broker-dealers will
continue to be permitted to charge commissions. There is also strong evidence
that the U K. reforms have had a positive net effect on investors.™

In summary, the industry’s principal complaints regarding the Department’s rulemaking

are unfounded. In many instances, broker-dealers have adopted fee leveling and other

% Ameriprise Comment Letter at 6 (June 20, 2015) (describing PTE 86-128 as a “workable” exemption)
available at hitp://www . dol.gov/ebsa/pdf/1210-AB32-2-00560.pdf.

*! The Investment Company Act prohibits fund affiliates from acting as brokers for a mutual fund if the
remuneration paid “exceeds (1) the usual and customary broker’s commission if the sale is effected on a
securities exchange.” ICA § 17(c)(2)(A). In Rule 17¢-1, the Commission has interpreted “usual and
customary” to mean “reasonable and fair compared to the commission, fee or other remuneration received
by other brokers in connection with comparable transactions involving similar securities being purchased or
sold on a securities exchange during a comparable period of time.” 1CA Rule 17e-1(a).

3 SIFMA’s proposal (“SIFMA Proposal™) can be downloaded at:
http://www .sifma.org/issues/item.aspx?1d=8589954937 (last visited Sep. 3, 2015).

33 See Distribution of Retail Investments: Delivering the RDR - Feedback to CP09/18 and Final Rules,
UK. Financial Services Authority at 4 (March 2010) (“Once the rules come into effect, adviser firms will
no longer be able to receive commissions set by product providers in return for recommending their
products, but will have to operate their own charging tariffs in accordance with our new rules.”) (emphasis
added). In the United States, fund commissions are, by law, fixed by fund companies.

* See Sean Forbes, U.X., Others Provide View of Fiduciary Rule Impact, Pension & Benefits Daily {Aug.
31, 2015) (citing studies).
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conflict-neutralizing practices that go further than would be required by the Department,
yet industry lobbyists claim that these practices would be impossible to implement.
These practices include: (1) eliminating financial advisers’ differential compensation for
platform and proprietary funds, (2) capping commission compensation for financial
advisers, (3) adopting product-neutral commissions and payout grids, (4) abjuring
production-based payout grids altogether, and (5) limiting payout increases to prospective

sales rather than also applying them retroactively.

IV.  Alternative Proposals

A number of alternatives to the Department’s proposals have floated by industry
members and special interest groups. I discuss some of them below. One feature they
generally lack is a fiduciary duty for financial advisers who provide retail investment
advice. A fiduciary duty applies to an adviser’s compensation. The Fidelity proposal
specifically exempts an adviser’s compensation from being subject to a fiduciary duty. A
fiduciary duty incorporates a duty of loyalty. Neither SIFMA’s nor the Financial
Services Roundtable’s proposal imposes a duty of loyalty. The following proposals are
not workable alternatives to the Department’s proposals for addressing conflicted

compensation arrangements.
A. Fidelity Proposed Alternative
Fidelity’s principal objection to the Department’s proposal is as follows:

the rule proposal makes an advisor a fiduciary with respect to
establishment of its own services and compensation. This is both
unprecedented in fiduciary law and not commercially viable, potentially
requiring an advisor to recommend its competitors over itself even if its
own services are wholly appropriate for the investor.”®

While Fidelity is correct as to the effect of the proposal, it is not correct that subjecting an

By idelity Comment Letter (July 21, 2015), available at http:/iwww.dol.gov/ebsa/pdf/1210-ZA25-
00157.pdf.
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adviser’s or other person’s fees or services is unprecedented or not commercially viable,
Trustees, under trust law, have been subject to a fiduciary duty with respect to their fees
and services for centuries. Investment advisers, under the Investment Advisers Act, have
been subject to a fiduciary duty with respect to their fees and services for decades. And
fiduciaries under ERISA, including Fidelity, have been subject to a fiduciary duty with
respect to their fees and services for decades, although the Department has granted many
exemptions to make firms’ obligations workable under ERISA. In each case, trustees,
investment advisers and ERISA fiduciaries have found compliance with their duties to be
commercially viable, and they have never had to recommend a competitor over

themselves.

In fact, for decades financial advisers who act in a discretionary capacity or have a
relationship of trust and confidence with their clients, including Fidelity financial
advisers, have been subject to a fiduciary duty.® The most common claim made in
arbitration against financial advisers is breach of a fiduciary duty.” Thus, Fidelity’s
recommendation that advisers not be subject to a fiduciary duty with respect to their fees
flatly contradicts current law and reflects a standard that is lower than the current legal

standard as applied to advisers under securities law.

* See, e.g., United States v. Wolfson, 642 F.3d 293 (2d Cir. 2011) (“Although we have long held that there
“is no general fiduciary duty inherent in an ordinary broker/customer relationship,” we have also
recognized that “a relationship of trust and confidence does exist between a broker and a customer with
respect to those matters that have been entrusted to the broker.” ... [A] discretionary account is not the sole
means by which a fiduciary duty may be created in the context of a broker-customer relationship; we have
“recognized that particular factual circumstances may serve to create a fiduciary duty between a broker and
his customer even in the absence of a discretionary account.” ... Put atherwise, it is well settled in this
Circuit that the presence of a discretionary account automatically implies a general fiduciary duty between
a broker and customer, but the absence of a discretionary account does not mean that no fiduciary duty
exists.”).

*7 Fiduciary duty breach claims have been the most common every year at least from 2008 through 2014,
See Dispute Resolution Statistics, Fin. Indus. Regulatory Auth., available at http://
www.finra.org/ArbitrationAndMediation/FINRADisputeResolution/AdditionalResources/ Statistics/ (last
visited Sep. 5, 2015); Mercer Bullard, The Fiduciary Standard: It 's Not What It Is, But How It’s Made,
Measured and Decided, 87 St. John’s L. Rev. 337, 369 - 78 (2013) (discussing arbitration). Arbitration
panels are not required to explain the basis of their decisions, so it is unknown how often they find a breach
of a fiduciary duty. However, on occasion a panel will reveal its reveal its findings. See, e.g., Billings v.
Merrill Lynch, Pierce, Fenner & Smith Inc., FINRA Arbitration No. 11-01948 (Oct. 12, 2012) (finding
respondent violated fiduciary duty to claimants and awarding monetary relief) available ar
http://finraawardsonline.finra.org/viewDocument.aspx? DocNb=59344.
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‘What Fidelity may mean is that it disagrees with the effects of being a fiduciary under
ERISA, which are certainly different from the effects of being a fiduciary in other

contexts. But its blanket statement that it is “anprecedented” to subject an adviser to a

fiduciary duty with respect to their fees and services is simply incorrect. It is not

unprecedented. It is quite common.

Fidelity’s proposal is to separate the adviser’s fees and services from its
recommendations. The financial adviser’s recommendations would be subject to a best
interest standard, but conflicted compensation would not. Thus, Fidelity’s proposal does
not create a fiduciary duty with respect to conflicted compensation that tends to
encourage the sale of higher cost products. The conflicted compensation arrangements
that Fidelity’s proposal would exempt from being subject to a fiduciary duty are precisely

the conflicts that are the raison d’etre of the Department’s rulemaking.

Fidelity equates the situation where a “person who is already providing investment advice
to a plan ‘persuades’ a plan fiduciary to extend his contract at a higher fee” to financial
advisers’ compensation, arguing that “[tJhere is no reason why this concept should not
apply where the advisor’s compensation varies based on the transactions and services
recommended.” Actually, there is a very good reason. Conflicted compensation is not
about paying more or less for a given set of services or negotiating a higher fee. Itis
about compensation for a given set services — investment recommendations — that varies
based on the recommendation made by the adviser. A doctor, lawyer or priest can
negotiate a higher fee or salary consistent with their fiduciary duties. However, a doctor
should not be paid more for an office visit for recommending one drug over another. A
lawyer should not be paid more for interpreting the law one way rather than another. A
priest should not be paid more for giving one kind of spiritual advice over another.

Fidelity’s comparison to negotiating a higher fee misses the point.

Fidelity’s second primary objection to the proposal is that it is “unworkable.” As
discussed above, the proposal is eminently workable. Although Fidelity has provided a

number of constructive comments and recommendations regarding how to improve the
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proposal in its comment letter, its suggested alternative approach is inadequate because it

simply does not regulate conflicted compensation practices.

B. SIFMA Proposed Alternative

The Securities Industry and Market Association (“SIFMA”) has proposed as an
alternative to the Department’s rulemaking that comprises only a set of amendments to
FINRA rules.” In other words, SIFMA is opposed to broker-dealers being ERISA
fiduciaries. Its proposal does not address non-securities, over which FINRA has no
jurisdiction. Its proposal rejects the foundational premise of ERISA that retirement assets
are deserving of more protection than other assets. Its proposal does not provide a

reasonable alternative.

SIFMA claims that the Department’s proposal creates an “additional standard of care.”
That is incorrect. The Department has stated that a recommendation that may trigger
fiduciary status is a recommendation as determined under FINRA rules. FINRA rules
already impose a suitability
standard. As the table on

the right illustrates, the

Department has essentially
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ddopted FINRA’s ie-Retirement nvestor regarding . andaction or in N pyinvolving
iserand Financlal s security or securities is sultable for the dustomar;
© hvestment’ U based onothe infurmation dhtained through the
Sy SR nable diligence oiithe member or
y o persiin 103y i 150}

suitability duty of care tuition will prov

“advige thatis in the:
standard. The table makes ARG Retirament |

o 5

i Cagvice that reflacts the care] skl ovasioient profiles A tus Sinvestme
it clear that the Depar’[ment prodence and dilisence underthe 0 srofile includés; but i not mited 1o, the.
Ceffedmistances then pravailing that a0 coktomer's agé. other inves financial
has not proposed an Tutent person would exertlse bated situation and needs; tax Status, nvestment
“on e nvestment objictives, risk: nfectives; hvestment experiente, i ent
“additional” standard of toldrance; financlal circlmstantes tmie Rorizon, liguidity needs; rigk tolerante; and
and reets G the Retirement Investor any other information the custonter may diedlose:
care.” S : : to the/meriber or'assotiated parson in

conngttion with stch recommendation:

SIFMA’s proposal would have no effect on conflicted compensation arrangements. It

would require that these arrangements be “managed” and that steps be taken to ensure

* See SIFMA Proposal, supra.
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that recommendations are not “materially” compromised by “material” conflicts of
interest. However, FINRA has made it clear that it does not object to blatant conflicts of
interest that violate current FINRA rules. SIFMA prefers that federal securities
regulators tacit approval of conflicted compensation arrangements set the bar. As the
above description of conflicted compensation arrangements demonstrates, the status quo

is unacceptable.

SIFMA contends that there should be a uniform fiduciary duty for all retail brokerage
accounts, that it should “serve as a benchmark for, be consistent with, and integrate
seamlessly into, the SEC uniform fiduciary standard that ultimately emerges under Dodd-
Frank § 913,” and that it should “follow the traditional securities regulatory approach.”
Congress could satisfy SIFMA’s wishes in this respect, but the Department cannot. _
Congress specifically decided in enacting ERISA to impose a higher duty with respect to
retirement assets than to other accounts subject only to securities regulation, and to
impose that standard to non-securities (a distinction that SIFMA ignores). Congress
specifically included IRAs as covered retirement assets. SIFMA’s wishes do not run
contrary to the Department’s proposal. They run contrary to the statute that the
Department is required to apply.” SIFMA, like FINRA, disagrees with the fundamental
premise on which ERISA is based, that Americans’ retirement security deserved

heightened protection

SIFMA’s proposed amendments to FINRA rules do not impose a fiduciary duty on
financial advisers and, in many respects, weaken existing standards applied by FINRA.
Nor does SIFMA’s alternative provide for private enforceability, much less for a binding

contractual commitment. For example, SIFMA proposes that investors be permitted to

39 SIFMA notes that “FINRA CEO Ketchum, in his remarks at the FINRA Annual Conference on May 27,
2013, reinforced many of these same points. ‘It is not optimal,” he stated, “to apply a diffcrent legal
standard to TRAs and 401(k)s than to the rest of an investor’s assets.”™ The same statements were made in
FINRA’s comment letter to the Department. Subcommittee members should pay close attention to these
statements. In both cases, FINRA not only has rejected a regulatory structure that has existed for decades,
but also has cast doubt on its understanding of and willingness to enforce existing law. FINRA’s
comments reflect the interests of private industry (its members), not the investors it is statutorily required to
protect.

0 See id.
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“waive” or “consent to material conflicts” of interest, which defeats the investor
protection purpose of a fiduciary duty. The centuries-old purpose of a fiduciary duty is to
protect investors who are vulnerable or at informational disadvantage, which impairs
their appreciation of waiving their rights. SIFMA would require disclosure of material
conflicts of interest without any requirement to disclose conflicted compensation, much
less the amount of or differences in such compensation, which comprises less disclosure
than is currently provided by most broker-dealers. SIFMA would deem all existing
customers to have consented to “material conflicts of interest” based solely on such
inadequate disclosure, thereby assuming consent where the investor has not actually

consented.
C. FSR Proposed Alternative

FSR has proposed an alternative to the Department’s BIC exemption.” However,
although FSR claims to support a “best interest” standard and that its proposed PTE
“codifies a best interest standard,” its alternative PTE does not apply a best interest

standard. FSR would require that a financial adviser’s recommendation to a client:

(1) reflects the care, skill, prudence, and diligence under the circumstances
then-prevailing that a prudent person would exercise; and (i) provides the
Retirement Investor with an opportunity for an appropriate return, risk
exposure, or benefit taking into account the Retirement Investor’s unique
needs as disclosed by the Retirement Investor to the Adviser and/or
Financial Institution.
A fiduciary duty comprises a duty of care and a duty of loyalty. The FSR’s standard
reflects a duty of care; it does not include a duty of loyalty. FSR’s PTE nowhere
references a financial adviser’s duty of loyalty. The primary purpose of the Department’s
proposal is not to establish a higher standard of care. It is to create a higher duty of
loyalty, and to apply a kind of loyalty standard to compensation that improperly

incentivizes financial advisers to sell higher compensation products. However, nothing

in the FSR’s PTE would prohibit financial advisers from making recommendations based

* FSR’s Simple Investment Management Principles and Expectations Prohibited Transaction Exemption
begins on page 101 of FSR’s written submission to the Departiment in connection with its testimony on
August 10, which can be accessed at: http://www.dol.gov/ebsa/pdf/1210-AB32-2-WrittenTestimony6.pdf.
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solely on their own financial interests so long as such recommendations could be

defended as being within the range of what is prudent.

FSR’s proposal requires that firms adopt procedures to mitigate material conflicts of
interest, but it defines “material conflict of interest” in a way that would expressly
exclude conflicted compensation even it was likely to affect a financial adviser's
recommendation. FSR defines a “material conflict of interest” as a financial interest that
creates a “substantial likelihood that a reasonable Retirement Investor would attach
importance” to that interest in deciding whether to take or refrain from taking a particular
action. This standard misses the point. The issue is not what is important to an investor.
The question is not whether the investor would consider something important. The
investor is not making an investment decision. The investor has decided to place his or
her trust and confidence in the financial adviser. The issue, as even the SIFMA proposal
expressly recognizes,” is the likelihood that conflicts of interest will adversely affect

financial adviser’s recommendations.

Nor is FSR’s “substantial likelihood” standard appropriate. If a conflicted compensation
is “likely” — but not “substantially likely” - to affect a financial adviser’s
recommendation, there is no question that the compensation should not be permitted.
FSR’s position is that conflicted compensation that is “likely” to affect a financial

adviser’s should be permitted. This position is indefensible.

FSR defines “recommendation” as comprising only an “explicit suggestion” that the
investor engage in or refrain from engaging in a “specific transaction or transactions.”
Financial advisers could easily frame their recommendations so as not to be “explicit” or
“specific” so as never to trigger any of the PTE’s requirements. This definition conflicts

with the meaning of “recommendation” under FINRA rules.

Section V of FSR’s proposal would provide a blanket exemption for all compensation

received in connection with the purchase of an investment prior to the PTE’s effective

# See SIFMA Proposal, supra (requiring that recommendations “[a]void, or otherwise appropriately
manage, disclose, and obtain consents to, material conflicts of interest, and otherwise ensure that the
recommendation is not materially compromised by such material conflicts.) (emphasis added).
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date. In other words, financial advisers could continue to advise a client, for example, to
retain an investment that paid higher compensation even if it would be in the client’s best
interest to switch to a lower cost investment. This standard is lower than FINRA’s
current suitability standard, which applies to recommendations to hold investments, and,

like many aspects of FSR’s proposal, ignores existing broker-dealer regulation.

Finally, FSR’s alternative does not create a contractually binding commitment for the
paltry standards that it imposes. In arbitration proceedings, FSR’s proposal would give
defendants a basis for arguing for a standard under the FSR PTE that is lower than the
current standard under FINRA rules. In summary, the FSR standard would be worse than

no standard at all.
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Statement of Caleb Callahan
Senior Vice President and Chief Marketing Officer, ValMark Securities, Inc.
On behalf of the Association for Advanced Life Underwriting (AALU)

Hearing on Preserving Retirement Security and Investment Choices for All Americans

Before the Subcommittees on Oversight & Investigations and Capital Markets and
Government Sponsored Enterprises of the House Financial Services Commiittee

September 10, 2015

Chairmen Duffy and Garrett, Ranking Members Green and Maloney, and Members of the Committee, |
am Caleb Callahan, Senior Vice President and Chief Marketing Officer at ValMark Securities, Inc. | am
testifying today on behalf of the Association for Advanced Life Underwriting (AALU), of which | am
Chairman of the Retirement Planning Committee and ValMark is a strong supporter and partner. AALU
appreciates the opportunity to testify before the Subcommittees on Oversight & Investigations and
Capital Markets & Government Sponsored Enterprises at this joint hearing on the proposed rule to
redefine who is a fiduciary of an employee benefit plan under the Employee Retirement Income Security
Act of 1974 (ERISA) and Section 4975 of the internal Revenue Code of 1986, including individual
retirement accounts {IRAs}, and on Representative Ann Wagner’'s (R-MO) Retail Investor Protection Act
{HR 1090).

AALU is the leading organization of life insurance professionals who are a trusted voice on policy issues
impacting Americans' financial security and retirement savings. Our 2,200 members nationwide are
primarily engaged in sales of life insurance used as part of retirement, estate, charitable, and deferred
compensation and employment benefit services.

ValMark was founded in 1963, and has roughly $14 billion in assets under care. We provide both fee-
based (registered investment advisor) and commission-based (broker-dealer) solutions to retirement
savers—with roughly 55% of our business in 2015 on the investment advisor side and 45% on the broker
side. Our model of providing both types of solutions enables us to have a level of independence and
objectivity that allows client goals to drive the best solution. in our experience, both models for
receiving advice and products are chosen regularly.

My goal here today is to offer feedback on the DOL’s proposed fiduciary rule based on the real world
experience of our firm working directly with advisors and retirement savers. This rule is weli-
intentioned, with the goal of helping Americans save for retirement, but unfortunately it wili have the
exact opposite result—harming the people we serve every day. it is our clients and advisors on whose
behalf | speak today, and | will explain why preserving our clients’ right to make choices in their best
interest—as THEY determine it—is essential.

l also want to express AALU's continued support for the Retail Investor Protection Act {HR 1090)
introduced by Representative Ann Wagner (R-MO). Her legislation would, in essence, require the SEC to
identify a real need and determine that there will be real benefits outweighing the costs before
upending the current standards that apply to broker-dealers. AALU truly appreciates Rep. Wagner's
teadership on this issue—we have been long-time supporters of her jegislation, which is a sensible
proposal that will lead to better rulemaking on standard of care issues.
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The Department Hasn’t Worked Within the Current Regulatory Framework—Including lis
Own Previous Efforts

{ will start out by asking why the DOL took this step without first trying to work within the current
regulatory framework.

As committee members are well aware, the SEC has extensive experience regulating under a fiduciary
duty, yet it is unclear if their deep knowledge has been fully brought into the process—we certainly
don’t want a rule that conflicts with SEC regulations and initiatives. FINRA also has significant expertise
and authority in this space, yet it submitted a comment letter to the DOL outlining a number of concerns
about the proposed rule. In the letter, FINRA explained that the proposed rule did not sufficiently build
on existing regulation, and in several respects conflicts with current FINRA rules and securities market
trading practices. FINRA further notes that this “fractured” approach will confuse retirement savers and
advisors, and cause many broker-dealers to stop serving average savers.

Particularly concerning is the implicit assumption that there are serious problems with the sale of
annuities and lifetime income products. AALU feels that these products are already the subject of robust
regulation, and the DOL has not presented any data showing serious deficiencies with the current
framework.'

In fact, the Department didn’t even build on its recent good work to improve investor understanding in
the ERISA marketplace, or show why such initiatives could not be successfully refined to address any
remaining issues in the marketplace—despite the considerable time and effort that both the DOL put
into crafting these rules and that the financial services industry expended to comply with the regulation.

As many of you know, in February 2012 the DOL issued final 408{b}){2) disclosure rules for retirement
plans for the purpose of bringing clarity to consumers. The new disclosure rules requiring advisors to
disclose: 1) the services they provide, 2) whether these services are provided in a fiduciary or brokerage
capacity, and 3) the fees charged for such services.

In examining the business metrics of ValMark’s own advisors throughout the country from 2013 (the
first full business year following final disclosure regulations) and 2014, there is a clear trend that under
these recently finalized disclosure rules advisors are increasingly becoming fiduciaries and charging fees
as opposed to selling plans as brokers for a commission. For example, when comparing year-end 2013
results to year-end 2014 results, commission-based plans grew at a rate of 26% while fee-based plans
grew by 114%. When we filter this data down to the firms whose primary business is qualified plans, the
trend is even more prominent. The qualified plan specialist advisors saw a decline of commission-based
plans by 85% between 2013 and 2014 but a 21% increase in the sale of fee-based plans.

These metrics evidence a noticeable shift in the business model. Conversations with our advisors reveal
that this shift is directly tied to the new 408(b)(2) disclosure regulations. The data shows that in an
environment of enhanced disclosure there is a move for advisors to increase the number of services
they provide and do so in a fiduciary capacity. However, notwithstanding this trend, some consumers
still choose to engage advisors in a brokerage capacity based on account size, needs and goals.

In short, it does not seem prudent for the Department to move forward with new sweeping regulation
in the retirement savings marketplace given the experience and expertise of the SEC and FINRA—
particularly since the DOL has not even conducted a full examination of comparable rules recently issued

pA
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by the Department in this same space, and which preliminary trends at our business indicate are
achieving their intended result.

The Retail Investor Protection Act Provides a More Appropriate Framework

Given the Department of Labor’s failure to work within the current regulatory framework,
Representative Wagner’s Retail Investor Protection Act (HR 1090} is an important bill that will lead to
better rulemaking on standard of care issues.

This legislation will prohibit the DOL from issuing a fiduciary rule under ERISA before the SEC acts in
accordance with Section 913 of the Dodd-Frank Act. Further, the SEC would be required to provide a
report to both the House Financial Services Committee and the Senate Banking Committee showing that
current standards are causing harm before issuing a rule, and explain whether the rule will limit access
to professional financial advice. The SEC would aiso be required to investigate alternative solutions to a
uniform standard of care, such as enhanced disclosures, to address any identified issue.

Rep. Wagner's Retail Investor Protection Act is a thoughtful piece of legislation that will protect average
retirement savers from losing choice and access to professional financial advice, and AALU supports its
passage.

DOL Proposal Contradicts Other Government Goals and Initiatives

Not only does this proposed rule fail to build on the current regulatory framework, it also contradicts
other governmental goals and initiatives.

Policymakers on both sides of the aisle understand that helping Americans adequately save for
retirement is a top priority. In 2011, the Government Accountability Office {GAO) released a study at the
request of Congress entitled “Retirement Income: Ensuring Income throughout Retirement Requires
Difficult Choices,” with the DOL and Treasury providing key contributions to this report. The study noted
that with the steep decline in defined benefit pension plans and the rise of defined contribution plans,
individuals are increasingly faced with difficult decisions about managing their financial assets to secure
lifetime income.

While of course noting that increasing savings and investing wisely are crucial to achieving sufficient
retirement income, the report stresses two fundamental points: 1) the importance of annuities for
retirement savers; and 2) the benefits of delaying the receipt of social security and working longer.

The GAO report highlights the importance of annuities for American’s retirement security. In fact, the
financial experts interviewed for this GAO study typically recommended that retirees convert a portion
of their savings into an annuity, and the report specifically encourages their increased utilization in
qualified plans. in particular, the study highlights that middle quintile househoids have the most need
for annuities and lifetime income solutions—while wealthier individuals can weather a financial storm,
it’s the average retirement saver that is most in need of access to annuities.

In addition, the GAO study makes clear that the decision to delay the receipt of social security is a crucial
factor in the retirement security equation. Working Jonger and taking social security at a later age can
result in significantly more income in retirement.
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Yet the study also clearly indicates that access to professional financial advice is critical. it's not just
instructing individuals about the increased savings that delayed receipt of social security can bring—
making the optimal choice requires education and calculations that are tailored to each retiree’s unique
circumstances, including anticipated expenses, income level, health status, and risk tolerance.
Professional financial advisors can guide individuals through their various options and construct a
personalized plan that will provide sufficient income in retirement. Unfortunately, this rule would make
providing this type of advice significantly harder, if not impossible.

Building on the recommendations of the GAO study, the Treasury Department—recognizing the need to
offer lifetime income streams in qualified plans—finalized regulations in 2014 which promoted the use
of Qualified Longevity Annuity Contracts {QLACs). Insurance companies and financial institutions have
just begun building solutions to comply with these recently issued regulations, and for the first time in
2015 there are muitiple QLAC solutions that retirement savers can access in the marketplace. The DOL
proposed rule would make it difficult, if not impossible, for our business to offer these critical retirement
savings products to our clients, contradicting this Treasury Department initiative and sending a
conflicting message to Americans.

The DOL’s proposed rule also conflicts with initiatives at the SEC. For example, the Commission has
listed combatting reverse churning—putting clients that aren’t actively trading into fee-based accounts
when a commission-based account would be a better, more affordable option—as an important priority.
Many investors execute buy and hold strategies, with little to no trading over a number of years, For
these savers, a fee-based account would mean paying an annual fee despite not needing or receiving
any advice or services. A commission-based account would be more appropriate, only charging them
when they need service from their advisor.

in other words, the SEC has made it very clear that fee-based accounts are NOT appropriate or the best
deal for some retirement savers. Yet the DOL proposal would force many businesses like mine to
basically put all of my clients into fee based accounts—directly contradicting this SEC initiative.

The Proposal Contains Unworkable Exemptions for Commission-Based Business Models—
Resulting in Reduced Choice and Access for Average Retirement Savers

| would now like to focus on why this rule will ultimately result in reduced choice and access for average
retirement savers by providing real world examples from my business. The DOL claims that the proposal
is business-model neutral, but based on my experience this rule is not compatible with current
commission-based business models—as FINRA CEO Rick Ketchum has himself noted.

The AALU continues to support clear, concise disclosures about the roles and obligations, product
offerings, and material conflicts for all financial advisors, including broker-dealers and life insurance
professionals. Yet while it is important to alleviate any investor confusion in the marketplace, regulators
must ensure that consumers have meaningful choice when making decisions about their investments
and retirement savings.

Unfortunately, this proposed rule makes it difficult, if not impossible, for our business to continue
providing valuable fife insurance and lifetime income products that offer the only solutions allowing
retirement savers to transfer longevity risk and market sequence of return risk to third parties,
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This loss of access to lifetime income products is particularly troubling because Americans are
increasingly unprepared for retirement. in fact, many experts feel that we are facing a retirement crisis.
Americans that reach retirement age are living longer than ever, yet many Americans have very little
savings at all—in fact, almost 50% of households age 55 and older have no retirement savings in vehicles
such as a 401{k} plan or an IRA." Further, 57% of workers reported that the total value of their entire
household’s savings and investments—not just for retirement—was less than $25,000, and 28% had less
than $1,000." Survey after survey shows that retirement security is one of the top concerns for
Americans. In short, this is exactly the wrong time to be restricting access to products that provide
lifetime income.

The aforementioned 2011 GAO report discusses the significant under-utilization of annuities by
investors—particularly median income savers—and academics wonder why many more retirees don't
annuitize defined contribution benefits given the protection they provide.

Part of the reason is that research shows individuals often underestimate the value of an annuity. Life
insurance producers have to educate savers about the benefits of annuities, and walk them through
their various options. They also have to obtain detailed information about the individual’s specific
circumstances to appropriately tailor the product to best fit their needs. Unfortunately, the restrictions
on advisors under this rule—from the definition of fiduciary to the conditions set forth by the BICE—will
prevent our advisors from continuing to provide valuable advice to retirement savers.

In addition, annuities are buy-and-hold products by their very nature. As | discussed with reverse
churning earlier, it can be much more expensive for investors that hold positions for long periods of time
to be in fee-based accounts. With annuities being held in accounts for long periods of time without
trading or advice around these products, commission-based accounts often offer the best choice for
investors.

Quite simply, commission-based advice represents the most inexpensive option for small retail investors
to receive education and access to annuities and lifetime income products. This rule will make it difficult
to provide the only solution retirement savers have to transfer a portion of longevity risk and market
sequence of return risk to a third party.

And it’s not just access to annuities; ValMark’s clients will lose access to professional financial advice and
other retirement savings products.

The United Kingdom banned commissions in 2013, and it serves as example of what the DOL proposal
would portend if adopted. In a study on the impacts of the Department’s proposal on U.S. life insurers,
Oliver Wyman found that, “While commission structures will still exist in the US, we believe that the
trajectory of change is close enough to that in the UK and Australia that similar impacts will occur here.
These changes will significantly affect competitive dynamics in a manner that could have profound
impacts on market participants.””

in the wake of the U.K. commission ban, the largest banks have significantly raised the minimum
account balances required before they will offer financial advice to investors. And in the year before the
commission ban went into effect, the number of advisors serving retail accounts plunged by 23%." In
fact, within the last month the UK. initiated a review of the advice gap for small accounts that has
occurred since 2013—a clear sign of the reduced access caused by the commission-ban.
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The marketplace reality is that it is often not cost-effective to provide fee-based services to smaller retail
investors. For example, fee-based advisors typically charge investors a fiat fee of 1% of the assets in
their account, so for an IRA with a $5,000 balance the advisor would get $50 in fees, not enough to
cover the costs of providing round-the-clock fiduciary service and the attendant liability.

Let me explain the disruption this rule would cause by providing a recent personal example involving my
parents. They are 64 years old, and have saved about $25,000 for their retirement. The other day my
Mom called me to ask a variety of retirement questions:

Should we file for social security now? Should we file and suspend? Should we use some of our
savings to pay down our mortgage?

These are the types of important and difficult questions that my Mom asked, and she didn’t have the
right answers on her own. | was of course willing to spend a couple of hours going over these questions
with my parents because | love them, and | expect to spend many more hours in these types of
conversations with them. However, a fee-based advisor will not be willing to spend the time necessary
to walk them through these options, as they would typically only make $250 on this type of account.
Unfortunately, this proposed rule will make it difficult for many near-retirees that don’t happen to have
sons working in the financial industry.

In addition to a loss of access to professional financial advice, retirement savers are being denied the
ability to make basic choices about what’s best for their future. When protecting their families and
saving for retirement, individuals must be able to choose what is right for them.

As discussed, long-term investors may prefer a single point-in-time payment over an ongoing, annual
obligation that increases as does the value of their investment account. For many investors, the annual
fee can add up to far more money paid than a point-in-time commission. To take away the right of
consumers to choose the type of services they need is not in the best interest of average retirement
savers.

Other markets do not restrict choice. Consumers are afforded the independence and freedom to make
decisions about purchases based on their own determinants of value—including items that have a
significant impact on retirement savings such as a home. Great platforms like standardized disclosures,
data conformity, good faith estimates, consumer reports, and social media feedback are available to aid
consumers in their decisions. Cheapest is not always best, and every individual will make choices based
on their own determination of value relative to their goals and situation.

In addition, insurance products are distinctly different from other financial products, such as a mutual
fund, and offer unique benefits. Forgoing insurance is always initially cheaper than obtaining insurance
coverage—whether a house, car, etc. But whether it truly costs more is something that is unknown
because it depends on future events. if we could predict the future we wouldn’t need solutions like this,
but of course that is the very concept of insurance—transferring risk to third parties that are better able
to withstand it. Yes, consumers pay for the protection and financial security that insurance products
provide—it’s not free—but that is a choice individuals should be able to make.
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Average Investors Have Better Investment Performance When Using Professional Advisors

The Department has chosen to focus on one area related to saving for retirement: costs. And it is
certainly worthwhile to ensure that investors are best served by their professional advisors. But besides
ignoring other risks faced by retirement saves such as fongevity risk, the Department creates a new one:
the risk that many more investors will be making investment decisions on their own.

The prospect of average retirement savers facing critical retirement savings decisions without access to
professional financial advice is disturbing, because documented studies have repeatedly concluded that
investors who do not have an investment professional consistently achieve lower returns than investors
who use a professional advisor.

For example, the decision to stay invested in the market during times of stress is the biggest factor
affecting retirement savings over the long-term. According to a recent analysis from Robert Litan and
Hal Singer, restricting access to face-to-face professional advice during a future market swoon could cost
investors $80 bilion." in another recently released study, Oliver Wyman found that investors using
professional advisors have a minimum of 25% more assets than investors without professional advisors,
and concluded that “advised individuals are more sophisticated and diligent long term investors who
achieve better investing outcomes.”" And a 2014 LIMRA study outlined the important benefits from
working with professional financial advisors, and noted that many consumers—particularly younger
investors—desire additional advice and guidance about decisions related to their financial and
retirement security.”™

Summary

AALU believes that the DOL has prematurely jumped for a “solution” in the retirement savings
marketplace without fully stating or quantifying why this proposed rule is necessary or explaining why
the existing regulatory framework cannot be built upor to address any problems, Further, the rule
directly contradicts other governmental goals and initiatives, creating conflicts that will harm retirement
savers.

While we appreciate the intent of the DOL to ensure that clients’ best interests are being served, this
rule will have the opposite effect—reducing choice and access to professional financial advice for
average retirement savers. This is why we support Rep. Ann Wagner’s Retail Investment Protection Act
(HR 1090), which will fead to better rulemaking on standard of care issues for brokers and financial
advisors.

Thank you for giving me the opportunity to testify today. | am happy to serve as a resource for
committee members as you work to determine the impacts of the DOL’s proposed fiduciary rule—and
press for a more effective course of action to serve the needs of average retirement savers.

" For a more detailed discussion of the extensive regulation of life insurance professionals and the services and
products they provide, see Letter from David ). Stertzer, Chief Executive Officer, AALU, to Elizabeth M. Murphy,
Secretary, SEC, File No. 4-606, (Aug. 30, 2010}, available at: http://www sec.gov/comments/4-606/4606-2631.pdf;
see also Letter from David J. Stertzer, Chief Executive Officer, AALU, to Elizabeth M. Murphy, Secretary, SEC, File
No. 4-606 (July 1, 2013), available at: http://www.sec.gov/comments/4-606/4606-3092.pdf; see also Letter from
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National Association of Insurance and Financial Advisors

2901 Telestar Court » Falis Church, VA 22042-1205 « (703) 770-8188 » www.naifa.org

Good morning Chairmen Duffy and Garrett, Ranking Members Green and Maloney, and
Members of the Subcommittees. My name is Juli McNeely, and I am testifying today on behalf
of the National Association of Insurance and Financial Advisors (“NAIFA™) for whom I
currently am serving as President. Thank you for giving us this opportunity to share our
perspective on “Preserving Retirement Security and Investment Choices for All Americans.”

Founded in 1890 as The National Association of Life Underwriters (NALU), NAIFA is one of
the nation’s oldest and largest associations representing the interests of insurance professionals
from every Congressional district in the United States. NAIFA members assist consumers by
focusing their practices on one or more of the following: life insurance and annuities, health
insurance and employee benefits, multiline, and financial advising and investments. NAIFA’s
mission is to advocate for a positive legislative and regulatory environment, enhance business
and professional skills, and promote the ethical conduct of its members.

[ also am a small business owner as I own my own agency — McNeely Financial Services, Inc.
based in Spencer, Wisconsin. I am licensed to do both fee and commission-based work but the
vast majority of my work is done on a commission basis because that compensation mechanism
generally makes the most sense for my clients. I have 52 small-business clients, most of which
have fewer than 25 employees, and 484 individual clients who have an average account size of
$70,982. We offer the small business clients group benefit and retirement plan products and
advice; we offer individual clients a full range of investment and retirement products and advice,
including retirement planning, college funding and investing for other future goals. Many of my
clients start out as new savers, and I believe that many of them would not have become savers at
all without my assistance and advice.

I intend to focus my testimony today on three core themes:

I. The critical need for main street Americans to access financial advice. We continue to
have a savings crisis in this country and impeding the providing of advice will enly
exacerbate that problem.

2. We are concerned that the Department of Labor “fiduciary duty” proposals — while well-
intended — will impose a wide range of new administrative requirements along with a
“best interest” standard that invites litigation regarding what satisfies that standard.
Through the imposition of these requirements on advisors who are paid on a commission
basis, the proposal implicitly favors a fee-for-service model that does not work for most
Americans of modest means. The Department has expressed its commitment to revising
the proposal to address many of the identified concerns, but they do not appear to intend
to issue a re-proposed rule meaning that we will not receive a clean opportunity to fix
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issues that inevitably will arise when revisions of this magnitude are made. At a
minimum, we hope that the Members of these Subcommittees will encourage the
Department to re-propose the rule if it intends to proceed with this rule-making process.

3. If enacted, H.R. 1090, the “Retail Investor Protection Act” (“RIPA™) would stay the
Department of Labor fiduciary duty rulemaking process until the Securities and
Exchange Commission (“SEC”) has reported to Congress regarding whether the
imposition of new duties and obligations is advisable and until the SEC has had the
opportunity to issue any such rules if it concludes that it is advisable. Moreover, the one
issue the Department of Labor cannot rectify unilaterally is the disharmony that its
proposal will create between investments sold through Individual Retirement Accounts
and those sold outside of the retirement context; only the SEC can issue rules that would
impose a uniform standard in both contexts. To the extent any SEC action in this space
does not {or cannot, by statute) mirror the Department’s rule-making, advisors will be
faced with multiple complex and potentially contradictory compliance regimes, none of
which would advance any legitimate public policy objectives. For these reasons, NAIFA
supports RIPA.

After a brief background section on NAIFA, its members and our clients, I discuss these points
in more detail below. In addition, we also are submitting copies of the two comment letters we
filed with the Department of Labor which outline our specific concerns with individual elements
of the Department’s proposals in more detail and which suggest ways in which some of the
proposed elements we believe are damaging or burdensome can be ameliorated or corrected.

Background

NAIFA members—comprised primarily of insurance agents, many of whom are also registered
representatives—are Main Street advisors' who serve primarily middle-market clients, including
individuals and small businesses. In some cases, our members serve areas with a single financial
advisor for multiple counties. And often, our members’ relationships with their clients span
decades and various phases of clients’ financial and retirement planning needs.

These long-term relationships between advisors and clients begin with a substantial investment
of time by the advisor to get to know the client and to develop trust. For an individual client, an
advisor commonly holds multiple initial meetings to discuss the client’s needs, goals and
concemns in both the short and long term. During the course of the advisor-client relationship,
our members provide advice during the asset accumulation phase (when clients are saving for
retirement), as well as the distribution phase (during retirement), which is especially critical for
low- and middle-income investors. For small business owners, our advisors initially encourage
them to establish retirement savings plans for their employees, and then, following in-depth
discussions to ascertain specific needs and concerns, help them to implement those plans.

! For purposes of this comment letter, the term “advisor” refers generally to a NAIFA member
who provides professional advice to clients in exchange for compensation.
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Most of our members work in small firms—sometimes firms of one-—with little administrative
or back office support. Often, their business practices are dictated by the broker-dealer with
whom they work, including the format and provision of client forms and disclosures. They are
also subject to transaction-level oversight and review by the broker-dealer.

The retirement products most commonly offered by NAIFA members are annuity products (fixed
and variable) and mutual funds. Some of our members are independent advisors working with
independent broker-dealers; others are affiliated with (or captives of) product providers and are
restricted to some degree in the products they are permitted to sell. It is our belief that nearly all
of our advisors, regardless of whether they are independent or affiliated, will be significantly
impacted by the Department’s proposal.

Virtually all NAIFA members working in the individual IRA space will have to rely on the
Department’s proposed Best Interest Contract (“BIC”) Exemption, which represents a far more
onerous compliance regime than any of our members have previously faced. Thus, the proposal
portends a dramatic shift in the way our members will interact with their clients and conduct
their businesses, and a significant increase in the cost of doing business. NAIFA does not
oppose a “best interest™ fiduciary standard for its members. However, any new standard must be
operationalized in a fashion that is workable for Main Street advisors and their clients.

Despite Secretary Perez’s statement before Congress on June 17, 2015 that the Department’s
proposal makes things “simpler” by imposing a uniform fiduciary standard on investment
advisors, the proposal is anything but simple. The proposed DOL rules are complex and contain
extensive conditions that will put a tremendous burden on advisors who serve the middle market.

FORESEEABLE CONSEQUENCES OF THE DEPARTMENT’S PROPOSAL FOR NAIFA
MEMBERS AND THEIR CLIENTS — LESS ACCESS TO MORE EXPENSIVE ADVICE

During a hearing of the House Education and Workforce Subcommittee on Health, Employment,
Labor, and Pensions on June 17, 2015, Secretary Perez acknowledged that “we have a retirement
crisis” in this country and “we need to save more.” This problem should not be underestimated,
According to the Federal Reserve, one in five people near retirement age have no money saved.®
As reported by the Washington Post, “[o}verall, 31 percent of people said they have zero money
saved for retirement and do not have a pension. That included 19 percent of people between the
ages of 55 and 64, or those closest to retirement age.™ Roughly 45% of people said they plan to

2 Hearing of the House Education and Workforce Subcommittee on Health, Employment, Labor,
and Pensions, Restricting Access to Financial Advice: Evaluating the Costs and Consequences
for Working Families and Retirees, June 17, 2015 (hereinafter “June 17 Hearing™), hearing
webcast available at htip://edworkforce house.gov/calendar/eventsingle.aspx ?Event1D=399027.

3 Marte, Jonnelle, Almost 20 Percent of People Near Retirement Age have not Saved for Ii,
Washington Post, Aug. 7, 2014.
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rely on Social Security to cover expenses during retirement, whether they have personal savings
5
or not.

In other words, it is more important than ever that Americans are encouraged to save, have
access to professional advice, and have access to appropriate retirement savings products.
Specifically, employers need reliable advice on the design and investment options of their
retirement plans, and employees need to be educated on the importance of saving early for
retirement, determining their risk tolerance, and evaluating the investment options available
through their workplace retirement plan. Employees also need professional advice when rolling
over retirement plan assets from one retirement plan to another plan or an IRA, and when taking
distributions during retirement. And individuals without access to an employer retirement plan
need education and guidance about other retirement savings vehicles.

Simply put, American investors need more personalized assistance and more options with
respect to retirement planning and saving, not less. Unfortunately, the Department’s proposed
rule, along with its proposed amendments to existing prohibited transaction exemptions
(“PTEs™), threatens to be counterproductive with respect to this country’s retirement crisis by
making it both more expensive and harder, not easier, to provide investors—particularly those
who need it most—with the services and products that could help them live independently during
their retirement.

A. Fewer Services and Less Education for Small Businesses and Small Account
Holders

As drafted, the proposed rule and proposed PTE amendments will result in less retirement
education and services for small businesses and individuals with low-dollar accounts.

First, faced with a multitude of new fiduciary obligations, which entail substantial cost and
administrative burdens, brand new business models and fee structures, as well as increased
litigation exposure, some advisors may no longer offer services to small plans or individuals with
small accounts.

Second, given the proposed rule’s restrictive definition of investment “education,” advisors who
do not wish to trigger fiduciary status will no longer be able to provide any meaningful education
to their clients.

Third, even when an advisor is willing to serve in a fiduciary capacity, unsophisticated investors
and low-income clients will be reluctant to sign complicated, lengthy contracts (as required
under the Best Interest Contract Exemption for fiduciary advice to retail investors) and unwilling
or unable to pay upfront out-of-pocket fees, and thus will forego advisory services. In fact, a
NAIFA survey found that two-thirds of advisors anticipate that the Department’s proposal will
result in the loss of clients because they believe clients will be intimidated or unwilling to sign
the contract required under the proposal, and because the proposal’s burdensome requirements
would make it impossible for advisors to continue to serve small or medium-size accounts.

And finally, the proposal could resuit in some advisors exiting the market entirely, which for
some rural communities, could result in a complete void of professional financial services. The

SId



108

proposal’s burden on independent advisors and registered representatives is tremendous, and
some advisors simply will not be in a position to bear the cost of compliance.

Reduced access to advisors, fewer services, and less education is not a desirable outcome, and
we know is not the aim of the Department. The fact is, advisors help people plan and save for
retirement by helping employers set up retirement plans and by providing advice to individual
investors outside of the workplace. Overall, advised investors are better off than non-advised
investors.

An Oliver Wyman survey from 2014 found that 84% of individuals begin saving for retirement
via a workplace retirement plan, and workplace-sponsored defined contribution plans represent
the primary or only retirement vehicle for 67% of individuals who save for retirement with a tax-
advantaged retirement plan.® And small businesses that work with a financial advisor are 50%
more likely to set up a retirement plan {micro businesses with 1-9 employees are almost twice as
likely).

Moreover, according to a May 2015 LIMRA Secure Retirement Institute Consumer Survey, 18%
of households that do not work with a financial advisor have no refirement savings, compared to
only 2% of advised households,” Similarly, an Oliver Wyman study published July 10, 2015,
found that advised individuals have a minimum of 25% more assets than non-advised
individuals, and for individuals aged 65 and older with $100,000 or less in annual income,
advised individuals have an average of 113% more assets that non-advised investors.® The
LIMRA survey also shows that consumers want more education with respect to retirement
planning, not less.”

B. More Expensive Advice for Small Businesses and Small Account Holders

For low- and middle-income clients who do continue to receive professional retirement advice,
that advice is likely to get more expensive for them under the proposed rule. The Department’s
proposal (including the proposed rule and PTE amendments) effectively leaves advisors with
three choices:

(1) do not give investment advice, as defined under the proposed rule, and avoid
becoming a fiduciary;

¢ Oliver Wyman Study, The Role of Financial Advisors in the US Retirement Market (July 10,
2015) (hereinafter “Oliver Wyman Study”™), at 3 (citing Oliver Wyman Retail Investor
Retirement Survey 2014).

" LIMRA Secure Retirement Institute 2015 Consumer Survey (hereinafter “LIMRA Survey™), at
3 (a copy of which is attached to the DOL Comment Letters as Exhibit 3).

§ Oliver Wyman Study, at 6.

? LIMRA Survey, at 13.
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(2) become a fiduciary and turn all of your compensation arrangements into flat
fee-for-service arrangements or wrap accounts (with no third-party
compensation); or

(3) become a fiduciary, retain current compensation arrangements, and comply
with a PTE.

As discussed above, the first option leaves clients with no meaningful guidance whatsoever
because investment “education” is defined so narrowly under the proposal. The second and third
options will harm consumers by increasing their costs.

With respect to the second option, traditional commission-based compensation models can—as
discussed below—abenefit low- and middle-income investors and should not be discouraged.
Unlike for high-wealth consumers, the alternatives—upfront flat fees and wrap account
arrangements—are not workable or palatable for our members® Main Street clients. First, clients
who are deciding whether they have the resources to save for retirement at all will be unable or
unwilling to pay a substantial out-of-pocket fee that represents a significant portion of the assets
they may have to invest. For those who are rolling over retirement account balances, opting to
pull these fees from the rollover amount will have tax implications and result in greater cost.
Moreover, fees will have to be set high enough to compensate for anticipated services during a
given timeframe, taking into account the fact that client needs can vary dramatically at various
times (e.g., during the initial strategy phase, while transitioning between accumulation and
distribution phases, in light of major life events, etc.).

These fee-based arrangements only make sense——and in fact, are only currently used—for
accounts with high balances. Indeed, advisory fee-based accounts usually carry account balance
minimums. The Oliver Wyman study estimates that 7 million current IRAs would not qualify
for an advisory account due to low balances.'® The study also reports that 90% of 23 million
IRA accounts analyzed in 2011 were held in brokerage accounts, and found that retail investors
face increased costs—73% to 196%, on average—shifting to fee-based advisory compensation
arrangements.'' Thus, ultimately, fee-based models actually will raise costs for many investors
with small or mid-level accounts, or cut them off from advisory services entirely.

This is in part because fee-based arrangements generally impose fees on all of the assets under
management whereas commission arrangements generally only generate compensation for the
purchase of new assets. The attached Exhibit 1 shows an illustration of this. In the example, an
investor opens a new mutual fund account and deposits $1,200 annually in the new account for
20 years. The assumed commission load for a managed account — 5.75% ~ would be paid on
new contributions that are made to the account but the only “trailing” compensation that is
generated on the overall assets in the account is a standard 0.25% 12b1 fee. Generally, no new
contribution commission is paid when an investor moves money between funds in the same fund
family and, for that reason, 1 work closely with my clients to ensure that they keep their
investments within a single fund family. Over the 20 year period, the commission model would
generate $2,344.54 for the advisor under this example.

© Oliver Wyman Study, at 6.

Md, a7,
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The exhibit also shows two fee arrangements, both of which are very conservative especially for
relatively small asset accounts like these. Using a fee of just 1.2%, the amount of fees generated
for the advisor over the same 20 year period — $4,521.39 — is almost double what the
commissioned advisor received.

Under the third option, for advisors who keep commission-based arrangements and rely on a
PTE, low-and middle-income and small business clients will still wind up paying more. The
high cost of compliance with the proposed PTEs (particularly the BIC exemption, upon which
many of our members ultimately will have to rely) will be borne by someone. The regulated
entities (e.g., broker-dealers, advisors, registered reps) will look for ways to pass on those costs.
Inevitably, consumers will bear some part of that cost burden, which may be significant.

Naturally, more paperwork and new contractual and disclosure requirements will mean increased
costs. But the cost burden on advisors goes further. New litigation exposure will dramatically
increase the overall risk and cost of doing business through ongoing compliance and monitoring,
and through actual litigation expenses. According to NAIFA’s survey, 87% of advisors
anticipate that the Department’s proposal will result in higher errors and omissions (“E&O”)
insurance premiums for their practices; and 58% of those said they expect premiums to increase
“substantially.” The Department’s proposal will also cost advisors and investors a substantial
amount of time. For instance, NAIFA members believe that 77% of their existing clients would
require a face-to-face meeting to explain and execute the Department’s proposed BIC exemption
contract.

Adding to the overall cost of the Department’s proposal is the real threat of conflicting
regulatory regimes if and when the SEC proposes its own fiduciary rules for advisors dealing in
securities products. Section 913 of the Dodd-Frank Wall Street Reform Act gives the SEC
authority to promulgate a rule-making on a standard of care for advisors who serve retail
investors. Specifically, the SEC is authorized to impose the same fiduciary standard as that
currently in place under the Investment Advisers Act and to require certain limited disclosures.
To the extent any SEC action in this space does not (or cannot, by statute) mirror the
Department’s rule-making, advisors will be faced with multiple complex and potentially
contradictory compliance regimes. Again, this could cause some advisors to exit the market, and
dual regulation could also lead to consumer confusion surrounding different standards and
disclosures.

All of these costs will have real consequences for consumers. If the Department’s proposal is
enacted, NAIFA members anticipate that, on average, they will not be able to affordably serve
clients with account balances below $178,000. Currently, only 26% of respondents to NAIFA’s
survey have minimum account balance requirements for their clients. Not surprisingly, 78% of
NAIFA members say that, under the Department’s proposal, they will have to establish
minimum account balances or will have to raise their current minimum balance requirements,
further diminishing availability of services for small account holders.

C. Fewer Guaranteed-Income Products Will Be Sold

The Department’s proposal also will result in fewer annuity products being sold, which again, is
especially harmful to low- and middle-income consumers. This result is also contrary to the
Department’s goals, which include encouraging lifetime income payout options like annuities.

7
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We are aware of only three ways to receive guaranteed income in retirement—annuities, Social
Security, and defined benefit pensions—which explains why the Department has traditionally
held a favorable view of most annuity products. Somewhat ironically, however, the
Department’s proposal imposes a heightened burden on advisors who offer annuity products to
non-fee-paying clients. Furthermore, the proposal’s structure for annuities is particularly
complex and confusing (i.e., splitting up rules and requirements for annuities by both investor
type and by type of annuity product), which will only make offering these products more
difficult and costly.

Notably, high-end, fee-for-service providers (many of whom, not surprisingly, support the
Department’s proposal) do not sell annuity products because their client base can self-annuitize
extensive investment portfolios.”> On the other hand, low- and middle-income Americans rely
heavily on annuity products of all kinds to provide them income security in retirement. These
products should continue to be available, and to be available in a broad enough range (i.e., fixed,
indexed, variable) to preserve investor choice and provide sufficient options for individual
investors’ particular needs and retirement savings goals.

D. Proposal Must Accommodate Proprietary Products

Another problem posed by the complex best interest contract element of the Department’s
proposed rules involves the situation in which the advisor is a registered representative of a
broker-dealer that restricts the products that the advisor can sell. This is the proprietary products
issue. Because of complex ERISA self-dealing rules, when an advisor can offer only his or her
own broker-dealer’s products, it becomes difficult—perhaps impossible—for that advisor to
comply with the best interest contract PTE at all. This would foreclose the ability of this kind of
advisor to help his or her clients save for retirement at all unless he or she charged the client
upfront non-product specific fees for advice. As explained earlier, this is simply not an option for
most middle income Americans whose modest means make such a fee-for-advice model
unaffordable or unappealing to the retirement saver. The Department’s proposal simply must be
modified to accommodate that slice of the market that involves the sale of proprietary products.

E. Confusion and Uncertainty in the Marketplace for Financial Institutions,
Advisors, and Investors Alike

Between its proposed rule and proposed PTEs, the Department is attempting to usher in a brand
new fiduciary regime in the retirement space. Overall, the proposal is dense, complicated, and
extremely confusing, Even long-time ERISA practitioners are having a difficult time
deciphering the proposal’s elements and requirements. This does not bode well for every-day
advisors and consumers.

It will take a substantial amount of time and resources for financial professionals and investors to
fully digest and become comfortable operating under the Department’s new structure. In the

12 The disproportionate burden, discussed in detail above, placed by the Department’s proposal
on advisors to middle-market clients could very well be a boon to more expensive providers who
are hoping to capitalize on advisors exiting the market and potentially capture clients on the
upper-middle-market cusp.
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meantime, the proposal threatens to introduce a substantial amount of uncertainty into the
marketplace. Presumably, financial institutions will err on the side of caution and adopt overly
conservative and restrictive policies and practices, rather than face potential liability for
violations of the new rules. As a result, their agents and registered representatives will follow
suit. Ultimately, these developments will likely result in a near-term contraction of services and
advice.

As impacted parties become more acquainted with the new rules—and perhaps more
importantly, as litigation and penalty risk becomes clearer—policies and practices may be
adjusted. But financial institutions and advisors in the securities space will also have to monitor
and adjust to the interplay between Department rules and securities laws and regulations, which
could also undergo change in the future. All of these developments will be costly and confusing,
and again, will most heavily burden professionals serving the middle market and their clients.

In sum, for all of the foregoing reasons, the weight of the Department’s proposal falls squarely
on advisors to small businesses and ordinary Americans, and unless the proposal is significantly
modified, the Department will end up penalizing those it purportedly is seeking to protect. A full
discussion of NAIFA’s specific issues and concerns with the proposed rules — as well as many
suggested potentially corrective measures — is included in the comment letters NAIFA filed with
the Department which are attached hereto as noted above.

NAIFA SuprrorTs H.R. 1090
AS A WAY TO ENSURE SAVERS HAVE ACCESS TO AFFORDABLE RETIREMENT ADVICE

In response to concerns that investors were confused about what duties were owed to them when
advisory services were provided by an “Investment Advisor” as opposed to when the services
were provided by a “Broker-Dealer Representative,” Congress directed the SEC in Section 913
of the Dodd-Frank Wall Street Reform Act to harmonize the duties between investment advisors
and representatives. This was done in part because of the perceived success of similar reforms
in the United Kingdom. Just last month, however, the UK announced that it will conduct a
Financial Advice Market Review to examine how financial advice could work better for
consumers who are now perceived to be experiencing a shortage of access to investment advice
in part because of the burdens imposed by those reforms.

If enacted, H.R. 1090, the “Retail Investor Protection Act” (“RIPA™), would stay the Department
of Labor fiduciary duty rulemaking process until the Securities and Exchange Commission
(“SEC™) has reported to Congress regarding whether the imposition of new duties and
obligations is advisable and until the SEC has had the opportunity to issue any such rules if it
concludes that it is advisable.

Moreover, the one issue the Department of Labor cannot rectify unilaterally is the disharmony
that its proposal will create between investments sold through Individual Retirement Accounts
and those sold outside of the retirement context; only the SEC can issue rules that would impose
a uniform standard in both contexts. To the extent any SEC action in this space does not (or
cannot, by statute) mirror the Department’s rule-making, advisors will be faced with multiple
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complex and potentially contradictory compliance regimes, none of which would advance any
legitimate public policy objectives. Any SEC rules that are issued necessarily will cover the sale
of all securities-based products while the DOL rules jurisdictionally are limited to those sold
only through employer retirement plans or Individual Retirement Account vehicles.

We understand that the Department is operating within the jurisdiction of ERISA while the
SEC’s actions are governed by Dodd-Frank and the Investment Advisors Act. These are different
statutes with different goals and parameters. It is, nevertheless, imperative that these differing
statutory approaches accommodate each other or retirement savers will pay the price for
confusing, potentially contradictory rules. Because the SEC’s jurisdiction is broader, especially
in the context of IRAs, it makes sense for the SEC to start the process of regulatory modification.

For these reasons, NAIFA supports RIPA.

I¥ THE DEPARTMENT PROCEEDS WITH ITS RULEMAKING,
IT SHouLb RE-PROPOSE THE RULES BEFORE ISSUING FINAL RULES

By imposing a wide range of new administrative requirements along with a “best interest”
standard that invites litigation regarding what satisfies that standard, the proposal implicitly
favors a fee-for-service model that does not work for most Americans of modest means. The
Department has expressed its commitment to revising the proposal to address many of the
identified concerns, but they do not appear to intend to issue a re-proposed rule meaning that we
will not receive a clean opportunity to fix issues that inevitably will arise when revisions of this
magnitude are made. At a minimum, we hope that the Members of these Subcommittees will
encourage the Department to provide interested parties—both within the financial services
industry and among the consumers who will be most impacted by the new rules—an opportunity
to review the changes the Department says it will make as a result of what it acknowledges has
been helpful and important stakeholder input to date. The extent of the changes the Department
itself says it will make suggest that a re-proposal (or some other form of pre-finalization review
and opportunity for input) will be crucial to the possibility of a workable rule that indeed would
serve the best interests of retirement savers.

CONCLUSION

The Department of Labor’s proposed “fiduciary duty” rules present complex challenges to
advisors and their clients. Thank you for giving us the opportunity to outline our views on these
important issues and to present our concerns. 1 welcome the opportunity to address any
questions you may have.
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Exhibit 1

Commission-based
versus

Fee-based

Arrangements
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National Association of Insurance and Financial Advisors
2901 Telestar Court « Falls Church, VA_22042:1205 » (703) 770-8188 = www naifa org

July 21, 2015

VIA ELECTRONIC FILING — www.regulations.gov

Office of Regulations and Interpretations
Employee Benefits Security Administration
Atin: Conflict of Interest Rule

Room N-5655

U.S. Department of Labor

200 Constitution Ave., NW

Washington, DC 20210

RE: RIN 1210-AB32 - Proposed Definition of Fiduciary Investment Advice
To Whom It May Concern:

The National Association of Insurance and Financial Advisors (“NAIFA™) appreciates this
opportunity to comment on the Department of Labor’s (“Department”) proposed definition of
fiduciary “investment advice” under the Employee Retirement Income Security Act of 1974
(“ERISA”) and the Internal Revenue Code of 1986 (“Code™).!

Founded in 1890 as The National Association of Life Underwriters (NALU), NAIFA is one of
the nation’s oldest and largest associations representing the interests of insurance professionals
from every Congressional district in the United States. NAIFA members assist consumers by
focusing their practices on one or more of the following: life insurance and annuities, health
insurance and employee benefits, multiline, and financial advising and investments. NAIFA’s
mission is to advocate for a positive legislative and regulatory environment, enhance business
and professional skills, and promote the ethical conduct of its members.

BACKGROUND & EXECUTIVE SUMMARY

NAIFA members—comprised primarily of insurance agents, many of whom are also registered
representatives—are Main Street advisors” who serve primarily middle-market clients, including
individuals and small businesses. In some cases, our members serve areas with a single financial

! NAIFA has filed a separate comment letter on the Department’s proposed prohibited
transaction exemptions, which is attached hereto as Exhibit 1.

? For purposes of this comment letter, the term “advisor” refers generally to a NAIFA member
who provides professional advice to clients in exchange for compensation.

1
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advisor for multiple counties. And often, our members’ relationships with their clients span
decades and various phases of clients’ financial and retirement planning needs.

These long-term relationships between advisors and clients begin with a substantial investment
of time by the advisor to get to know the client and to develop trust. For an individual client, an
advisor commonly holds multiple initial meetings to discuss the client’s needs, goals and
concerns in both the short and long term. During the course of the advisor-client relationship,
our members provide advice during the asset accumulation phase (when clients are saving for
retirement), as well as the distribution phase (during retirement), which is especially critical for
low- and middle-income investors. For small business owners, our advisors initially encourage
them to establish retirement savings plans for their employees, and then, following in-depth
discussions to ascertain specific needs and concerns, help them to implement those plans.

Many of our members work in small firms—sometimes firms of one—with little administrative
or back office support. Often, their business practices are dictated by the broker-dealer with
whom they work, including the format and provision of client forms and disclosures. They are
also subject to transaction-level oversight and review by the broker-dealer.

The retirement products most commonly offered by NAIFA members are annuity products (fixed
and variable) and mutual funds. Some of our members are independent advisors working with
independent broker-dealers; others are affiliated with (or captives of) product providers and are
restricted to some degree in the products they are permitted to sell. It is our belief that nearly all
of our advisors, regardless of whether they are independent or affiliated, will be significantly
impacted by the Department’s proposal.

Virtually all NAIFA members working in the individual IRA space will have to rely on the
Department’s proposed Best Interest Contract (“BIC™) Exemption, which represents a far more
onerous compliance regime than any of our members have previously faced. Thus, the proposal
portends a dramatic shift in the way our members will interact with their clients and conduct
their businesses, and a significant increase in the cost of conducting their business. NAIFA does
not oppose a “best interest” fiduciary standard for its members. However, any new standard
must be operationalized in a fashion that is workable for Main Street advisors and their clients.

As discussed in more detail below, NAIFA has significant concerns about the workability of
some portions of the Department’s proposed rule, and recommends several adjustments to the
proposal. Namely, NAIFA strongly encourages the Department to adopt a final fiduciary
investment advice definition that:

Requires some investor reliance on the investment advice;

Requires a mutual understanding between the investor and the advisor;

Excludes referrals to other financial professionals;

Excludes distribution-related advice that is not investment advice;

Excludes welfare benefit plans with no investment component;

Excludes, or includes a carve-out for, marketing and sales activity for all products,
services and investors;

Includes a carve-out for advice relating to employer plan design;

Allows for meaningful investor education by including a broad education carve-out;

VVVVYVYY
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> Allows advisors to place reasonable limitations on the scope and duration of the fiduciary
relationship; and
» Includes an enforcement timeline of at least thirty-six months.

In its current form, the proposed rule presents major—and in some cases, insurmountable—
obstacles for NAIFA members serving middle-market retail investors (i.e., those who need the
most encouragement and assistance when it comes to retirement savings). NAIFA hopes that the
objective of the Department’s proposal is not to limit or take away advisory services for Main
Street investors, and we greatly appreciate your thoughtful consideration of these comments.

L FORESEEABLE CONSEQUENCES OF THE DEPARTMENT’S PROPOSAL FOR NATFA
MEMBERS AND THEIR CLIENTS

During a hearing of the House Education and Workforce Subcommittee on Health, Employment,
Labor, and Pensions on June 17, 2013, Secretary Perez acknowledged that “we have a retirement
crisis” in this country and “we need to save more.™ This problem should not be underestimated.
According to the Federal Reserve, one in five people near retirement age have no money saved.”

As reported by the Washington Post, “[o]verall, 31 percent of people said they have zero money

saved for retirement and do not have a pension. That included 19 percent of people between the

ages of 55 and 64, or those closest to retirement age."5 Roughly 45% of people said they plan to
rely oné Social Security to cover expenses during retirement, whether they have personal savings

or not.

In other words, it is more important than ever that Americans are encouraged to save, have
access to professional advice, and have access to appropriate retirement savings products.
Specifically, employers need reliable advice on the design and investment options of their
retirement plans, and employees need to be educated on the importance of saving early for
retirement, determining their risk tolerance, and evaluating the investment options available
through their workplace retirement plan. Employees also need professional advice when rolling
over retirement plan assets from one retirement plan to another plan or an IRA, and when taking
distributions during retirement. And individuals without access to an employer retirement plan
need education and guidance about other retirement savings vehicles.

Simply put, American investors need more personalized assistance and more options with
respect to retirement planning and saving, not less. Unfortunately, the Department’s proposed

3 Hearing of the House Education and Workforce Subcommittee on Health, Employment, Labor,
and Pensions, Restricting Access to Financial Advice: Evaluating the Costs and Consequences
Jor Working Families and Retirees, June 17, 2015 (hereinafter “June 17 Hearing™), hearing
webcast available at http://edworkforce.house.gov/calendar/eventsingle.aspx?Event] D=399027.

* Marte, Jonnelle, Almost 20 Percent of People Near Retirement Age have not Saved for I,
Washington Post, Aug. 7, 2014.
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rule, along with its proposed amendments to existing prohibited transaction exemptions
(“PTEs”), threatens to be counterproductive with respect to this country’s retirement crisis by
making it harder, not easier, to provide investors—particularly those who need it most—with the
services and products that could help them live independently during their retirement.

A. Fewer Services and Less Education for Small Businesses and Small Account
Holders

As drafted, the proposed rule and proposed PTE amendments will result in less retirement
education and services for small businesses and individuals with low-dollar accounts.

First, faced with a multitude of new fiduciary obligations, which entail substantial cost and
administrative burdens, brand new business models and fee structures, as well as increased
litigation exposure, some advisors may no longer offer services to small plans or individuals with
small accounts.

Second, given the proposed rule’s restrictive definition of investment “education,” advisors who
do not wish to trigger fiduciary status will no longer be able to provide any meaningful education
to their clients.

Third, even when an advisor is willing to serve in a fiduciary capacity, unsophisticated investors
and low-income clients will be reluctant to sign complicated, lengthy contracts (as required
under the Best Interest Contract Exemption for fiduciary advice to retail investors) and unwilling
or unable to pay upfront out-of-pocket fees, and thus will forego advisory services. In fact, a
NAIFA survey found that two-thirds of advisors anticipate that the Department’s proposal will
result in the loss of clients because they believe clients will be intimidated or unwilling to sign
the contract required under the proposal, and because the proposal’s burdensome requirements
would make it impossible for advisors to continue to serve small or medium-size accounts.

And finally, the proposal could result in some advisors exiting the market entirely, which for
some rural communities, could result in a complete void of professional financial services. The
proposal’s burden on independent advisors and registered representatives (discussed in more
detail below) is tremendous, and some advisors simply will not be in a position to bear the cost
of compliance.

Reduced access to advisors, fewer services, and less education is not a desirable outcome, and
presumably, is not the aim of the Department. The fact is, advisors help people plan and save for
retirement by helping employers set up retirement plans and by providing advice to individual
investors outside of the workplace. Overall, advised investors are better off than non-advised
investors.

An Oliver Wyman survey from 2014 found that 84% of individuals begin saving for retirement
via a workplace retirement plan, and workplace-sponsored defined contribution plans represent
the primary or only retirement vehicle for 67% of individuals who save for retirement with a tax-
advantaged retirement plan,” And small businesses that work with a financial advisor are 50%

7 Oliver Wyman Study, The Role of Financial Advisors in the US Retirement Market (July 10,
2015) (hereinafter “Oliver Wyman Study™), at 5 (citing Oliver Wyman Retail Investor

4
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more likely to set up a retirement plan (micro businesses with 1-9 employees are almost twice as
likely).

Moreover, according to a May 2015 LIMRA Secure Retirement Institute Consumer Survey, 18%
of households that do not work with a financial advisor have no retirement savings, compared to
only 2% of advised households.® Similarly, an Oliver Wyman study published July 10, 2015,
found that advised individuals have a minimum of 25% more assets than non-advised
individuals, and for individuals aged 65 and older with $100,000 or less in annual income,
advised individuals have an average of 113% more assets that non-advised investors.” The
LIMRA survey also shows that consumers want more education with respect to retirement
planning, not Jess."

B. More Expensive Advice for Small Businesses and Small Account Holders

For low- and middle-income clients who do continue to receive professional retirement advice,
that advice is likely to get more expensive for them under the proposed rule. The Department’s
proposal (including the proposed rule and PTE amendments) effectively leaves advisors with
three choices:

(1) do not give investment advice, as defined under the proposed rule, and avoid
becoming a fiduciary;

(2) become a fiduciary and turn all of your compensation arrangements into flat
fee-for-service arrangements or wrap accounts (with no third-party
compensation); or

(3) become a fiduciary, retain current compensation arrangements, and comply
with a PTE.

As discussed above, the first option leaves clients with no meaningful guidance whatsoever
because investment “education” is defined so narrowly under the proposal. The second and third
options will harm consumers by increasing their costs.

With respect to the second option, traditional commission-based compensation models can—as
discussed below—benefit low- and middle-income investors and should not be discouraged.
Unlike for high-wealth consumers, the alternatives—upfront flat fees and wrap account
arrangements—are not workable or palatable for our members’ Main Street clients. First, clients
who are deciding whether they have the resources to save for retirement at all will be unable or
unwilling to pay a substantial out-of-pocket fee that represents a significant portion of the assets

Retirement Survey 2014). The Oliver Wyman Study has been submitted separately to the
Department through the formal comment process under this rule-making.

8 LIMRA Secure Retirement Institute 2015 Consumer Survey (hereinafter “LIMRA Survey™), at
3, attached hereto as Exhibit 2.

9 Oliver Wyman Study, at 6.

' LIMRA Survey, at 13.
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they may have to invest. For those who are rolling over retirement account balances, opting to
pull these fees from the rollover amount will have tax implications and result in greater cost.
Moreover, fees will have to be set high enough to compensate for anticipated services during a
given timeframe, taking into account the fact that client needs can vary dramatically at various
times (e.g., during the initial strategy phase, while transitioning between accumulation and
distribution phases, in light of major life events, etc.).

These fee-based arrangements only make sense—and in fact, are only currently used—for
accounts with high balances. Indeed, advisory fee-based accounts usually carry account balance
minimums. The Oliver Wyman study estimates that 7 million current IRAs would not qualify
for an advisory account due to low balances.”’ The study also reports that 90% of 23 million
IRA accounts analyzed in 2011 were held in brokerage accounts, and found that retail investors
face increased costs—73% to 196%, on average——shifting to fee-based advisory compensation
arrangements.ll Thus, ultimately, fee-based models actually will raise costs for many investors
with small or mid-level accounts, or cut them off from advisory services entirely.

Under the third option, for advisors who keep commission-based arrangements and rely on a
PTE, low-and middle-income and small business clients will still wind up paying more. The
high cost of compliance with the proposed PTEs (particularly the BIC exemption, upon which
many of our members ultimately will have to rely) will be borne by someone. The regulated
entities (e.g., broker-dealers, advisors, registered reps) will look for ways to pass on those costs.
Inevitably, consumers will bear some part of that cost burden, which may be significant.

Naturally, more paperwork and new contractual and disclosure requirements will mean increased
costs. But the cost burden on advisors goes further. New litigation exposure will dramatically
increase the overall risk and cost of doing business through ongoing compliance and monitoring,
and through actual litigation expenses. According to NAIFA’s survey, 87 % of advisors
anticipate that the Department’s proposal will result in higher errors and omissions (“E&O™)
insurance premiums for their practices; and 58% of those said they expect premiums to increase
“substantially.” The Department’s proposal will also cost advisors and investors a substantial
amount of time. For instance, NAIFA members believe that 77% of their existing clients would
require a face-to-face meeting to explain and execute the Department’s proposed BIC exemption
contract.

Adding to the overall cost of the Department’s proposal is the real threat of conflicting
regulatory regimes when the SEC proposes its own fiduciary rules for advisors dealing in
securities products. Section 913 of the Dodd-Frank Wall Street Reform Act gives the SEC
authority to promulgate a rule-making on a standard of care for advisors who serve retail
investors. Specifically, the SEC is authorized to impose the same fiduciary standard as that
currently in place under the Investment Advisers Act and to require certain limited disclosures.
To the extent any SEC action in this space does not (or cannot, by statute) mirror the
Department’s rule-making, advisors will be faced with multiple complex and potentially
contradictory compliance regimes. Again, this could cause some advisors to exit the market, and

" Oliver Wyman Study, at 6.

21d,at7.
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dual regulation could also lead to consumer confusion surrounding different standards and
disclosures.

All of these costs will have real consequences for consumers. If the Department’s proposal is
enacted, NAIFA members anticipate that, on average, they will not be able to affordably serve
clients with account balances below $178,000. Currently, only 26% of respondents to NAIFA’s
survey have minimum account balance requirements for their clients. Not surprisingly, 78% of
NAIFA members say that, under the Department’s proposal, they will have to establish
minimum account balances or will have to raise their current minimum balance requirements,
further diminishing availability of services for small account holders.

C. Fewer Guaranteed-Income Products Will Be Sold

The Department’s proposal also will result in fewer annuity products being sold, which again, is
especially harmful to low- and middle-income consumers. We are aware of only three ways to
receive guaranteed income in retirement—annuities, Social Security, and defined benefit
pensions—which explains why annuity products have always been trumpeted by the Department.
Somewhat ironically, however, the Department’s proposal foists a heightened burden on advisors
who offer annuity products to non-fee-paying clients. Furthermore, the proposal’s structure for
annuities is particularly corplex and confusing (i.e., splitting up rules and requirements for
annuities by both investor type and by type of annuity product), which will only make offering
these products more difficult and costly.

Notably, high-end, fee-for-service providers (many of whom, not surprisingly, support the
Department’s proposal) do not sell annuity products because their client base can self-annuitize
extensive investment portfolios.”> On the other hand, low- and middle-income Americans rely
heavily on annuity products of all kinds to provide them income security in retirement. These
products should continue to be available, and to be available in a broad enough range (i.e., fixed,
indexed, variable) to preserve investor choice and provide sufficient options for individual
investors’ particular needs and retirement savings goals.

D. Confusion and Uncertainty in the Marketplace for Financial Institutions
Advisors, and Investors Alike

Between its proposed rule and proposed PTESs, the Department is attempting to usher in a brand
new fiduciary regime in the retirement space. Overall, the proposal is dense, complicated, and
extremely confusing. Even long-time ERISA practitioners are having a difficult time
deciphering the proposal’s elements and requirements. This does not bode well for every-day
advisors and consumers.

It will take a substantial amount of time and resources for financial professionals and investors to
fully digest and become comfortable operating under the Department’s new structure. In the

"* The disproportionate burden, discussed in detail above, placed by the Department’s proposal
on advisors to middle-market clients could very well be a boon to more expensive providers who
are hoping to capitalize on advisors exiting the market and potentially capture clients on the
upper-middle-market cusp.
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meantime, the proposal threatens to introduce a substantial amount of uncertainty into the
marketplace. Presumably, financial institutions will err on the side of caution and adopt overly
conservative and restrictive policies and practices, rather than face potential liability for
violations of the new rules. As a result, their agents and registered representatives will follow
suit. Ultimately, these developments will likely result in a near-term contraction of services and
advice.

As impacted parties become more acquainted with the new rules——and perhaps more
importantly, as litigation and penalty risk becomes clearer—policies and practices may be
adjusted. But financial institutions and advisors in the securities space will also have to monitor
and adjust to the interplay between Department rules and securities laws and regulations, which
could also undergo change in the future. All of these developments will be costly and confusing,
and again, will most heavily burden professionals serving the middle market and their clients.

In sum, for all of the foregoing reasons, the weight of the Department’s proposal falls squarely
on advisors to small businesses and ordinary Americans, and unless the proposal is significantly
modified, the Department will end up penalizing those it seeks to protect.

IL THE PROPOSED RULE

Virtually all NAIFA members will be investment advice fiduciaries for purposes of ERISA and
the Code under the Department’s proposed rule. The rule, along with the Department’s proposed
PTEs, will require major changes in our members” business practices and client relationships.
While NAIFA is not opposed to a “best interest” standard of care for advisors, it is extremely
important that such a standard be contained within a feasible operational structure.

As it stands, nearly all of our members who become fiduciaries will have to alter their current
compensation arrangements (for at least some clients and some products) or satisfy a PTE. For
the reasons discussed above, both options carry significant risk of harm to retail investors. We
believe that such risk can be partially mitigated, however, if the Department addresses the
specific points of concern discussed below.™

A. Scope of the Proposed Definition of Fiduciary “Investment Advice”

i The definition of fiduciary investment advice should require some investor
reliance on the investment advice.

The Department’s current five-part test for fiduciary investment advisors includes a requirement
that the advice serve as the primary basis for the investment decision(s) ultimately made by the
investor.”® The requirement ensures that clients actually act on the investment advice before a
fiduciary relationship arises. NAIFA strongly urges the Department to maintain a similar
reliance requirement under its proposed definition of fiduciary investment advice. Otherwise,
advisors are forced to take on a fiduciary role, even if their investment advice is completely

'* Again, NAIFA has submitted separate detailed comments on suggested adjustments to the
Department’s PTE proposals.

1% See 29 CFR 2510.3-21.
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ignored or has no impact whatsoever on the client’s investment decisions. Given the substantial
cost and burden on fiduciaries under the Department’s proposal, fiduciary relationships should at
least be limited to situations in which some meaningful advice or service is rendered and
accepted.

2. The definition of fiduciary investment advice should require a mutual
understanding between investor and advisor.

Similarly, the Department’s current fiduciary investment advice test includes a requirement that
the advice be given pursuant to a mutual agreement or understanding between the investor and
the advisor.'® Mutual understanding, like reliance, should be an element of the Department’s
new definition of fiduciary investment advice. Before a fiduciary relationship exists, both parties
should, at a minimum, recognize that the advice is being given and considered for the client’s
particular investment needs. Without such mutuality, casual or social conversations could be
misconstrued as fiduciary communications. Again, considering the burden of the overall
fiduciary structure proposed by the Department, some common-sense checks should be in place
before fiduciary obligations are imposed on advisors. At the very least, the impacted parties
should have an awareness and understanding of what they are undertaking.

3. Recommendations of other financial professionals should not fall within
the definition of fiduciary investment advice.

As drafted, the Department’s proposed definition of fiduciary investment advice covers four
general categories of advice:

(1) A recommendation as to the advisability of acquiring, holding, disposing or
exchanging securities or other property (including a recommendation to rollover
assets or take a distribution);

(2) A recommendation as to the management of securities or other property
(again, including rollover and distribution decisions);

(3) An appraisal, fairness opinion, or similar statement—verbal or written—
concerning the value of securities or other property when provided in connection
with a specific transaction; and

(4) A recommendation of a person who is also going to receive a fee or other
compensation for providing the aforementioned types of advice.

The last category—recommendations of other financial professionals—should be excluded from
the fiduciary investment advice definition because it is not investmenr advice. In fact, a simple
referral is several steps removed from actual investment activity. The Department’s definition
appears to assume that the recipient of the advice will in fact pursue the recommended
professional, that the other professional to whom the prospective client is referred will be in a
position (and agree) to work with the client, and that investment advice will actually be given
and acted upon.

6 1d
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Furthermore, inclusion of referrals under the new definition of fiduciary investment advice will
effectively eliminate referrals because advisors simply will not be willing to take on fiduciary
obligations in situations where the “advice” rendered is to send the investor elsewhere for
services. And reducing referrals will harm investors. Professional referrals are a valuable
service, particularly to unsophisticated investors or those who are new to retirement planning and
saving. A list of names or advertisements in a phone book does not offer any meaningful
guidance for investors to narrow down their options or find professional services that are suitable
for them. Referrals from individuals in the same business, however, provide investors with some
confidence that they will be talking to a reputable advisor who, in at least someone’s estimation,
is an appropriate advisor for the investor.

The Department’s proposal to include referrals in the definition of fiduciary investment advice
defies logic and will only harm consumers. Accordingly, the Department should remove this
category of advice from the proposed definition.

4. Advice regarding distributions—without accompanying investment
advice—should not be included in the definition of fiduciary investment
advice.

As noted above, the Department proposes to include advice regarding distributions under the
definition of fiduciary investment advice. This type of advice should be excluded, however,
when it is rendered without any accompanying invesiment advice. For example, if an advisor is
informed that an investor has suffered an unforeseeable financial loss and needs to take a
hardship distribution—and there is no investment recommendation sought or given pertaining to
the distributed funds—the advisor’s non-investment advice aimed at facilitating the distribution
should not qualify as fiduciary investment advice. Similarly, if an advisor counsels an investor
not to take a distribution (i.e., to preserve the status quo with respect to plans and assets), that
also should not be considered fiduciary advice.

In these scenarios, the advisor is not delivering advice with respect to particular investments
from which the advisor may benefit, but rather is providing generic counseling and assistance for
the good of consumers. Thus, the Department should clarify in the final rule that such
distribution-related advice is not considered fiduciary investment advice.

5. Welfare benefit plans with no investment component should be excluded
from the rule.

The Department’s proposed rule defines “plan™ as “any employee benefit plan described in
section 3(3) of [ERISA] and any plan described in section 4975(e)(1)(A) of the Code.” Section
3(3) of ERISA includes employee pension benefit plans and employee welfare benefit plans,
which include health, life, and disability benefits. Department officials indicated at a meeting on
May 20, 2015, and during a phone conversation on June 3, 2015, that the Department does not
intend the proposed rule to cover welfare plans that do not have an investment component (i.e.,
plans that are not designed to generate income or increase wealth). NAIFA strongly urges the
Department to clarify in its final rule that benefit plans like traditional health, life and disability
are not covered under this rule-making.

10
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NAIFA suggests achieving such clarification by adding a definition of “other property.” For
example, the definition could read:

““Other property’ for purposes of this section does not include welfare benefit
plans without an investment component, such as health, accident, disability, and
life insurance products, that do not generate income or create wealth for future

»

use.
Alternatively, the term “investment” could be defined as follows:

““Investment’ for purposes of this section does not include the purchase, sale,
holding, or exchanging of welfare benefit plans without an investment
component, such as health, accident, disability, and life insurance products, that
do not generate income or create wealth for future use.”

In addition to these specific suggestions, there may be other ways for the Department to
resolve this issue. NAIFA urges the Department to clarify, in one way or another, that
welfare benefit plans with no investment component are not covered under this rule-
making.

6. Marketing of services and preliminary client development conversations
should not be considered fiduciary investment advice.

For the individuals and small businesses served by NAIFA members, effective marketing of our
advisors’ services can mean the difference between an employer offering a retirement plan or
not, or an individual prematurely cashing out a retirement account or continuing to save. Getting
good advice to consumers who need it is a goal we all share. Further, as discussed above with
respect to professional referrals, we all agree that consumers should be able to make informed
decisions when choosing their advisors.

Department officials said at a technical briefing on May 7, 2015 that they did not intend to
capture conversations along the lines of “hire me” or “these are the services I can offer you”
under the definition of investment advice. At that same briefing, officials acknowledged that
there should be some opportunity for preliminary conversations with prospective clients before
fiduciary status and any attendant contract or disclosure requirements are triggered. Secretary
Perez echoed those comments while testifying before a congressional committee on June 17,
2015, where he stated that the Department wants consumers to be able to “shop around” and
“[the Department’s] goal is to make sure that shopping around can happen.” However, given
some elements of the proposed rule, NAIFA believes that these sentiments need to be clarified
and memorialized in any final rule.

As drafted, the proposed rule applies to a recommendation:

(1) of a person who is going to receive compensation for providing investment
advice;

(2) that is individualized or specifically directed to the recipient of the
recommendation; and
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(3) is provided by someone who may eventually receive compensation as a result
of the recommendation.'’

It appears that this would cover one-on-one sales pitches and targeted advertising by advisors
seeking to introduce their services to new clients, which creates an unnecessary barrier to
services for individuals and employers who will not sift (or do not feel comfortable sifting)
through anonymous advisor listings in the phone book.

The Department could ensure that these initial conversations are not captured by adopting some
of the above suggestions (e.g., by requiring some investor reliance and mutual understanding
between advisors and investors). Or, as discussed in detail below, the Department could resolve
this issue by creating a robust seller’s exception. Regardless of the approach taken, NAIFA
urges the Department to carve out marketing and preliminary conversations with prospective
clients from the investment advice definition.

B. The Department should Adopt a Seller’s Exception that Applies Across all
Products, Services, and Investors.

The Department’s proposed seller’s exception (the counterparty carve-out) does not apply to
small plans or IRAs at all, and is limited to sales pitches provided in connection with an arm’s
length sale, purchase, loan, or bilateral contract to large plan (“sophisticated”) investors.”® As
drafted, the exception also does not appear to cover a discussion about an advisor’s services.
The Department should replace its proposed counterparty carve-out or create a separate seller’s
exception that applies to all products, services, and investors.

A robust seller’s exception will allow advisors and financial institutions to market their products
and services. Marketing, as opposed to true investment advice, poses very little threat of
conflicts of interest. Presumably, this is why marketing has not historically been considered
fiduciary activity under ERISA or the Code. Indeed, it is unclear whether the Department has
statutory authority to capture pure marketing and sales activities under the fiduciary umbrella.

Sales pitches in the financial advisor context are like sales pitches in all other retail contexts;
they are take-it-or-leave-it promotions designed to attract consumers in the first instance so that
products and services can then be delivered. And like other retail contexts, financial advisor
marketing should not be limited to certain segments of the population. The Department appears
to believe—without apparent justification—that small business owners (i.e., with 99 or fewer
employees) are not as sophisticated as large business owners (i.e., with 100 or more employees).

17 See proposed § 2510.3-21(a)(1)(iv) (what constitutes investment advice), (a}(2)(ii) (the
requirement that said advice be directed to an individual), and (f)(6) (definition of “fee or other
compensation, direct or indirect”™).

 See proposed § 2510.3-21(b)(1)(i).
' Because the counterparty exception applies only to sales pitches provided in connection with

an arm’s length sale, purchase, loan, or bilateral contract, it is NAIFA’s interpretation that it does
not cover a discussion of services.

12
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Size of a business is immaterial, however, to the financial knowledge and sophistication of a plan
fiduciary. Furthermore, there is no evidence that financial sophistication is needed to understand
when someone is making a sales pitch rather than delivering impartial advice. The Department’s
paternalistic approach is misguided, and will only prevent a large number of consumers from
learning about available products and services, which is counterproductive for the retirement
crisis in this country.

Any seller’s exception could and should include reasonable investor protections, such as clear
and explicit disclosures by the advisor that she is not providing impartial or fiduciary investment
advice (i.e., the disclosure required under the proposed counterparty exception), but rather is
engaged in marketing or sales activity. A full disclosure of this nature supports the Department’s
objective of improving consumer awareness of advisors” obligations (or lack thereof) in certain
circumstances. At the same time, a broad exception allows for effective marketing and client
development, which will help advisors reach those populations that are arguably in most need of
professional retirement planning assistance.

C. The Final Rule Should Include a Carve-Qut for Advice on Plan Design.

An advisor’s assistance to employers with menu design for participant-directed plans (including
401(k) plans, SIMPLE IRAs, and SEP IRAs) should be excluded from the definition of fiduciary
investment advice. Unlike investment advice provided directly to individual plan participants or
IRA owners, recommendations on menu design for participant-directed plans are a step removed
from recommendations pertaining to actual investment decisions. The employer narrows down
the product options (from thousands) available to employees, but the employees decide how their
assets are allocated among different products.™® Thus, the risk of a conflict of interest arising at
this stage between the advisor and employee investors is minimal. Furthermore, in the plan
design space, the plan administrator—regardless of plan size—is under a separate obligation to
make informed and prudent decisions with respect to the plan.2 !

The “plan design exception™ should apply when an advisor is providing recommendations to an
employer:

(1) On the types of retirement plans available (e.g., 401(k), SIMPLE IRA, etc.),
and associated costs and benefits with respect to plan types;

(2) On the investment options that will be made available through the plan
selected (e.g., mutual fund options, annuity options, etc.), including advice related
to the overall allocation of investment options and advice related to narrowing
down options within general product categories; and

2 NAIFA recognizes that individualized investment advice to plan participants or IRA owners is
a different scenario with separate conflict-of-interest concerns.

2 See 29 U.S.C. § 1002(21)(a)(iii) (under ERISA, a person is a fiduciary with respect to a plan to
the extent he has any discretionary authority or discretionary responsibility in the administration
of such plan); see also 26 U.S.C. § 4975(e)(3)(C) (corresponding fiduciary definition under the
Code).
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(3) On plan administration topics, including selection of a managing fiduciary,
third-party administrators, and other administrative service providers,”

Employers need professional advice in each of these arcas to establish and maintain a retirement
plan appropriate for their specific needs and employee populations. As explained above, a plan
design exception is consistent with the Department’s goal of minimizing advisor conflicts of
interest, as well as the overarching objective of encouraging individuals to save early for
retirement by increasing the availability of employer-sponsored retirement plans.23

D. The Final Rule Should Allow for Meaningful Investment Education.

During a meeting on May 4, 2015 with NAIFA members, Department officials stated that one of
their objectives is to preserve investor education. And Secretary Perez told members of
Congress on June 17 that investor education is “exceedingly important.” Unfortunately, the
narrow scope of the education exception under the proposed rule will not facilitate the goal of
preserving or expanding investor education. It will have the opposite result, especially for
unsophisticated investors who benefit the most from such education.

Secretary Perez commented on June 17 that, in his view, the “most important part” of an
educational discussion between advisor and investor “is the asset allocation conversation.” And,
he asserted that, under the proposed rule, those conversations do ot trigger fiduciary status or
obligations. The Secretary’s comment is perplexing, to say the least, when one reads the
proposal’s narrow education exception.

There are approximately 9,000 mutual funds available today, not to mention the host of other
types of products available in the retirement space. Telling an inexperienced investor to choose
among mutual funds without providing any guidance as to the strength or desirability of any
particular funds is not meaningful education; it is simply overwhelming. Meaningful education
requires some identification and characterization of specific investment options.

The Department has not historically restricted “education” to generic, high-level conversations.
Instead, the Department has allowed for meaningful education to take place, with appropriate
disclosures. For instance, under Interpretive Bulletin 96-1,* the Department has not included
within fiduciary “investment advice” asset allocation models that identify specific investment

2 We do not interpret the Department’s proposed platform provider carve-out to be broad
enough to capture these advisor services. To the extent the Department does intend for the
carve-out to cover these activities, NAIFA urges the Department to make that clear in the final
rule.

2 Alternatively, if the Department chooses not to include a plan design exception, NAIFA urges
the Department to finalize a more robust PTE 84-24 that would cover plan design services and
advice. This alternative approach is described in more detail in NAIFA’s comment letter on the
Department’s proposed PTESs, attached hereto as Exhibit 1.

29 CFR Part 2509.
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alternatives, as long as they are accompanied by a statement indicating that other investment
options with similar characteristics may be available. Bulletin 96-1 reasons: “Because the
information and materials described above would enable a participant or beneficiary to assess the
relevance of an asset allocation model to his or her individual situation, the furnishing of such
information would not constitute a “recommendation™. . . and, accordingly, would not constitute
[fiduciary investment advice]."25

The Department’s rationale in Bulletin 96-1 makes perfect sense and its approach strikes an
appropriate balance between ensuring the availability of meaningful investment education and
providing investor protection. NAIFA strongly encourages the Department to maintain its
current rule on investment education and create an education exception under its proposed rule
that encompasses this broader, more helpful approach.

E. Advisors Should be Permitted to Put Reasonable Limitations on the Scope and
Duration of the Fiduciary Relationship.

Department officials stated at the May 7, 2015 technical briefing that they do not intend the
proposal’s prohibition on exculpatory contractual language™ to prohibit advisors from defining
or limiting the scope and duration of the advisor-client relationship (i.e., the time period and
scope of services the advisor is willing to provide to a given client). Instead, they intend to keep
advisors from disclaiming responsibility or liability for fiduciary advice actually given. This
point should be clarified in the final rule.

Advisors should be permitted to include language in their contracts (or notices) regarding the
expiration of the advisor-client fiduciary relationship. For instance, when the relationship does
not entail the provision of ongoing advice (e.g., a one-time sale relationship), the advisor should
be able to make clear that the fiduciary relationship concludes with the sale and the advisor does
not have perpetual fiduciary obligations to the client?” NAIFA encourages the Department to
clarify in its final rule that such limiting language is permissible, whether in a contract or in a
disclosure to the client.

HI.  The Department Should Extend the Enforcement Timeline to at least Thirty-Six
Months

The eight-month enforcement timeline for compliance with the new rule proposed by the
Department is grossly insufficient and clearly underestimates the complexity and administrative
burden of the Department’s proposal. Transferring all existing and new clients—hundreds of
clients for some advisors—to new business practices and, in some cases, compensation
arrangements, will take well over eight months. The process will involve, at the very least:
drafting and approving new client documents and business contracts between financial
institutions and advisors; internal education at the carrier, broker-dealer, and advisor levels about

3
% See Proposed BIC Exemption, Section II()(1).

%7 A contractual term of this nature would not bar suit by the investor based on breach of
fiduciary duty or interfere with any current statutes of limitation with respect to such claims.

15
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the Department’s new requirements and these parties’ obligations; education at the client level
about the new requirements; and then actual implementation of the new system at all levels.

The Department’s proposal contains several new obligations that are shared between advisors
and financial institutions. Thus, a great deal of coordination and planning will be required
between those parties before any modifications to advisor-client interactions even take place.
Additionally, it will take impacted entities (i.e., advisors, broker-dealers, carriers, etc.) a
significant amount of time for them to fully understand their new obligations. Then, many
clients served by NAIFA members will require extensive face-to-face explanation of new
business practices; and for those who do not seek or require such explanation, simply getting
new notices or contracts distributed and signed will take a significant amount of time.

Each one of the steps in this process will be complicated and lengthy. Accordingly, the
Department should allow for at least thirty-six months between the final rule’s publication and
enforcement. Alternatively, the Department could adopt a “phase in™ approach to enforcement,
requiring a limited number of requirements to be satisfied at one time, perhaps beginning
eighteen months after publication of the final rule, provided that the time between the final rule
and full compliance is at least thirty-six months.

Thank you for your consideration.
Very truly yours,

Jy> -y

Juli Y. McNeely, LUTCF, CFP, CLU
NAIFA President 2014-2015

Exhibits: NAIFA Comment Letter on Proposed Prohibited Transaction Exemptions
LIMRA Secure Retirement Institute 2015 Consumer Survey
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NAIFA Comment Letter on Proposed
Prohibited Transaction Exemptions
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NAIFA
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National Association of Insurance and Financial Advisors

2901 Telestar Court = Falls Church VA 22042-1205 » (703) 770-8188 « www naifa or;

July 21,2015

VIA ELECTRONIC FILING — www.regulations.gov

Office of Exemption Determinations
Employee Benefits Security Administration
U.S. Department of Labor

200 Constitution Ave., NW

Suite 400

Washington, DC 20210

RE: RIN 1210-ZA2S5 - Proposed Prohibited Transaction Exemptions
D-11712 (Best Interest Contract Exemption) and D-11850 (PTE 84-24)

To Whom It May Concern:

The National Association of Insurance and Financial Advisors (“NAIFA”) appreciates this
opportunity to comment on the Department of Labor’s (“Department” or “DOL™) proposed

prohibited transaction exemptions (“PTEs”) under the Employee Retirement Income Security
Act of 1974 (“ERISA”) and the Internal Revenue Code of 1986 (“Code™).!

Founded in 1890 as The National Association of Life Underwriters (NALU), NAIFA is one of
the nation’s oldest and largest associations representing the interests of insurance professionals
from every Congressional district in the United States. NAIFA members assist consumers by
focusing their practices on one or more of the following: life insurance and annuities, health
insurance and employee benefits, multiline, and financial advising and investments. NAIFA’'s
mission is to advocate for a positive legislative and regulatory environment, enhance business
and professional skills, and promote the ethical conduct of its members.

BACKGROUND & EXECUTIVE SUMMARY

NAIFA members—comprised primarily of insurance agents, many of whom are also registered
representatives—are Main Street advisors® who serve primarily middle-market clients, including
individuals and small businesses. In some cases, our members serve areas with a single financial

I NAIFA has filed a separate comment letter on the Department’s proposed definition of
fiduciary “investment advice,” which is attached hereto as Exhibit 1.

? For purposes of this comment letter, the term “advisor” refers generally to a NAIFA member
who provides professional advice to clients in exchange for compensation.

2
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advisor for multiple counties. And often, our members’ relationships with their clients span
decades and various phases of clients’ financial and retirement planning needs.

These long-term relationships between advisors and clients begin with a substantial investment
of time by the advisor to get to know the client and to develop trust. For an individual client, an
advisor commonly holds multiple initial meetings to discuss the client’s needs, goals and
concerns in both the short and long term. During the course of the advisor-client relationship,
our members provide advice during the asset accumulation phase (when clients are saving for
retirement), as well as the distribution phase (during retirement), which is especially critical for
low- and middle-income investors. For small business owners, our advisors initially encourage
them to establish retirement savings plans for their employees, and then, following in-depth
discussions to ascertain specific needs and concerns, help them to implement those plans.

Most of our members work in small firms—sometimes firms of one—with little administrative
or back office support. Often, their business practices are dictated by the broker-dealer with
whom they work, including the format and provision of client forms and disclosures. They are
also subject to transaction-level oversight and review by the broker-dealer.

The retirement products most commonly offered by NAIFA members are annuity products (fixed
and variable) and mutual funds. Some of our members are independent advisors working with
independent broker-dealers; others are affiliated with (or captives of) product providers and are
restricted to some degree in the products they are permitted to sell. It is our belief that nearly all
of our advisors, regardless of whether they are independent or affiliated, will be significantly
impacted by the Department’s proposal.

Virtually all NAIFA members working in the individual IRA space will have to rely on the
Department’s proposed Best Interest Contract (“BIC”) Exemption, which represents a far more
onerous compliance regime than any of our members have previously faced. Thus, the proposal
portends a dramatic shift in the way our members will interact with their clients and conduct
their businesses, and a significant increase in the cost of doing business. NAIFA does not
oppose a “best interest” fiduciary standard for its members. However, any new standard must be
operationalized in a fashion that is workable for Main Street advisors and their clients.

As discussed in further detail below, some of our members’ existing compensation arrangements
do not violate ERISA or Code prohibited transaction rules, and therefore do not require
compliance with a PTE.? To the extent NAIFA members must rely on PTEs, however, we have
serious concerns about compliance burdens under the Department’s proposal, particularly with
respect to the Best Interest Contract (“BIC”) Exemption and the proposed revisions to PTE 84-
24.

Despite Secretary Perez’s statement before Congress on June 17, 2015 that the Department’s
proposal makes things “simpler” by imposing a uniform fiduciary standard on investment
advisors, the proposal is anything but simple. The proposed PTEs are complex and contain
extensive conditions that will put a tremendous burden on advisors who serve the middle market.

? Diagrams of common compensation arrangements for advising employers on plan design
(employer plan model) and for the sale of fixed and variable annuities (annuity models) are
attached hereto as Exhibits 2(a) and 2(b), respectively.
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Accordingly, NAIFA recommends that the following revisions be made to the proposed BIC
exemption and PTE 84-24:

Best Interest Contract Exemption -

> Simplify and clarify the exemption’s requirement to the greatest extent possible in order
to avoid litigating areas of uncertainty;
» Align the exemption’s conditions as closely as possible with existing SEC requirements
to avoid a dual regulatory system for securities products;
» Hone the “best interest” definition to account for varying perspectives and opinions on
particular investment products and business practices; specifically:
= Refine the “prudent person” term by, for example, expanding the clause to
reference a “prudent person serving clients with similar retirement needs and
offering a similar array of products;”
= Provide a clear and explicit statement that offering products on which there are
varying opinions within the industry {(e.g., variable annuities) does not violate the
best interest standard; and
* Provide a clear and explicit statement that offering proprietary products (even a
fimited suite of such products) does not violate the best interest standard;
» Clarify that the exemption covers rollovers and distributions (to the extent those activities
are considered fiduciary investment advice);
» Modify the contract conditions, specifically:
= Eliminate the formal contract requirement and replace it with a non-signatory
point-of-sale notice that binds advisors and financial institutions to act in the best
interest of their clients;
= Or, if the Department retains the contract requirement, clarify:
» that any contract need not be signed prior to the point of sale;
e that the contract need not be signed by more than one financial institution;
» that advisors do not have to provide warranties regarding another entity’s
(e.g., a financial institution) incentive and compensation arrangements;
o that the contract may contain language reasonably limiting the scope and
duration of the fiduciary relationship;
> Lessen advisors’ disclosure obligations, particularly to the extent they conflict with
securities laws or involve information that is not readily accessible to individual advisors;
> Clarify that non-securities licensed advisors can satisfy the best interest standard; and
» Explain and clarify the interplay between the special exemption for insurance and annuity
products, the larger BIC exemption, and other available PTE relief.

Proposed PTE 84-24 —
> Expand the scope of the PTE to cover all annuity products sold to all types of investors;

» Do not revoke the PTE for SIMPLE and SEP IRA purchases of variable annuities and
mutual funds; and
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» Expand the PTE’s compensation relief to be coextensive with the BIC exemption, or at
the very least, to allow agent commissions for mutual fund sales.*

Below is a detailed discussion of the foreseeable impact of the Department’s proposal, as drafted,
and the aforementioned recommendations to make the proposal less onerous.

I FORESEEABLE CONSEQUENCES OF THE DEPARTMENT’S PROPOSAL FOR NAIFA
MEMBERS AND THEIR CLIENTS

During a hearing of the House Education and Workforce Subcommittee on Health, Employment,
Labor, and Pensions on June 17, 2015, Secretary Perez acknowledged that “we have a retirement
crisis” in this country and “we need to save more.”™ This problem should not be underestimated.
According to the Federal Reserve, one in five people near retirement age have no money saved.’
As reported by the Washington Post, “[o}verall, 31 percent of people said they have zero money
saved for retirement and do not have a pension. That included 19 percent of people between the
ages of 55 and 64, or those closest to retirement age.”’ Roughly 45% of people said they plan to
rely onK Social Security to cover expenses during retirement, whether they have personal savings
ot not.

In other words, it is more important than ever that Americans are encouraged to save, have
access to professional advice, and have access to appropriate retirement savings products.
Specifically, employers need reliable advice on the design and investment options of their
retirement plans, and employees need to be educated on the importance of saving early for
retirement, determining their risk tolerance, and evaluating the investment options available
through their workplace retirement plan. Employees also need professional advice when rolling
over retirement plan assets from one retirement plan to another plan or an IRA, and when taking
distributions during retirement. And individuals without access to an employer retirement plan
need education and guidance about other retirement savings vehicles.

Simply put, American investors need more personalized assistance and more options with
respect to retirement planning and saving, not less. Unfortunately, the Department’s proposed
rule, along with its proposed amendments to existing prohibited transaction exemptions
(“PTEs™), threatens to be counterproductive with respect to this country’s retirement crisis by

* To the extent PTE 84-24°s proposed conditions are the same as those under the BIC exemption,
NAIFA’s comments with respect to those conditions apply to both exemptions.

3 Hearing of the House Education and Workforce Subcommittee on Health, Employment, Labor,
and Pensions, Restricting Access to Financial Advice: Evaluating the Costs and Consequences
Jfor Working Families and Retirees, June 17, 2015 (hereinafter “June 17 Hearing”™), hearing
webcast available at hitp://edworkforce.house.gov/calendar/eventsingle.aspx ?Event]D=399027.

¢ Marte, Jonnelle, Almost 20 Percent of People Near Retirement A ge have not Saved for It,
Washington Post, Aug. 7, 2014,

i
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making it harder, not easier, to provide investors—particularly those who need it most—with the
services and products that could help them live independently during their retirement.

A. Fewer Services and Less Education for Small Businesses and Small Account
Holders

As drafted, the proposed rule and proposed PTE amendments will result in less retirement
education and services for small businesses and individuals with low-dollar accounts.

First, faced with a multitude of new fiduciary obligations, which entail substantial cost and
administrative burdens, brand new business models and fee structures, as well as increased
litigation exposure, some advisors may no longer offer services to small plans or individuals with
small accounts.

Second, given the proposed rule’s restrictive definition of investment “education,” advisors who
do not wish to trigger fiduciary status will no longer be able to provide any meaningful education
to their clients.

Third, even when an advisor is willing to serve in a fiduciary capacity, unsophisticated investors
and low-income clients will be reluctant to sign complicated, lengthy contracts (as required
under the Best Interest Contract Exemption for fiduciary advice to retail investors) and unwilling
or unable to pay upfront out-of-pocket fees, and thus will forego advisory services. In fact, a
NAIFA survey found that two-thirds of advisors anticipate that the Department’s proposal will
result in the loss of clients because they believe clients will be intimidated or unwilling to sign
the contract required under the proposal, and because the proposal’s burdensome requirements
would make it impossible for advisors to continue to serve small or medium-size accounts.

And finally, the proposal could result in some advisors exiting the market entirely, which for
some rural communities, could result in a complete void of professional financial services. The
proposal’s burden on independent advisors and registered representatives (discussed in more
detail below) is tremendous, and some advisors simply will not be in a position to bear the cost
of compliance.

Reduced access to advisors, fewer services, and less education is not a desirable outcome, and
presumably, is not the aim of the Department. The fact is, advisors help people plan and save for
retirement by helping employers set up retirement plans and by providing advice to individual
investors outside of the workplace. Overall, advised investors are better off than non-advised
investors,

An Oliver Wyman survey from 2014 found that 84% of individuals begin saving for retirement
via a workplace retirement plan, and workplace-sponsored defined contribution plans represent
the primary or only retirement vehicle for 67% of individuals who save for retirement with a tax-

advantaged retirement plan.” And small businesses that work with a financial advisor are 50%

? Oliver Wyman Study, The Role of Financial Advisors in the US Retirement Market (July 10,
2015) (hereinafter “Oliver Wyman Study™), at 5 (citing Oliver Wyman Retail Investor
Retirement Survey 2014). The Oliver Wyman Study has been submitted separately to the
Department through the formal comment process under this rule-making.
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more likely to set up a retirement plan (micro businesses with 1-9 employees are almost twice as
likely).

Moreover, according to a May 2015 LIMRA Secure Retirement Institute Consumer Survey, 18%
of households that do not work with a financial advisor have no retirement savings, compared to
only 2% of advised households.® Similarly, an Oliver Wyman study published July 10, 2015,
found that advised individuals have a minimum of 25% more assets than non-advised
individuals, and for individuals aged 635 and older with $100,000 or less in annual income,
advised individuals have an average of 113% more assets that non-advised investors.'" The
LIMRA survey also shows that consumers want more education with respect to retirement
planning, not less.”

B. More Expensive Advice for Small Businesses and Small Account Holders

For low- and middle-income clients who do continue to receive professional retirement advice,
that advice is likely to get more expensive for them under the proposed rule. The Department’s
proposal (including the proposed rule and PTE amendments) effectively leaves advisors with
three choices:

(1) do not give investment advice, as defined under the proposed rule, and avoid
becoming a fiduciary;

(2) become a fiduciary and turn all of your compensation arrangements into flat
fee-for-service arrangements or wrap accounts (with no third-party
compensation); or

(3) become a fiduciary, retain current compensation arrangements, and comply
with a PTE.

As discussed above, the first option leaves clients with no meaningful guidance whatsoever
because investment “education” is defined so narrowly under the proposal. The second and third
options will harm consumers by increasing their costs.

With respect to the second option, traditional commission-based compensation models can—as
discussed below—benefit low- and middle-income investors and should not be discouraged.
Unlike for high-wealth consumers, the alternatives—upfront flat fees and wrap account
arrangements—are not workable or palatable for our members” Main Street clients. First, clients
who are deciding whether they have the resources to save for retirement at all will be unable or
unwilling to pay a substantial out-of-pocket fee that represents a significant portion of the assets
they may have to invest. For those who are rolling over retirement account balances, opting to
pull these fees from the rollover amount will have tax implications and result in greater cost.
Moreover, fees will have to be set high enough to compensate for anticipated services during a

1 LIMRA Secure Retirement Institute 2015 Consumer Survey (hereinafter “LIMRA Survey™), at
3, attached hereto as Exhibit 3.

1 Otiver Wyman Study, at 6.

2 IMRA Survey, at 13.
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given timeframe, taking into account the fact that client needs can vary dramatically at various
times (e.g., during the initial strategy phase, while transitioning between accumulation and
distribution phases, in light of major life events, etc.).

These fee-based arrangements only make sense—and in fact, are only currently used——for
accounts with high balances. Indeed, advisory fee-based accounts usually carry account balance
minimums. The Oliver Wyman study estimates that 7 million current IRAs would not qualify
for an advisory account due to Tow balances.'> The study also reports that 90% of 23 million
IRA accounts analyzed in 2011 were held in brokerage accounts, and found that retail investors
face increased costs—73% to 196%, on average—shifting to fee-based advisory compensation
arrangements.”* Thus, ultimately, fee-based models actually will raise costs for many investors
with small or mid-level accounts, or cut them off from advisory services entirely.

Under the third option, for advisors who keep commission-based arrangements and rely on a
PTE, low-and middle-income and small business clients will still wind up paying more. The
high cost of compliance with the proposed PTEs (particularly the BIC exemption, upon which
many of our members ultimately will have to rely) will be borne by someone. The regulated
entities (e.g., broker-dealers, advisors, registered reps) will look for ways to pass on those costs.
Inevitably, consumers will bear some part of that cost burden, which may be significant.

Naturally, more paperwork and new contractual and disclosure requirements will mean increased
costs. But the cost burden on advisors goes further. New litigation exposure will dramatically
increase the overall risk and cost of doing business through ongoing compliance and monitoring,
and through actual litigation expenses. According to NAIFA’s survey, 87 % of advisors
anticipate that the Department’s proposal will result in higher errors and omissions (“E&0™)
insurance premiums for their practices; and 58% of those said they expect premiums to increase
“substantially.” The Department’s proposal will also cost advisors and investors a substantial
amount of time. For instance, NAIFA members believe that 77% of their existing clients would
require a face-to-face meeting to explain and execute the Department’s proposed BIC exemption
contract.

Adding to the overall cost of the Department’s proposal is the real threat of conflicting
regulatory regimes when the SEC proposes its own fiduciary rules for advisors dealing in
securities products. Section 913 of the Dodd-Frank Wal] Street Reform Act gives the SEC
authority to promulgate a rule-making on a standard of care for advisors who serve retail
investors. Specifically, the SEC is authorized to impose the same fiduciary standard as that
currently in place under the Investment Advisers Act and to require certain limited disclosures.
To the extent any SEC action in this space does not (or cannot, by statute) mirror the
Department’s rule-making, advisors will be faced with multiple complex and potentially
contradictory compliance regimes. Again, this could cause some advisors to exit the market, and
dual regulation could also lead to consumer confusion surrounding different standards and
disclosures.

B Oliver Wyman Study, at 6.

Yd,at7.
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All of these costs will have real consequences for consumers. If the Department’s proposal is
enacted, NAIFA members anticipate that, on average, they will not be able to affordably serve
clients with account balances below $178,000. Currently, only 26% of respondents to NAIFA’s
survey have minimum account balance requirements for their clients. Not surprisingly, 78% of
NAIFA members say that, under the Department’s proposal, they will have to establish
minimum account balances or will have to raise their current minimum balance requirements,
further diminishing availability of services for small account holders.

C. Fewer Guaranteed-Income Products Will Be Sold

The Department’s proposal also will result in fewer annuity products being sold, which again, is
especially harmful to low- and middle-income consumers. We are aware of only three ways to
receive guaranteed income in retirement—annuities, Social Security, and defined benefit
pensions—which explains why annuity products have always been trumpeted by the Department.
Somewhat ironically, however, the Department’s proposal foists a heightened burden on advisors
who offer annuity products to non-fee-paying clients. Furthermore, the proposal’s structure for
annuities is particularly complex and confusing (i.e., splitting up rules and requirements for
annuities by both investor type and by type of annuity product), which will only make offering
these products more difficult and costly.

Notably, high-end, fee-for-service providers (many of whom, not surprisingly, support the
Department’s proposal) do not sell annuity products because their client base can self-annuitize
extensive investment portfolios.15 On the other hand, low- and middle-income Americans rely
heavily on annuity products of all kinds to provide them income security in retirement. These
products should continue to be available, and to be available in a broad enough range (i.c., fixed,
indexed, variable) to preserve investor choice and provide sufficient options for individual
investors’ particular needs and retirement savings goals.

D. Confusion and Uncertainty in the Marketplace for Financial Institutions,
Advisors, and Investors Alike

Between its proposed rule and proposed PTEs, the Department is attempting to usher in a brand
new fiduciary regime in the retirement space. Overall, the proposal is dense, complicated, and
extremely confusing. Even long-time ERISA practitioners are having a difficult time
deciphering the proposal’s elements and requirements. This does not bode well for every-day
advisors and consumers.

It will take a substantial amount of time and resources for financial professionals and investors to
fully digest and become comfortable operating under the Department’s new structure. In the
meantime, the proposal threatens to introduce a substantial amount of uncertainty into the
marketplace. Presumably, financial institutions will err on the side of caution and adopt overly
conservative and restrictive policies and practices, rather than face potential liability for

% The disproportionate burden, discussed in detail above, placed by the Department’s proposal
on advisors to middle-market clients could very well be a boon to more expensive providers who
are hoping to capitalize on advisors exiting the market and potentially capture clients on the
upper-middle-market cusp.
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violations of the new rules. As a result, their agents and registered representatives will follow
suit. Ultimately, these developments will likely result in a near-term contraction of services and
advice.

As impacted parties become more acquainted with the new rules—and perhaps more
importantly, as litigation and penalty risk becomes clearer—policies and practices may be
adjusted. But financial institutions and advisors in the securities space will also have to monitor
and adjust to the interplay between Department rules and securities laws and regulations, which
could also undergo change in the future. All of these developments will be costly and confusing,
and again, will most heavily burden professionals serving the middle market and their clients.

In sum, for all of the foregoing reasons, the weight of the Department’s proposal falls squarely
on advisors to small businesses and ordinary Americans, and unless the proposal is significantly
modified, the Department will end up penalizing those it seeks to protect.

1L THE DEPARTMENT SHOULD CLARIFY THAT SOME FEE ARRANGEMENTS DO NOT
REQUIRE COMPLIANCE WITH A PROHIBITED TRANSACTION EXEMPTION

A. Non-Variable, Negotiated Fees Paid by the Client should not Trigger PTE
Compliance Requirements

ERISA and Code prohibited transaction rules generally bar fiduciaries from receiving
compensation that varies based on the investment advice given or the investment choice made by
the investor, as well as compensation from third parties. Flat fee arrangements and other non-
variable compensation (e.g., wrap accounts), however, are permitted.’® Thus, some of our
members’ existing compensation models should not violate the prohibited transaction rules or
trigger any obligation to comply with a PTE."”

1 See ERISA §§ 406 and 408b-2(e); DOL Frost Advisory Opinion (97-15A) (May 22, 1997);
DOL Field Assistance Bulletin 2007-1 (Feb. 2, 2007).

' NAIFA explains in its comment letter on the Department’s proposed rule that advice to
employers on plan and menu design (irrespective of plan type) should be excluded entirely from
the definition of fiduciary investment advice. Unlike investment advice provided directly to
individual plan participants or IRA owners, recommendations on menu design for participant-
directed plans are a step removed from recommendations pertaining to actual investment
decisions. The employer narrows down the product options (from thousands) available to
employees, but the employees decide how their assets are allocated among different products.
Thus, the risk of a conflict of interest arising at this stage between the advisor and the employee
investors is minimal. Second, in the plan design space, the plan administrator—regardless of
plan size or type—is under a separate obligation to make informed and prudent decisions with
respect to the plan. Therefore, there is already an extra layer of investor protection involved.
The arguments in this letter are presented as alternatives, in the event the Department decides not
to grant a carve-out for these services from the definition of fiduciary investment advice.
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For instance, many NAIFA members advise employers, under a negotiated fee arrangementlg, on
how to set up employee retirement plans. Our members’ services include analysis of the
employer’s specific needs, recommendations related to general plan models (e.g., 401(k),
SIMPLE IRA, etc.), and advice about the investment options that are offered through the plan
(e.g., particular mutual funds or annuity products). These services generally are provided on a
fee basis.

The advisor’s fee is negotiated in advance with the client (the employer), and is usually
expressed as a percentage of assets held in the plan (i.e., basis points).”” The fee amount is
invoiced through the advisor’s broker-dealer (or, in the case of a group annuity product, through
the insurance calrrier).20 Once the fee is remitted, the financial institution forwards the advisor’s
compensation to her. Notably, the advisor’s fee amount does not vary based on the plan type or
investment options selected by the employer. Although the fee is invoiced through the financial
institution, the advisor’s compensation comes from the employer. The advisor does not receive
any other compensation (e.g., trailers, revenue sharing, etc.) from the employer or any third
parties for these services.

Some advisors employ this same fee model to advise individual employees on their investment
choices within the plan. In such instances, the employer’s fee package covers this service for the
employees. Again, the advisor’s compensation does not vary based on the investment options
selected by the employee, and the advisor does not receive any additional compensation from
any source for these services.

Similarly, NAIFA members help employers set up SIMPLE and SEP IRAs for their employees.
These plans are especially appealing to small employers because they are far less burdensome to
administer than traditional 401(k) pension plans. Our advisors provide the same services to
employers who choose to offer SIMPLE and SEP IRAs as those described above with respect to
setting up a 401(k) plan (i.e., discussing and evaluating plan design options, and narrowing down
the options to be offered through the plan). And the same fee structure generally applies,
regardless of whether the employer chooses to offer a 401(k) plan or a SIMPLE or SEP IRA (i.e.,
non-variable fee based on percentage of assets in the plan, negotiated with the employer,
invoiced through the financial institution).”’

' This fee arrangement—the employer plan model—is diagramed in Exhibit 2a.

% Notably, our Members are often in a competitive bidding process with other advisors for these
employers’ business. Thus, our advisors are incentivized to keep costs as low as possible for the
employer.

% We note that this invoicing step (i.e., billing through a broker-dealer or carrier) creates some
confusion in terminology under state law. Some states label any compensation that is billed
through a third party a commission, not a fee. However, this pure invoicing function should not
create concern for the Department under the ERISA and Code prohibited transaction rules.

2! SIMPLE and SEP IRAs can differ from plans when it comes to compensation for advising
individual employee participants. In some cases, compensation for employee-level advice under
a SIMPLE or SEP IRA is done on a commission basis (similar to traditional compensation

11
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Fees paid by employers for plan design services (for all plan types) are negotiated between the
advisor and the client and are either a set dollar amount or a percentage of total assets under
management. Although the fees are invoiced through a financial institution, they are paid by the
client, not a third party. The fees do not vary based on the plan type or investment options
selected by the employer. In some cases, the employer’s fee also covers advice to individual
employees regarding their investment options under the plan. The Department should clarify
that this type of fee arrangement for fiduciary investment advice—whether the advice is given to
the employer or the individual employees—is permitted under the current rules and does not
require compliance with a PTE.

B. Upstream Conflicted Compensation should not Trigger PTE Compliance
Requirements for Advisors

In general, NAIF A encourages the Department to divorce conflict-of-interest concerns at the
advisor level from those at the broker-dealer or carrier level. Our members often are not aware
of the compensation arrangements for carriers and broker-dealers. Furthermore, compensation at
the broker-dealer or carrier level, in many circumstances, has no impact at all on an advisor’s
investment advice or the advisor’s compensation for that advice.

For example, in the plan design scenario described above, our members receive a flat, negotiated
fee for services, and their compensation does not vary based on how the client reacts to the
investment advice given. Thus, regardless of upstream compensation arrangements, there is no
conflict at the advisor level. The Department should clarify that so long as the advisor’s own
compensation does not violate the prohibited transaction rules, the advisor does not need to
comply with an exemption.

I BEST INTEREST CONTRACT EXEMPTION (“BIC”)

Secretary Perez and Department officials have stated on several occasions that the objective of

the proposed PTEs—particularly the BIC exemption—is to create an enforceable “best interest”
fiduciary standard.*® The Department has professed flexibility, however, regarding how such a

standard is operationalized. NAIFA does not oppose the Department’s overall goal; in fact, our
members believe that they already satisfy a best interest standard.

NAIFA has significant concerns though about the onerous, costly nature of the proposed BIC
exemption (upon which the vast majority of our members will have to rely, due to the clients we
serve). Despite the Department’s repeated characterization of the proposed exemption as
“principles-based” and flexible, the proposal is in fact highly prescriptive. Its effect, as drafted,

arrangements for mutual fund sales) and is not directly negotiated with or paid by the employer.
We recognize that for advisors to continue to receive this compensation for employee-level
advice, they will have to comply with a PTE.

2 See, e. 2., Comments of Secretary Perez, hearing of the House Education and Workforce
Subcommittee on Health, Employment, Labor, and Pensions, Restricting Access to Financial
Advice: Evaluating the Costs and Consequences for Working Families and Retirees, June 17,
2015 (hereinafter “June 17 Hearing”), hearing webcast available at
http://edworkforce.house.gov/calendar/eventsingle.aspx?EventID=399027.
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will be to drive all advisors and financial institutions to a uniform business model with flat-fee
compensation arrangements and unnecessarily formalized and burdensome advisor-client
interactions, none of which suits small account holders or unsophisticated investors. For all of
the reasons discussed previously in this comment letter, advisory fee-based compensation models
are not appropriate or desirable for small account holders, and the dramatic increase in the cost
of doing business under the proposed PTEs will substantially increase costs for clients under
traditional brokerage-account compensation arrangements.

Furthermore, the BIC exemption’s contract requirement portends a substantial increase in
litigation and penalty exposure for advisors, especially those advising IRA owners. To the extent
any of the exemption’s requirements are unclear under the final rules, litigation will likely ensue.
For instance, the “best interest” standard, as proposed, is open to different interpretations even
among industry professionals (discussed more fully below), and is therefore ripe for consumer
lawsuits. In addition to the increased threat of litigation, advisors will also face substantial risk
of excise tax penalties under the Code as they navigate and implement a brand new compliance
regime. > A high level of litigation and penalty exposure will increase the cost of doing business
for advisors and financial institutions, and in some cases, the amplified risk will cause services to
disappear for middle market clients. Thus, NAIFA strongly prefers that the Department finalize
a clear, simple BIC exemption, rather than rely on the courts to define the contours of the rule
through costly litigation over the span of several years.

Compounding the difficulty with the BIC exemption is the fact that, for securities products, it
sets up a dual regulatory regime with the SEC. In every instance where the exemption differs
from the SEC’s requirements—in the timing and content of disclosures or a brand new contract
requirement, for example®*—advisors and financial institutions will be faced with an extra layer
of compliance burden. Therefore, it is important for the Department to finalize the exemption’s
conditions in such a way that they correspond with or can be incorporated into existing
regulatory requirements. Cohesion between regulatory systems will significantly mitigate cost
increases and decrease confusion for advisors and consumers,

In general, eliminating or minimizing complexity and uncertainty under the BIC exemption (to
the greatest extent possible) will help advisors and investors in the long run by establishing
comprehensible obligations and expectations, by limiting litigation risk and expense, and by
avoiding excessive regulatory burdens. NAIFA recommends that the Department simplify the
BIC exemption’s requirements and offers the following specific recommendations for
streamlining the proposal.

% The Code currently gives advisors a 14-day correction period in which to correct a transaction
that violates certain Code prohibited transaction rules and avoid an excise tax penalty. 26 U.S.C.
§§ 4975(d)(23) and (e)}(11)(A). Given the complexity of the Department’s proposal and the
substantial differences between it and the current rules, NAIFA encourages the Department to
consider implementing an extended correction period so that advisors have sufficient opportunity
to identify and fix any inadvertent errors during this transition period.

# See, e. g., SEC disclosure requirements for clients and prospective clients, 17 CFR 275.204-3
(Delivery of Brochures and Brochure Supplements); see also Part 2 of Form ADV.
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A. The “Best Interest” Standard Should Be Refined to Take into Account Varying
Perspectives and Opinions on Investment Products and Business Practices

We all agree that advisors should act in the best interest of their clients. It is important, however,
that the concept of “best interest™ not be conflated with “best performance.” It is equally
important not to confuse “best interest” with “least expensive.”

A Principal Funds chart attached hereto as Exhibit 4 shows the volatility in asset class
performance between 1994 and 2013. The best- and worst-performing assets change constantly.
Because no one can predict the future, diversification is essential to any investment strategy.
Further, not all investment products are created equal—the quality and level of risk of different
products can vary dramatically. And of course, clients’ needs differ and fluctuate widely. Thus,
in many instances, an appropriately diversified, high-quality, individually-tailored investment
portfolio will not include the least costly products; and yet, given the multitude of factors to
consider, such a portfolio is in the client’s best interest. To the extent the Department’s best
interest standard takes into account individualized needs and considerations, and does not turn on
performance or cost, it has NAIFA’s full support.

One element of the Department’s proposed best interest standard does concern us, however.
Under the Department’s proposal, advice is in the best interest of the investor when the advisor
(and financial institution):

acts with the care, skill, prudence, and diligence under the circumstances then
prevailing that a prudent person would exercise based on the investment
objectives, risk tolerance, financial circumstances, and needs of the [investor],
without regard to the financial or other interests of the [advisor or her afﬁliates].2>

NAIFA encourages the Department to refine the meaning of “prudent person” within this
definition.

The retirement planning industry includes diverse advisors who serve diverse clients and deal in
a broad array of products. As a result, there always will be disagreement in the industry about
the wisdom or desirability of certain approaches or certain products. For example, there is
controversy within the industry about the utility and desirability of variable annuity products.
There may also be disagreement among industry professionals about captive advisors offering
clients a limited suite of proprietary products (i.e., an industry bias toward independent reps over
captives).

Despite these differences in opinion, however, these products and approaches are valuable to
investors. Indeed, investors want them or they would not be offered. Variable annuities, for
instance, provide some investors with a much-needed income stream for life, and may be
attractive for their upside potential and tax structure, and proprietary products provide consumers
with well known, high-quality investment options (often through local Main Street advisors).
Ultimately, consumers should be able to choose from a broad range of investment options (and a
range of professional advisors) because there is no “one size fits all” in this context.

s Proposed BIC Exemption, Section VIII(d).
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NAIFA recommends that the Department take three steps to account for intra-industry
differences like these and to preserve consumer choice under the best interest standard:

(1) refine the “prudent person” term by, for example, expanding the clause to
reference a “prudent person serving clients with similar retirement needs and
offering a similar array of products;” and

(2) include a clear and explicit statement that offering products on which there are
varying opinions within the industry (e.g., variable annuities) does not violate the
best interest standard; and

(3) include a clear and explicit statement that offering a limited suite of
proprietary products does not violate the best interest standard.

Without such clarification, these issues will end up being litigated, generating substantial
expense and confusion for advisors and investors alike. The likelihood of litigation on these
points presents a direct threat to many of our members’ businesses, given the large number of
them who deal in annuities and proprietary products. Accordingly, it is vital that the Department
hone its best interest standard to ensure it is workable across the industry and not employed to
target or undermine specific products or business practices.

B. Scope of the Exemption Should Be Expanded to Cover Rollovers and
Distributions

The BIC exemption currently is limited to “services provided in connection with a purchase, sale
or holding” of a defined list of assets.”® NAIFA interprets the current scope of the exemption to
exclude advice and services related to rollovers, distributions,”” and the opening of IRA
accounts. Department officials stated at a technical briefing on May 7, 2015 that they do intend
to cover rollovers and distributions under the BIC exemption. NAIFA encourages the
Department to clarify this point by revising the provision on “covered transactions” under the
BIC exemption or by broadening the definition of “asset™ for purposes of the exemption.

C. Exemption Conditions

1. The Department should not require a formal contract, but rather a non-
signatory notice.

The fundamental purpose of the BIC exemption’s contract requirement, according to the
Department, is to create a binding obligation—of which consumers are aware—for advisors to
act in the best interest of their clients. NAIFA does not take issue with this goal. But NAIFA
does encourage the Department to adopt a more tenable approach to achieving its objective.

% proposed BIC Exemption, Section I(b).

“TNAIFA argues in its comment letter on the Department’s proposed rule that distributions
should not be treated as “investment advice.” This argument is presented in the alternative, in
the event the Department does not create such a carve-out.
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Requiring a lengthy, complicated contract executed by at least three parties goes beyond what is
necessary to create an enforceable obligation. It is our understanding that the Department has
proposed such a requirement in order to obtain enforcement authority over IRA advisors who
would otherwise only be subject to the Code’s fiduciary regime. But it is unclear to us where,
under ERISA or the Code, the Department has been granted authority to circumvent the statutory
enforcement structure in such a way.

Instead of a formal contract, the Department should require a non-signatory notice at the point of
sale, which would bind advisors and financial institutions to act in the best interest of their
clients and be actionable if the standard of conduct were not met. A notice-type requirement
would entail far fewer implementation challenges than a formal contract, could be effected more
quickly, and would provide meaningful disclosure of the conduct standard to customers (without
placing on them the burden of executing formal contracts).

To the extent the Department retains a formal contract requirement, however, NAIFA
recommends the following changes in order to make any such obligation workable.

a. Any contract or notice requirement should be triggered at the point
of sale and not before.

Secretary Perez and Department officials have said on multiple occasions that they do not intend
to require a signed contract before preliminary conversations between an advisor and an investor.
The text of the proposed exemption, however, indicates something different; specifically, it
requires that a contract be in place prior to any recommendation by the advisor that an investor
purchase, sell, or hold an asset.” In other words, a contract must be in place before an advisor
provides a recommendation or an investor decides to rely on that recommendation in any way
(or, just as likely, declines to act on it at all). :

Any contract or notice requirement should be triggered by an investment action taken on the
client’s behalf (i.e., some affirmative reliance by the investor on the advice). NAIFA encourages
the Department to revise its approach such that any contract requirement is tied to an actual
transaction (e.g., at the point of sale or as soon as practicable after an executed transaction)., A
contract requirement at the conversation stage of the investor-client interaction is premature and
unnecessary (because there may not even be any action taken in the best interest of the client or
not in the best interest of the client), and will only stifle preliminary conversations about
investors’ options.

Requiring a contract prior to the point of sale presents particular problems for independent
advisors selling annuity products (fixed or variable). Some of our advisors sell annuity products
from dozens of insurance carriers. If a contract requirement is triggered by a simple
recommendation (or, given the Department’s restrictive education exception under the definition
of “investment advice,” any discussion of the relative merits of specific products) with respect to
any of these annuity options, we could be dealing with several contracts for a single initial
conversation with one client. This scenario, at least with regard to variable annuities, also raises
concerns about the required signatories to the contract, which is discussed in the next section.

B proposed BIC Exemption, Section II{a).
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NAIFA urges the Department to also consider that it would take a substantial amount of time and
resources for advisors to “paper” their existing clients (sometimes hundreds of clients for a single
advisor) with new contracts, NAIFA members estimate that getting new contracts in place will
require, for 77% of clients, face-to-face conversations and explanations about the new
requirement. In other words, simply mailing out contracts and requesting returned signed copies
is not a feasible option for the vast majority of our clients. NAIFA encourages the Department to
be mindful of this reality and draft its final rule in such a way that any new contract requirement
will not bring on-going services to existing clients to a complete halt while contracts are
developed, circulated, explained, and signed.

Finally, the Department should consider an omnibus implementation strategy for existing clients.
Specifically, the Department should allow advisors to send notices to their existing clients stating
that the advisor has a fiduciary obligation to act in the client’s best interest. ‘As discussed above,
such a notice would be binding on the advisor, but would mitigate the burden of obtaining signed
contracts with every client. To the extent the Department retains a formal contract requirement,
however, a good-faith effort to get executed contracts in place for all existing clients within a
reasonable amount of time should satisfy any such requirement.

b. Only one financial institution signature should be required on any
contract.

The proposed BIC exemption requires that the contract be signed by the advisor, the financial
institution for which the advisor acts as agent or registered representative, and the investor.
NAIFA is concerned that, under the proposed exemption, our members’ contracts may require
four signatories.

“Financial institution™ is defined under the proposal as the entity (including a registered
investment adviser, a bank, an insurance company, or a broker-dealer) that employs the advisor
“or otherwise retains such individual as an independent contractor, agent or registered
representative.” This structure is especially problematic for variable annuity products, which
have both insurance and securities features. When selling these products, our members are
appointed by the insurance carrier and are registered representatives of the broker-dealer.”

Thus, based on our reading of the proposed BIC exemption, it appears our advisors would need
to obtain signatures from both the broker-dealer and the insurance carrier each time they even
recommend a variable annuity product. And if they recommend multiple variable annuity
products, the proposal would require multiple contracts (for the same client and the same
discussion), signed by the respective carriers of each recommended product, the advisor, the
broker-dealer, and the investor. This simply is not a workable requirement.

Any contract requirement should be satisfied with the signature of the registered representative,
her broker-dealer, and the investor, and should not have to include the carrier’s signature.
Requiring each carrier’s signature portends an excessively burdensome process. Thus, NAIFA

% On the other hand, fixed annuities are insurance contracts that provide guaranteed lifetime
income and do not have a securities component. Thus, when selling fixed annuity products,
advisors act as agents for insurance carriers and there are no broker-dealer relationships
involved. See Annuity Compensation Models, attached hereto as Exhibit 2(b).
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asks the Department to clarify in its final rule that any contract need only be signed by the
investor, the advisor, and one financial institution (i.e., in the case of securities products,
including variable annuities, the advisor’s broker-dealer; in the case of fixed annuities, the
insurance carrier).

c. Advisors should not have to provide warranties regarding
financial institutions’ incentive and compensation arrangements.

The proposed BIC exemption requires advisors to warrant that the financial institution (or any
affiliate or related entity) does not use differential compensation or any other actions or
incentives that would tend to encourage individual advisors not to act in the best interest of their
clients. This warranty effectively undermines any compensation-related benefits an advisor
could receive for complying with the BIC exemption. According to the Department, the BIC
exemption is designed to allow financial professionals to continue receiving compensation that is
ubiquitous in the marketplace (e.g., commissions, 12b-1 fees, revenue sharing, etc.). But this
warranty requirerment forces those professionals to effectively promise not to employ any of
those common compensation arrangements in the first place.3 0

Moreover, this warranty is duplicative. Under the contract requirement, advisors must
affirmatively state that they are acting as fiduciaries and in the best interest of the client. The
best interest standard is in place to address the very problem presumably targeted by this
warranty. Thus, NAIFA urges the Department to remove this warranty requirement from the
final rule.

To the extent some version of this warranty remains in the final rule, NAIFA notes that
registered representatives generally do not have the information necessary to make such a
blanket warranty about the compensation and incentive practices of the financial institution for
which they are an independent agent or registered representative. Therefore, NAIFA asks the
Department to make clear in its final rule that any such warranty must be made by the financial
mstitution, not the advisor.

d. Advisors should be permitted to limit the scope and duration of the
fiduciary relationship.

BIC exemption contracts may not include “provisions disclaiming or otherwise limiting liability
of the Adviser or Financial Institution for a violation of the contract’s terms.”! Department
officials stated at the May 7, 2015 technical briefing that they do not intend for this provision to
bar advisors from defining or limiting the scope and duration of the advisor-client relationship
(i.e., the scope of services the advisor is willing to provide to a given client or the time period

% The Department’s examples in the preamble of acceptable compensation arrangements (i.e.,
arrangements that would not violate this warranty) indicate that the Department is forcing
everyone to flat-fee and wrap account arrangements. For the reasons discussed in the
introduction to this comment letter, those arrangements will not benefit NAIFA members’
clients.

3 Proposed BIC Exemption, Section II(f)(1).
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during which such services will be provided). Instead, they intend to keep advisors from
disclaiming responsibility or liability for fiduciary advice actually given. This point should be
clarified in the final rule.

Advisors should be permitted to include language in their contracts (or notices) that limits the
duration of the advisor-client fiduciary relationship. For instance, when the relationship does not
entail ongoing advice (i.e., 2 one-time sales relationship), the advisor should be able to make
clear that the fiduciary relationship encompasses only the sale, and the advisor does not have
perpetual fiduciary obligations to the client. Further, advisors should be able to clarify the scope
of (or disclaim) any ongoing monitoring obligations. NAIFA encourages the Department to
clarify in its final rule that such limiting language is permissible, whether in a contract or in a
notice to the client.

2. Advisors’ disclosure obligations should be reduced.

The proposed BIC exemption requires an advisor, prior to the purchase of any asset, to furnish
the investor with a chart that provides, for each asset recommended, the “total cost” to the
investor of investing in the asset for 1-, 5- and 10-year periods expressed as a dollar amount
(using reasonable assumptions about investment performance). “Total cost” includes loads,
commissions, opening fees, sub-transfer agent fees, etc. NAIFA interprets this provision to
require growth projections for recommended products, which conflicts with current securities
regulations.*? At the May 7, 2015 technical briefing Department officials acknowledged this
conflict and represented that they would resolve the issue in the final rule.

Aside from the conflict with securities laws, NAIFA has several general concerns about this type
of disclosure requirement (i.e., projecting costs into the future). First, any cost projections—
especially when put in a dollar amount—will be inherently unreliable because an advisor simply
cannot predict what will happen with the market or with a given asset. Second, advisors’
compensation, which is largely controlled by upstream financial institutions, can change at any
given time, especially when compensation is based on an advisor’s total book of business. Thus,
any cost disclosure should be expressed in general terms (e.g., gross dealer concessions), not an
actual dollar amount, and should not isolate advisor compensation from other entities”
compensation {e.g., break out the broker-dealer and advisor portions of a shared commission).
Third, a disclosure requirement of this nature would be very costly and burdensome for small,
independent advisors. And fourth, as discussed in greater detail below, investors may not
actually benefit from extensive disclosures of this nature.

In addition to the transaction-level total cost disclosure, the proposed BIC exemption includes
obligatory annual disclosures, which are to be provided by the advisor or the financial institution
for which the advisor is an agent or registered representative. We believe this annual
requirement is duplicative and overly burdensome in light of the proposal’s transactional
disclosures and should be removed from the final rule. If the requirement is retained, however,
NAIFA strongly encourages the Department to clarify that this particular obligation falls on the
financial institution, and not the individual advisor. Advisors will not have access to the
information subject to this disclosure requirement (e.g., total dollar amount of a// fees paid by the

* See FINRA Rule 2210(d)(1)(f) (prohibiting performance predictions and projections).
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investor, directly or indirectly, and al/ compensation received by the advisor and financial
institution, which includes compensation paid to parties upstream from the advisor—fees about
which the advisor would not be aware). And again, the burden of the disclosure requirement will
be particularly heavy for independent advisors without back office support.

Regardless of which entity ultimately is responsible for making these disclosures, under the
Department’s proposal, investors will be inundated with complex charts and figures and
duplicative information. This could result in heightened consumer confusion and no real
consumer benefit. According to a LIMRA Secure Retirement Institute Survey published in May
2013, disclosures do not necessarily help investors grasp how much they are paying in fees or for
what they are paying.®* The survey asked participants in 401(k) plans about their perceptions
about fees before and after disclosures were made and concluded that participants’ understanding
did not improve with disclosure, and half of those surveyed could not say how much they pay in
fees following disclosure.®

Advisors and financial institutions already make product-specific disclosures to their clients
under securities regulations and existing Department regulations like those under section 408b-2
(which, apparently, have limited usefulness). Increasing the cost and burden on advisors by
adding unnecessary, confusing disclosures will not help retail investors. Accordingly, NAIFA
recommends that the Department significantly narrow the disclosure requirements under the BIC
exemption and, to the greatest extent possible, integrate any such requirements with existing
client notices and disclosures,

D. Limited Product Offerings

NAIFA supports the Department’s allowance under the BIC exemption for financial institutions
and advisors to offer a limited range of investment options (¢.g., proprietary products). The
Department should clarify, however, that advisors who are not licensed to deal in securities
products can offer, as a general rule, a broad enough variety of products to satisfy the best
interest standard (i.e., just through the offering of non-securities insurance and annuity products).
Department officials said at a meeting on May 20, 2015 that their intention was not to exclude
entire groups of advisors with the best interest standard, and indicated that advisors without
securities licenses would be able to satisfy the BIC exemption’s requirements.

E. Special Exemption for Insurance and Annuity Products

NAIFA also supports the Department’s proposed special exemption for insurance and annuity
products, which allows advisors to recommend insurance and annuity products from insurance
companies that are parties in interest. This special exemption is necessary for NAIFA members
who are affiliated with, or captives of, insurance companies. It is NAIFA’s understanding that
the special exemption’s relief is limited to certain party-in-interest (or in the case of IRAs,
disqualified person) prohibited transaction rules, and does not extend to prohibited transaction

3 LIMRA Survey, at 17.

341d
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rules regarding conflicted compensation received by the advisor.”® Thus, we interpret the
proposal to require an advisor who receives compensation prohibited under ERISA or the Code
to rely on the larger BIC exemption or PTE 84-24, depending upon the investor and transaction
in question, to receive such compensation. NAIFA encourages the Department to elucidate the
interaction between the special exemption and the broader PTEs in the final rule.

HI.  PROHIBITED TRANSACTION EXEMPTION 84-24

A. PTE 84-24 should apply to all annuity products sold to all types of investors.

The Department’s proposed PTE 84-24 creates a convoluted compliance structure under which
annuities transaction are divided between securities and non-securities products, and by the type
of investor involved in the transaction (i.e., IRAs and plans). Under the proposal, PTE 84-24
will no longer be available for variable annuity or mutual fund sales to IRAs; to sell those
products to IRA owners, advisors will have to rely on the more onerous BIC exemption.
However, if those same products are sold to plans, PTE 84-24 still applies. For the following
reasons, the Department should adopt a more balanced approach and retain 84-24 relief for all
insurance and annuity products sold to all types of investors.

First, this structure is unnecessarily complicated and confusing. The proposed PTE 84-24, like
the BIC exemption, requires advisors and financial institutions to adhere to impartial conduct
standards, including the best interest standard, and to fulfill robust disclosure requirements. *® Tt
is not clear why the Department feels that some products for some investors should be split off
and handled under a separate compliance scheme.

Second, as noted above, NAIFA members are compensated similarly for fixed and variable
annuity products (i.e., through an upfront commission). To the extent the Department is
concerned about different conflicts of interest arising from different compensation models, that
concern is misplaced.

Third, the more complicated the compliance regime, the more costly it will be for advisors,
financial institutions, and ultimately, consumers.>’ In this case, the Department’s proposed

3 The “covered transactions™ provision under the special exemption provides relief from
specified ERISA § 406(a) rules and from Code § 4975(c)(1)(A) and (D), but does not include
406(b)-type relief.

% To the extent 84-24’s conditions match the BIC exemption’s conditions, NAIFA incorporates
the same comments and suggestions made earlier in this comment letter.

37 It is worth noting that annuity products are already subject to multiple layers of regulation.
Because they are insurance products, they are heavily regulated at the state level. States have
product content and marketing rules in place, as well as sales practices requirements.
Additionally, the NAIC has model regulations (adopted by almost all of the states) on disclosures
and suitability in annuity transactions. And of course, at the federal level, the SEC and FINRA
regulate the sale of variable annuities. The Department should not add on top of this structure
another complex, confusing and costly layer of regulation.
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structure places a heavier burden on advisors who serve IRA owners, and particularly, on
advisors who sell variable annuity products to those investors. As previously discussed in this
letter, annuity products are generally sold to low- and middle-income investors who rely on the
income stream from those products, and variable annuities are especially attractive to investors
who desire those products’ upside potential. Once again, the Department is actually
disadvantaging middle market consumers by forcing their advisors to adhere to more onerous
and costly requirements under the BIC exemption.

B. PTE 84-24 should cover the purchase by SIMPLE and SEP IRAs of variable
annuities and mutual funds.

The Department proposes to revoke PTE 84-24 for the purchase by Individual Retirement
Accounts of annuity products that are securities and mutual fund shares. “Individual Retirement
Account” is defined broadly to include “individual retirement accounts” and “individual
retirement annuities” described in 26 U.S.C. §§ 408(a) and (b), respectively. Subsections 408(k)
and (p) then define SEP and SIMPLE IR As as employer-sponsored “individual retirement
accounts” or “individual retirement annuities” (as described in subsections (a) and (b)) with
specific participation, contribution and other requirements.

The Department should not revoke PTE 84-24 for SIMPLE and SEP IRA purchases of variable
annuities and mutual funds. These employer-sponsored IRAs are akin to traditional pension
plans in that they are retirement savings vehicles established for the benefit of individual
employees. Because they have fewer reporting requirements and are easier to administer, these
types of plans are especially popular with small employers.

As drafted, the Department’s proposal unfairly burdens advisors who sell SIMPLE and SEP
IRAs to employers (i.e., small employers) instead of traditional 401(k) plans because they are
forced to rely on the more onerous BIC exemption in order to place variable annuities and
mutual funds in these plans.’® This discrepancy between requirements for different types of
employer-sponsored retirement savings plans is not warranted.

The investment advice services provided to employers who adopt SIMPLE and SEP IRAs are the
same as the services provided to employers who adopt 401(k) plans (i.e., evaluation of the
employer’s particular needs, recommendations about plan types, and recommendations about
investment options offered through the plan). To the extent NAIFA members advise employers
on plan and menu design and receive some variable or third-party compensation for their
services (i.e., do not use the common employer fee model described in detail at the beginning of
this letter), they should be able to rely on PTE 84-24, regardiess of the type of retirement plan in
place.

% Section 408(c) provides that “a trust created or organized in the United States by an employer
for the exclusive benefit of his employees or their beneficiaries . . . shall be treated as an
individual retirement account (described in subsection (a))” if the governing instrument creating
the trust meets certain requirements.

3 As a practical matter, fixed annuities are not sold to employer-sponsored retirement plans of
any type.
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Like recommendations made to employers with 401(k) plans, investment advice given to
employers with SIMPLE and SEP IRAs is a step removed from recommendations pertaining to
the employees’ ultimate investment decisions. With the help of an advisor, the employer
narrows down the product options (from thousands) available to employees, but the employees
decide how their assets are allocated among different products. Thus, the risk of a conflict of
interest arising between the advisor and a plan of any type is minimal. Second, in the plan
design space, the plan administrator—regardless of plan size or type—is under a separate
obligation to make informed and prudent decisions with respect to the plan. Therefore, there is
already an extra layer of investor protection involved.

Accordingly, advice to employers regarding plan and menu design should be covered under PTE
84-24 and not the more onerous BIC exemption, regardless of whether the advisor is selling
group annuity or mutual fund products and regardless of whether the employer chooses to offer a
traditional 401(k) plan or a SIMPLE or SEP IRA to its employees.

C. PTE 84-24°s compensation relief should be expanded.

1. PTE 84-24’s compensation relief should be coextensive with the BIC
exemption’s relief.

For transactions that are covered under the proposed 84-24, the Department has limited
compensation relief to agents, brokers and principal underwriters to narrowly-defined “Insurance
Commissions™ and “Mutual Fund Commissions.” Unlike current PTE 84-24, the proposal
explicitly excludes revenue sharing, administrative fees, marketing payments, and payments
from parties other than the insurance company or its affiliates. The Department’s justification
for such restrictions on compensation relief under 84-24 (and not imposing such restrictions
under the BIC exemption) is unclear.

Proposed 84-24 imposes the same “best interest” standard as that under the BIC exemption, as
well as other impartial conduct standards and disclosure requirements. The mandate that
advisors act in the best interest of their clients should assuage concerns the Department may have
about particular compensation arrangements. Thus, the Department should extend 84-24’s
compensation relief to be coextensive with the BIC exemption’s relief,*’

2. PTE 84-24°s compensation relief should at least be extended to include
mutual fund commissions for agents.

If the Department opts to not extend 84-24’s relief to match the BIC exemption’s relief, the
Department should—at the very least-—extend 84-24"s coverage to include Mutual Fund
Commissions paid to Principal Underwriters and their agents. As drafted, the proposed PTE 84-
24 allows for payment of insurance commissions to insurance agents and brokers, but does not
allow agents or registered reps to receive commissions for mutual fund sales, even though the

* 1t is our understanding that the special exemption for insurance and annuity products contained
under the BIC exemption provides relief from ERISA and Code party in interest/disqualified
person rules, whether the transaction falls under the BIC or 84-24 for conflicted compensation
relief. Again, we request that the Department clarify this point in its final rule.
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same impartial conduct standards and exemption conditions apply equally to the sale of
insurance and annuity products, and mutual funds. Without any apparent justification, the
Department’s proposal allows agents to be paid for one product line, but cuts off their
compensation for another.* The Department should remedy this discrepancy by allowing agents
to be compensated for mutual fund sales.

IV.  THE DEPARTMENT SHOULD EXTEND THE ENFORCEMENT TIMELINE TO AT LEAST
THIRTY-SIX MONTHS

The proposed eight-month enforcement timeline for compliance with the new rule is grossly
insufficient and clearly underestimates the complexity and administrative burden of the
Department’s proposal. Transferring all existing and new clients—hundreds of clients for some
advisors—to new business practices and, in some cases, compensation arrangements, will take
well over eight months. The process will involve, at the very least: drafting and approving new
client documents and business contracts between financial institutions and advisors; internal
education at the carrier, broker-dealer, and advisor levels about the Department’s new
requirements and these parties’ obligations; education at the client level about the new
requirements; and then actual implementation of the new system at all levels.

The Department’s proposal contains several new obligations that are shared between advisors
and financial institutions. Thus, a great deal of coordination and planning will be required
between those parties before any modifications to advisor-client interactions even take place.
Additionally, it will take impacted entities (i.e., advisors, broker-dealers, carriers, etc.) a
significant amount of time for them to fully understand their new obligations. Then, many
clients served by NAIFA members will require extensive face-to-face explanation of new
business practices; and for those who do not seek or require such explanation, simply getting
new notices or contracts distributed and signed will take a significant amount of time.

Each one of the steps in this process will be complicated and lengthy. Accordingly, the
Department should allow for af least thirty-six months between the final rule’s publication and
enforcement. Alternatively, the Department could adopt a “phase in™ approach to enforcement,
requiring a limited number of requirements to be satisfied at one time, perhaps beginning
eighteen months after publication of the final rule, provided that the time between the final rule
and full compliance is at least thirty-six months.

Thank you for your consideration.

4 . . . . .
! Agents and brokers are paid almost exclusively on a commission basis for the sale of mutual
fund shares.
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Very truly yours,

%,m Mo

Juli Y. McNeely, LUTCF, CFP, CLU
NAIFA President 2014-2015

Exhibits: NAIFA Comment Letter on Proposed Rule
Diagrams of Compensation Models
LIMRA Secure Retirement Institute 2015 Consumer Survey
Principal Funds Table on Asset Class Performance from 1994 to 2013
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Exhibit 2

LIMRA Secure Retirement Institute 2015
Consumer Survey
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NAIFA

National Association of Insurance and Financial Advisors
2901 Telestar Court » Falls Church, VA 22042-1205 » (703) 770-8188 « www naifa.org

July 21, 2015

VIA ELECTRONIC FILING — www.regulations.gov

Office of Exemption Determinations
Employee Benefits Security Administration
U.S. Department of Labor

200 Constitution Ave., NW

Suite 400

Washington, DC 20210

RE: RIN 1210-ZA25 - Proposed Prohibited Transaction Exemptions
D-11712 (Best Interest Contract Exemption) and D-11850 (PTE 84-24)

To Whom It May Concern:

The National Association of Insurance and Financial Advisors (“NAIFA™) appreciates this
opportunity to comment on the Department of Labor’s (“Department™ or “DOL”) proposed
prohibited transaction exemptions (“PTEs”) under the Employee Retirement Income Security
Act of 1974 (“ERISA”™) and the Internal Revenue Code of 1986 (“Code™).!

Founded in 1890 as The National Association of Life Underwriters (NALU), NAIFA is one of
the nation’s oldest and largest associations representing the interests of insurance professionals
from every Congressional district in the United States. NAIFA members assist consumers by
focusing their practices on one or more of the following: life insurance and annuities, health
insurance and employee benefits, multiline, and financial advising and investments. NAIFA’s
mission is to advocate for a positive legislative and regulatory environment, enhance business
and professional skills, and promote the ethical conduct of its members.

BACKGROUND & EXECUTIVE SUMMARY

NAIFA members—comprised primarily of insurance agents, many of whom are also registered
representatives—are Main Street advisors’ who serve primarily middle-market clients, including
individuals and small businesses. In some cases, our members serve areas with a single financial

" NAIFA has filed a separate comment letter on the Department’s proposed definition of
fiduciary “investment advice,” which is attached hereto as Exhibit 1.

* For purposes of this comment letter, the term “advisor” refers generally to a NAIFA member
who provides professional advice to clients in exchange for compensation.

i
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advisor for multiple counties. And often, our members’ relationships with their clients span
decades and various phases of clients’ financial and retirement planning needs.

These long-term relationships between advisors and clients begin with a substantial investment
of time by the advisor to get to know the client and to develop trust. For an individual client, an
advisor commonly holds multiple initial meetings to discuss the client’s needs, goals and
concerns in both the short and long term. During the course of the advisor-client relationship,
our members provide advice during the asset accumulation phase (when clients are saving for
retirement), as well as the distribution phase (during retirement), which is especially critical for
low- and middle-income investors. For small business owners, our advisors initially encourage
them to establish retirement savings plans for their employees, and then, following in-depth
discussions to ascertain specific needs and concerns, help them to implement those plans.

Most of our members work in small firms—sometimes firms of one—with little administrative
or back office support. Often, their business practices are dictated by the broker-dealer with
whom they work, including the format and provision of client forms and disclosures. They are
also subject to transaction-level oversight and review by the broker-dealer.

The retirement products most commonly offered by NAIFA members are annuity products (fixed
and variable) and mutual funds. Some of our members are independent advisors working with
independent broker-dealers; others are affiliated with (or captives of) product providers and are
restricted to some degree in the products they are permitted to sell. It is our belief that nearly all
of our advisors, regardless of whether they are independent or affiliated, will be significantly
impacted by the Department’s proposal.

Virtually all NAIFA members working in the individual IRA space will have to rely on the
Department’s proposed Best Interest Contract (“BIC™) Exemption, which represents a far more
onerous compliance regime than any of our members have previously faced. Thus, the proposal
portends a dramatic shift in the way our members will interact with their clients and conduct
their businesses, and a significant increase in the cost of doing business. NAIFA does not
oppose a “best interest” fiduciary standard for its members. However, any new standard must be
operationalized in a fashion that is workable for Main Street advisors and their clients.

As discussed in further detail below, some of our members’ existing compensation arrangements
do not violate ERISA or Code prohibited transaction rules, and therefore do not require
compliance with a PTE.? To the extent NAIFA members must rely on PTEs, however, we have
serious concerns about compliance burdens under the Department’s proposal, particularly with
respect to the Best Interest Contract (“BIC™) Exemption and the proposed revisions to PTE 84-
24.

Despite Secretary Perez’s statement before Congress on June 17, 2015 that the Department’s
proposal makes things “simpler” by imposing a uniform fiduciary standard on investment
advisors, the proposal is anything but simple. The proposed PTEs are complex and contain
extensive conditions that will put a tremendous burden on advisors who serve the middle market.

3 Diagrams of common compensation arrangements for advising employers on plan design
(employer plan model) and for the sale of fixed and variable annuities (annuity models) are
attached hereto as Exhibits 2(a) and 2(b), respectively.

2
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Accordingly, NAIFA recommends that the following revisions be made to the proposed BIC
exemption and PTE 84-24:

Best Interest Contract Exemption -

»  Simplify and clarify the exemption’s requirement to the greatest extent possible in order
to avoid litigating areas of uncertainty;

¥ Align the exemption’s conditions as closely as possible with existing SEC requirements
to avoid a dual regulatory system for securities products;

» Hone the “best interest” definition to account for varying perspectives and opinions on
particular investment products and business practices; specifically:

= Refine the “prudent person” term by, for example, expanding the clause to
reference a “prudent person serving clients with similar retirement needs and
offering a similar array of products;”

* Provide a clear and explicit statement that offering products on which there are
varying opinions within the industry (e.g., variable annuities) does not violate the
best interest standard; and

» Provide a clear and explicit statement that offering proprietary products (even a
limited suite of such products) does not violate the best interest standard;

» Clarify that the exemption covers rollovers and distributions (to the extent those activities
are considered fiduciary investment advice);
» Modify the contract conditions, specifically:

= Eliminate the formal contract requirement and replace it with a non-signatory
point-of-sale notice that binds advisors and financial institutions to act in the best
interest of their clients; .

= Or, if the Department retains the contract requirement, clarify:

« that any contract need not be signed prior to the point of sale;
» that the contract need not be signed by more than one financial institution;
e that advisors do not have to provide warranties regarding another entity’s
(e.g., a financial institution) incentive and compensation arrangements;
e that the contract may contain language reasonably limiting the scope and
duration of the fiduciary relationship;
» Lessen advisors” disclosure obligations, particularly to the extent they conflict with
securities laws or involve information that is not readily accessible to individual advisors;
» Clarify that non-securities licensed advisors can satisfy the best interest standard; and
» Explain and clarify the interplay between the special exemption for insurance and annuity
products, the larger BIC exemption, and other available PTE relief.

Proposed PTE 84-24
» Expand the scope of the PTE to cover all annuity products sold to all types of investors;

> Do not revoke the PTE for SIMPLE and SEP IRA purchases of variable annuities and
mutual funds; and
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% Expand the PTE’s compensation relief to be coextensive with the BIC exemption, or at
the very least, to allow agent commissions for mutual fund sales.*

Below is a detailed discussion of the foreseeable impact of the Department’s proposal, as drafted,
and the aforementioned recommendations to make the proposal less onerous.

L FORESEEABLE CONSEQUENCES OF THE DEPARTMENT’S PROPOSAL FOR NAIFA
MEMBERS AND THEIR CLIENTS

During a hearing of the House Education and Workforce Subcommittee on Health, Employment,
Labor, and Pensions on June 17, 2015, Secretary Perez acknowledged that “we have a retirement
crisis” in this country and “we need to save more.” This problem should not be underestimated.
According to the Federal Reserve, one in five people near retirement age have no money saved.’

As reported by the Washington Post, “[olverall, 31 percent of people said they have zero money

saved for retirement and do not have a pension. That included 19 percent of people between the

ages of 55 and 64, or those closest to retirement age.”” Roughly 45% of people said they plan to
rely on Social Security to cover expenses during retirement, whether they have personal savings

or not.

In other words, it is more important than ever that Americans are encouraged to save, have
access to professional advice, and have access to appropriate retirement savings products.
Specifically, employers need reliable advice on the design and investment options of their
retirement plans, and employees need to be educated on the importance of saving early for
retirement, determining their risk tolerance, and evaluating the investment options available
through their workplace retirement plan. Employees also need professional advice when rolling
over retirement plan assets from one retirement plan to another plan or an IRA, and when taking
distributions during retirement. And individuals without access to an employer retirement plan
need education and guidance about other retirement savings vehicles.

Simply put, American investors need more personalized assistance and more options with
respect to retirement planning and saving, not less. Unfortunately, the Department’s proposed
rule, along with its proposed amendments to existing prohibited transaction exemptions
(“PTEs™), threatens to be counterproductive with respect to this country’s retirement crisis by

* To the extent PTE 84-24’s proposed conditions are the same as those under the BIC exemption,
NAIFA’s comments with respect to those conditions apply to both exemptions.

> Hearing of the House Education and Workforce Subcommittee on Health, Employment, Labor,
and Pensions, Restricting Access to Financial Advice: Evaluating the Costs and Consequences
[for Working Families and Retirees, June 17, 2015 (hereinafter “June 17 Hearing™), hearing
webcast available at http://edworkforce.house.gov/calendar/eventsingle aspx 7EventiD=399027.

& Marte, Jonnelle, 4lmost 20 Percent of People Near Retirement Age have not Saved for I,
Washington Post, Aug. 7, 2014.

I
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making it harder, not easier, to provide investors—particularly those who need it most—with the
services and products that could help them live independently during their retirement.

A. Fewer Services and Less Education for Small Businesses and Small Account
Holders

As drafted, the proposed rule and proposed PTE amendments will result in less retirement
education and services for small businesses and individuals with low-dollar accounts.

First, faced with a multitude of new fiduciary obligations, which entail substantial cost and
administrative burdens, brand new business models and fee structures, as well as increased
litigation exposure, some advisors may no longer offer services to small plans or individuals with
small accounts.

Second, given the proposed rule’s restrictive definition of investment “education,” advisors who
do not wish to trigger fiduciary status will no longer be able to provide any meaningful education
to their clients.

Third, even when an advisor is willing to serve in a fiduciary capacity, unsophisticated investors
and low-income clients will be reluctant to sign complicated, lengthy contracts (as required
under the Best Interest Contract Exemption for fiduciary advice to retail investors) and unwilling
or unable to pay upfront out-of-pocket fees, and thus will forego advisory services. In fact, a
NAIFA survey found that two-thirds of advisors anticipate that the Department’s proposal will
result in the loss of clients because they believe clients will be intimidated or unwilling to sign
the contract required under the proposal, and because the proposal’s burdensome requirements
would make it impossible for advisors to continue to serve small or medium-size accounts.

And finally, the proposal could result in some advisors exiting the market entirely, which for
some rural communities, could result in a complete void of professional financial services. The
proposal’s burden on independent advisors and registered representatives (discussed in more
detail below) is tremendous, and some advisors simply will not be in a position to bear the cost
of compliance.

Reduced access to advisors, fewer services, and less education is not a desirable outcome, and
presumably, is not the aim of the Department. The fact is, advisors help people plan and save for
retirement by helping employers set up retirement plans and by providing advice to individual
investors outside of the workplace. Overall, advised investors are better off than non-advised
investors.

An Oliver Wyman survey from 2014 found that 84% of individuals begin saving for retirement
via a workplace retirement plan, and workplace-sponsored defined contribution plans represent
the primary or only retirement vehicle for 67% of individuals who save for retirement with a tax-
advantaged retirement plan.” And small businesses that work with a financial advisor are 50%

® Oliver Wyman Study, The Role of Financial Advisors in the US Retirement Market (July 10,
2015) (hereinafter “Oliver Wyman Study™), at 5 (citing Oliver Wyman Retail Investor
Retirement Survey 2014). The Oliver Wyman Study has been submitted separately to the
Department through the formal comment process under this rule-making.
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more likely to set up a retirement plan (micro businesses with 1-9 employees are almost twice as
likely).

Moreover, according to a May 2015 LIMRA Secure Retirement Institute Consumer Survey, 18%
of households that do not work with a financial advisor have no retirement savings, compared to
only 2% of advised households.'® Similarly, an Oliver Wyman study published July 10, 2015,
found that advised individuals have a minimum of 25% more assets than non-advised
individuals, and for individuals aged 65 and older with $100,000 or less in annual income,
advised individuals have an average of 113% more assets that non-advised investors.!! The
LIMRA survey also shows that consumers want more education with respect to retirement
planning, not less.”

B. More Expensive Advice for Small Businesses and Small Account Holders

For low- and middle-income clients who do continue to receive professional retirement advice,
that advice is likely to get more expensive for them under the proposed rule. The Department’s
proposal (including the proposed rule and PTE amendments) effectively leaves advisors with
three choices:

(1) do not give investment advice, as defined under the proposed rule, and avoid
becoming a fiduciary;

(2) become a tiduciary and turn all of your compensation arrangements into flat
fee-for-service arrangements or wrap accounts (with no third-party
compensation); or :

(3) become a fiduciary, retain current compensation arrangements, and comply
with a PTE.

As discussed above, the first option leaves clients with no meaningful guidance whatsoever
because investment “education” is defined so narrowly under the proposal. The second and third
options will harm consumers by increasing their costs.

With respect to the second option, traditional commission-based compensation models can—as
discussed below—~benefit low- and middle-income investors and should not be discouraged.
Unlike for high-wealth consumers, the alternatives—upfront flat fees and wrap account
arrangements—are not workable or palatable for our members’ Main Street clients. First, clients
who are deciding whether they have the resources to save for retirement at all will be unable or
unwilling to pay a substantial out-of-pocket fee that represents a significant portion of the assets
they may have to invest. For those who are rolling over retirement account balances, opting to
pull these fees from the rollover amount will have tax implications and result in greater cost.
Moreover, fees will have to be set high enough to compensate for anticipated services during a

' LIMRA Secure Retirement Institute 2015 Consumer Survey (hereinafter “LIMRA Survey™), at
3, attached hereto as Exhibit 3.

" Oliver Wyman Study, at 6.

2 LIMRA Survey, at 13.
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given timeframe, taking into account the fact that client needs can vary dramatically at various
times (e.g., during the initial strategy phase, while transitioning between accumulation and
distribution phases, in light of major life events, etc.).

These fee-based arrangements only make sense—and in fact, are only currently used—for
accounts with high balances. Indeed, advisory fee-based accounts usually carry account balance
minimums. The Oliver Wyman study estimates that 7 million current IRAs would not qualify
for an advisory account due to low balances.”® The study also reports that 90% of 23 million
IRA accounts analyzed in 2011 were held in brokerage accounts, and found that retail investors
face increased costs—73% to 196%, on average—shifting to fee-based advisory compensation
arrangements.” Thus, ultimately, fee-based models actually will raise costs for many investors
with small or mid-level accounts, or cut them off from advisory services entirely.

Under the third option, for advisors who keep commission-based arrangements and rely on a
PTE, low-and middle-income and small business clients will still wind up paying more. The
high cost of compliance with the proposed PTEs (particularly the BIC exemption, upon which
many of our members ultimately will have to rely) will be borne by someone. The regulated
entities (e.g., broker-dealers, advisors, registered reps) will look for ways to pass on those costs.
Inevitably, consumers will bear some part of that cost burden, which may be significant.

Naturally, more paperwork and new contractual and disclosure requirements will mean increased
costs. But the cost burden on advisors goes further. New litigation exposure will dramatically
increase the overall risk and cost of doing business through ongoing compliance and monitoring,
and through actual litigation expenses. According to NAIFA's survey, 87 % of advisors
anticipate that the Department’s proposal will result in higher errors and omissions (“E&0™)
insurance premiums for their practices; and 58% of those said they expect premiums to increase
“substantially.” The Department’s proposal will also cost advisors and investors a substantial
amount of time. For instance, NAIFA members believe that 77% of their existing clients would
require a face-to-face meeting to explain and execute the Department’s proposed BIC exemption
contract.

Adding to the overall cost of the Department’s proposal is the real threat of conflicting
regulatory regimes when the SEC proposes its own fiduciary rules for advisors dealing in
securities products. Section 913 of the Dodd-Frank Wall Street Reform Act gives the SEC
authority to promulgate a rule-making on a standard of care for advisors who serve retail
investors. Specifically, the SEC is authorized to impose the same fiduciary standard as that
currently in place under the Investment Advisers Act and to require certain limited disclosures.
To the extent any SEC action in this space does not (or cannot, by statute) mirror the
Department’s rule-making, advisors will be faced with multiple complex and potentially
contradictory compliance regimes. Again, this could cause some advisors to exit the market, and
dual regulation could also lead to consumer confusion surrounding different standards and
disclosures.

"* Oliver Wyman Study, at 6.

Yid,at7.
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All of these costs will have real consequences for consumers. If the Department’s proposal is
enacted, NAIFA members anticipate that, on average, they will not be able to affordably serve
clients with account balances below $178,000. Currently, only 26% of respondents to NAIFA’s
survey have minimum account balance requirements for their clients. Not surprisingly, 78% of
NAIFA members say that, under the Department’s proposal, they will have to establish
minimum account balances or will have to raise their current minimum balance requirements,
further diminishing availability of services for small account holders.

C. Fewer Guaranteed-Income Products Will Be Sold

The Department’s proposal also will result in fewer annuity products being sold, which again, is
especially harmful to low- and middle-income consumers. We are aware of only three ways to
receive guaranteed income in retirement—annuities, Social Security, and defined benefit
pensions—which explains why annuity products have always been trumpeted by the Department.
Somewhat ironically, however, the Department’s proposal foists a heightened burden on advisors
who offer annuity products to non-fee-paying clients. Furthermore, the proposal’s structure for
annuities is particularly complex and confusing (i.e., splitting up rules and requirements for
annuities by both investor type and by type of annuity product), which will only make offering
these products more difficult and costly.

Notably, high-end, fee-for-service providers (many of whom, not surprisingly, support the
Department’s proposal) do not sell annuity products because their client base can self-annuitize
extensive investment portfolios.”* On the other hand, low- and middle-income Americans rely
heavily on annuity products of all kinds to provide them income security in retirement. These
products should continue to be available, and to be available in a broad enough range (i.e., fixed,
indexed, variable) to preserve investor choice and provide sufficient options for individual
investors’ particular needs and retirement savings goals.

D. Confusion and Uncertainty in the Marketplace for Financial Institutions
Advisors, and Investors Alike

Between its proposed rule and proposed PTEs, the Department is attempting to usher in a brand
new fiduciary regime in the retirement space. Overall, the proposal is dense, complicated, and
extremely confusing. Even long-time ERISA practitioners are having a difficult time
deciphering the proposal’s elements and requirements. This does not bode well for every-day
advisors and consumers.

It will take a substantial amount of time and resources for financial professionals and investors to
fully digest and become comfortable operating under the Department’s new structure. In the
meantime, the proposal threatens to introduce a substantial amount of uncertainty into the
marketplace. Presumably, financial institutions will err on the side of caution and adopt overly
conservative and restrictive policies and practices, rather than face potential liability for

"* The disproportionate burden, discussed in detail above, placed by the Department’s proposal
on advisors to middle-market clients could very well be a boon to more expensive providers who
are hoping to capitalize on advisors exiting the market and potentially capture clients on the
upper-middle-market cusp.
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violations of the new rules. As a result, their agents and registered representatives will follow
suit. Ultimately, these developments will likely result in a near-term contraction of services and
advice.

As impacted parties become more acquainted with the new rules—and perhaps more
importantly, as litigation and penalty risk becomes clearer—policies and practices may be
adjusted. But financial institutions and advisors in the securities space will also have to monitor
and adjust to the interplay between Department rules and securities laws and regulations, which
could also undergo change in the future. All of these developments will be costly and confusing,
and again, will most heavily burden professionals serving the middle market and their clients.

In sum, for all of the foregoing reasons, the weight of the Department’s proposal falls squarely
on advisors to small businesses and ordinary Americans, and unless the proposal is significantly
modified, the Department will end up penalizing those it seeks to protect.

1L THE DEPARTMENT SHOULD CLARIFY THAT SOME FEE ARRANGEMENTS DO NOT
REQUIRE COMPLIANCE WITH A PROHIBITED TRANSACTION EXEMPTION

A. Non-Variable, Negotiated Fees Paid by the Client should not Trigger PTE
Compliance Requirements

ERISA and Code prohibited transaction rules generally bar fiduciaries from receiving
compensation that varies based on the investment advice given or the investment choice made by
the investor, as well as compensation from third parties. Flat fee arrangements and other non-
variable compensation (e.g., wrap accounts), however, are permitted.'® Thus, some of our
members’ existing compensation models should not violate the prohibited transaction rules or
trigger any obligation to comply with a PTE."”

16 See ERISA §§ 406 and 408b-2(e); DOL Frost Advisory Opinion (97-15A) (May 22, 1997);
DOL Field Assistance Bulletin 2007-1 (Feb. 2, 2007).

' NAIPA explains in its comment letier on the Department’s proposed rule that advice to
employers on plan and menu design (irrespective of plan type) should be excluded entirely from
the definition of fiduciary investment advice. Unlike investment advice provided directly to
individual plan participants or IRA owners, recommendations on menu design for participant-
directed plans are a step removed from recommendations pertaining to actual investment
decisions. The employer narrows down the product options (from thousands) available to
employees, but the employees decide how their assets are allocated among different products.
Thus, the risk of a conflict of interest arising at this stage between the advisor and the employee
investors is minimal. Second, in the plan design space, the plan administrator—regardless of
plan size or type—is under a separate obligation to make informed and prudent decisions with
respect to the plan. Therefore, there is already an extra layer of investor protection involved.
The arguments in this letter are presented as alternatives, in the event the Department decides not
to grant a carve-out for these services from the definition of fiduciary investment advice.
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For instance, many NAIFA members advise employers, under a negotiated fee arrangememm, on
how to set up employee retirement plans. Our members” services include analysis of the
employer’s specific needs, recommendations related to general plan models (e.g., 401(k),
SIMPLE IRA, etc.), and advice about the investment options that are offered through the plan
(e.g., particular mutual funds or annuity products). These services generally are provided on a
fee basis.

The advisor’s fee is negotiated in advance with the client (the employer), and is usually
expressed as a percentage of assets held in the plan (i.e., basis points).' The fee amount is
invoiced through the advisor’s broker-dealer (or, in the case of a group annuity product, through
the insurance carri(-:r).20 Once the fee is remitted, the financial institution forwards the advisor’s
compensation to her. Notably, the advisor’s fee amount does not vary based on the plan type or
investment options selected by the employer. Although the fee is invoiced through the financial
institution, the advisor’s compensation comes from the employer. The advisor does not receive
any other compensation (e.g., trailers, revenue sharing, etc.) from the employer or any third
parties for these services.

Some advisors employ this same fee modet to advise individual employees on their investment
choices within the plan. In such instances, the employer’s fee package covers this service for the
employees. Again, the advisor’s compensation does not vary based on the investment options
selected by the employee, and the advisor does not receive any additional compensation from
any source for these services.

Similarly, NAIFA members help employers set up SIMPLE and SEP IR As for their employees.
These plans are especially appealing to small employers because they are far less burdensome to
administer than traditional 401(k) pension plans. Our advisors provide the same services to
employers who choose to offer SIMPLE and SEP IRAs as those described above with respect to
setting up a 401(k) plan (i.e., discussing and evaluating plan design options, and narrowing down
the options to be offered through the plan). And the same fee structure generally applies,
regardless of whether the employer chooses to offer a 401(k) plan or a SIMPLE or SEP IRA (ie.,
non-variable fee based on percentage of assets in the plan, negotiated with the employer,
invoiced through the financial institution).”’

'8 This fee arrangement—the employer plan model—is diagramed in Exhibit 2a.

' Notably, our Members are often in a competitive bidding process with other advisors for these
employers” business. Thus, our advisors are incentivized to keep costs as low as possible for the
employer.

2 We note that this invoicing step (i.e., billing through a broker-dealer or carrier) creates some
confusion in terminology under state law. Some states label any compensation that is billed
through a third party a commission, not a fee. However, this pure invoicing function should not
create concern for the Department under the ERISA and Code prohibited transaction rules.

*' SIMPLE and SEP IRAs can differ from plans when it comes o compensation for advising
individual employee participants. In some cases, compensation for employee-level advice under
a SIMPLE or SEP IRA is done on a commission basis (similar to traditional compensation

10
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Fees paid by employers for plan design services (for all plan types) are negotiated between the
advisor and the client and are either a set dollar amount or a percentage of total assets under
management. Although the fees are invoiced through a financial institution, they are paid by the
client, not a third party. The fees do not vary based on the plan type or investment options
selected by the employer. In some cases, the employer’s fee also covers advice to individual
employees regarding their investment options under the plan. The Department should clarify
that this type of fee arrangement for fiduciary investment advice—whether the advice is given to
the employer or the individual employees—is permitted under the current rules and does not
require compliance with a PTE.

B. Upstream Conflicted Compensation should not Trigger PTE Compliance
Requirements for Advisors

In general, NAIFA encourages the Department to divorce conflict-of-interest concerns at the
advisor level from those at the broker-dealer or carrier level. Our members often are not aware
of the compensation arrangements for carriers and broker-dealers. Furthermore, compensation at
the broker-dealer or carrier level, in many circumstances, has no impact at all on an advisor’s
investment advice or the advisor’s compensation for that advice.

For exampile, in the plan design scenario described above, our members receive a flat, negotiated
fee for services, and their compensation does not vary based on how the client reacts to the
investment advice given. Thus, regardless of upstream compensation arrangements, there is no
conflict at the advisor level. The Department should clarify that so long as the advisor’s own
compensation does not violate the prohibited transaction rules, the advisor does not need to
comply with an exemption.

III.  BESTINTEREST CONTRACT EXEMPTION (“BIC”)

Secretary Perez and Department officials have stated on several occasions that the objective of
the proposed PTEs—particularly the BIC exemption—is to create an enforceable “best interest”
fiduciary standard.” The Department has professed flexibility, however, regarding how such a
standard is operationalized. NAIFA does not oppose the Department’s overall goal; in fact, our
members believe that they already satisfy a best interest standard.

NAIFA has significant concerns though about the onerous, costly nature of the proposed BIC
exemption (upon which the vast majority of our members will have to rely, due to the clients we
serve). Despite the Department’s repeated characterization of the proposed exemption as
“principles-based” and flexible, the proposal is in fact highly prescriptive. Its effect, as drafted,

arrangements for mutual fund sales) and is not directly negotiated with or paid by the employer.
We recognize that for advisors to continue to receive this compensation for employee-level
advice, they will have to comply with a PTE.

2 See, e.g., Comments of Secretary Perez, hearing of the House Education and Workforce
Subcommittee on Health, Employment, Labor, and Pensions, Restricting Access to Financial
Advice: Evaluating the Costs and Consequences for Working Families and Retirees, June 17,
2015 (hereinafter “June 17 Hearing™), hearing webcast available at

http://edworkforce house.gov/calendar/eventsingle.aspx 2EventID=399027.

11
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will be to drive all advisors and financial institutions to a uniform business model with flat-fee
compensation arrangements and unnecessarily formalized and burdensome advisor-client
interactions, none of which suits small account holders or unsophisticated investors. For all of
the reasons discussed previously in this comment letter, advisory fee-based compensation models
are not appropriate or desirable for small account holders, and the dramatic increase in the cost
of doing business under the proposed PTEs will substantially increase costs for clients under
traditional brokerage-account compensation arrangements.

Furthermore, the BIC exemption’s contract requirement portends a substantial increase in
litigation and penalty exposure for advisors, especially those advising IRA owners. To the extent
any of the exemption’s requirements are unclear under the final rules, litigation will likely ensue.
For instance, the “best interest” standard, as proposed, is open to different interpretations even
among industry professionals (discussed more fully below), and is therefore ripe for consumer
lawsuits. In addition to the increased threat of litigation, advisors will also face substantial risk
of excise tax penalties under the Code as they navigate and implement a brand new compliance
regime.” A high level of litigation and penalty exposure will increase the cost of doing business
for advisors and financial institutions, and in some cases, the amplified risk will cause services to
disappear for middle market clients. Thus, NAIFA strongly prefers that the Department finalize
a clear, simple BIC exemption, rather than rely on the courts to define the contours of the rule
through costly litigation over the span of several years.

Compounding the difficulty with the BIC exemption is the fact that, for securities products, it
sets up a dual regulatory regime with the SEC. In every instance where the exemption differs
from the SEC’s requirements—in the timing and content of disclosures or a brand new contract
requirement, for example®*—advisors and financial institutions will be faced with an extra layer
of compliance burden. Therefore, it is important for the Department to finalize the exemption’s
conditions in such a way that they correspond with or can be incorporated into existing
regulatory requirements. Cohesion between regulatory systems will significantly mitigate cost
increases and decrease confusion for advisors and consumers.

In general, eliminating or minimizing complexity and uncertainty under the BIC exemption (to
the greatest extent possible) will help advisors and investors in the long run by establishing
comprehensible obligations and expectations, by limiting litigation risk and expense, and by
avoiding excessive regulatory burdens. NAIFA recommends that the Department simplify the
BIC exemption’s requirements and offers the following specific recommendations for
streamlining the proposal.

3 The Code currently gives advisors a 14-day correction period in which to correct a transaction
that violates certain Code prohibited transaction rules and avoid an excise tax penalty. 26 U.S.C.
§§ 4975(d)(23) and (e)(11)(A). Given the complexity of the Department’s proposal and the
substantial differences between it and the current rules, NAIFA encourages the Department to
consider implementing an extended correction period so that advisors have sufficient opportunity
to identify and fix any inadvertent errors during this transition period.

 See, e.g., SEC disclosure requirements for clients and prospective clients, 17 CFR 275.204-3
(Delivery of Brochures and Brochure Supplements); see also Part 2 of Form ADV.
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A. The “Best Interest” Standard Should Be Refined to Take into Account Varying
Perspectives and Opinions on Investment Products and Business Practices

We all agree that advisors should act in the best interest of their clients. It is important, however,
that the concept of “best interest” not be conflated with “best performance.” It is equally
important not to confuse “best interest” with “least expensive.”

A Principal Funds chart attached hereto as Exhibit 4 shows the volatility in asset class
performance between 1994 and 2013. The best- and worst-performing assets change constantly.
Because no one can predict the future, diversification is essential to any investment strategy.
Further, not all investment products are created equal—the quality and level of risk of different
products can vary dramatically. And of course, clients’ needs differ and fluctuate widely. Thus,
in many instances, an appropriately diversified, high-quality, individually-tailored investment
portfolio will not include the least costly products; and yet, given the multitude of factors to
consider, such a portfolio is in the client’s best interest. To the extent the Department’s best
interest standard takes into account individualized needs and considerations, and does not turn on
performance or cost, it has NAIFA’s full support.

One element of the Department’s proposed best interest standard does concern us, however.
Under the Department’s proposal, advice is in the best interest of the investor when the advisor
(and financial institution):

acts with the care, skill, prudence, and diligence under the circumstances then
prevailing that a prudent person would exercise based on the investment
objectives, risk tolerance, financial circumstances, and needs of the [investor],
without regard to the financial or other interests of the [advisor or her affiliates].”

NAIFA encourages the Department to refine the meaning of “prudent person™ within this
definition.

The retirement planning industry includes diverse advisors who serve diverse clients and deal in
a broad array of products. As a result, there always will be disagreement in the industry about
the wisdom or desirability of certain approaches or certain products. For example, there is
controversy within the industry about the utility and desirability of variable annuity products.
There may also be disagreement among industry professionals about captive advisors offering
clients a limited suite of proprietary products (i.e., an industry bias toward independent reps over
captives).

Despite these differences in opinion, however, these products and approaches are valuable to
investors. Indeed, investors want them or they would not be offered. Variable annuities, for
instance, provide some investors with a much-needed income stream for life, and may be
attractive for their upside potential and tax structure, and proprietary products provide consumers
with well known, high-quality investment options (often through local Main Street advisors).
Ultimately, consumers should be able to choose from a broad range of investment options (and a
range of professional advisors) because there is no “one size fits all” in this context.

 Proposed BIC Exemption, Section VII(d).
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NAIFA recommends that the Department take three steps to account for intra-industry
differences like these and to preserve consumer choice under the best interest standard:

(1) refine the “prudent person™ term by, for example, expanding the clause to
reference a “prudent person serving clients with similar retirement needs and
offering a similar array of products;” and

(2) include a clear and explicit statement that offering products on which there are
varying opinions within the industry (e.g., variable annuities) does not violate the
best interest standard; and

(3) include a clear and explicit statement that offering a limited suite of
proprietary products does not violate the best interest standard.

Without such clarification, these issues will end up being litigated, generating substantial
expense and confusion for advisors and investors alike. The likelihood of litigation on these
points presents a direct threat to many of our members’ businesses, given the large number of
them who deal in annuities and proprietary products. Accordingly, it is vital that the Department
hone its best interest standard to ensure it is workable across the industry and not employed to
target or undermine specific products or business practices.

B. Scope of the Exemption Should Be Expanded to Cover Rollovers and
Distributions

The BIC exemption currently is limited to “services provided in connection with a purchase, sale
or holding” of a defined list of assets.”® NAIFA interprets the current scope of the exemption to
exclude advice and services related to rollovers, distributions,27 and the opening of IRA
accounts. Department officials stated at a technical briefing on May 7, 2015 that they do intend
to cover rollovers and distributions under the BIC exemption. NAIFA encourages the
Department to clarify this point by revising the provision on “covered transactions” under the
BIC exemption or by broadening the definition of “asset” for purposes of the exemption.

C. Exemption Conditions

1. The Department should not require a formal contract, but rather a non-
signatory notice.

The fundamental purpose of the BIC exemption’s contract requirement, according to the
Department, is to create a binding obligation—of which consumers are aware—for advisors to
act in the best interest of their clients. NAIFA does not take issue with this goal. But NAIFA
does encourage the Department to adopt a more tenable approach to achieving its objective.

26 Proposed BIC Exemption, Section I(b).

7 NAIFA argues in its comment letter on the Department’s proposed rule that distributions
should not be treated as “investment advice.” This argument is presented in the alternative, in
the event the Department does not create such a carve-out.
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Requiring a lengthy, complicated contract executed by at least three parties goes beyond what is
necessary to create an enforceable obligation. It is our understanding that the Department has
proposed such a requirement in order to obtain enforcement authority over IRA advisors who
would otherwise only be subject to the Code’s fiduciary regime. But it is unclear to us where,
under ERISA or the Code, the Department has been granted authority to circumvent the statutory
enforcement structure in such a way.

Instead of a formal contract, the Department should require a non-signatory notice at the point of
sale, which would bind advisors and financial institutions to act in the best interest of their
clients and be actionable if the standard of conduct were not met. A notice-type requirement
would entail far fewer implementation challenges than a formal contract, could be effected more
quickly, and would provide meaningful disclosure of the conduct standard to customers (without
placing on them the burden of executing formal contracts).

To the extent the Department retains a formal contract requirement, however, NAIFA
recommends the following changes in order to make any such obligation workable.

a. Any contract or notice requirement should be triggered at the point
of sale and not before.

Secretary Perez and Department officials have said on multiple occasions that they do not intend
to require a signed contract before preliminary conversations between an advisor and an investor.
The text of the proposed exemption, however, indicates something different; specifically, it
requires that a contract be in place prior to any recommendation by the advisor that an investor
purchase, sell, or hold an asset.”® In other words, a contract must be in place before an advisor
provides a recommendation or an investor decides to rely on that recommendation in any way
(or, just as likely, declines to act on it at all).

Any contract or notice requirement should be triggered by an investment action taken on the
client’s behalf (i.e., some affirmative reliance by the investor on the advice). NAIFA encourages
the Department to revise its approach such that any contract requirement is tied to an actual
transaction (e.g., at the point of sale or as soon as practicable after an executed transaction). A
contract requirement at the conversation stage of the investor-client interaction is premature and
unnecessary (because there may not even be any action taken in the best interest of the client or
not in the best interest of the client), and will only stifle preliminary conversations about
investors’ options.

Requiring a contract prior to the point of sale presents particular problems for independent
advisors selling annuity products (fixed or variable). Some of our advisors sell annuity products
from dozens of insurance carriers. If a contract requirement is triggered by a simple
recommendation {or, given the Department’s restrictive education exception under the definition
of “investment advice,” any discussion of the relative merits of specific products) with respect to
any of these annuity options, we could be dealing with several contracts for a single initial
conversation with one client. This scenario, at least with regard to variable annuities, also raises
concerns about the required signatories to the contract, which is discussed in the next section.

= Proposed BIC Exemption, Section I(a).



191

NAIFA urges the Department to also consider that it would take a substantial amount of time and
resources for advisors to “paper” their existing clients (sometimes hundreds of clients for a single
advisor) with new contracts. NAIFA members estimate that getting new contracts in place will
require, for 77% of clients, face-to-face conversations and explanations about the new
requirement. In other words, simply mailing out contracts and requesting returned signed copies
is not a feasible option for the vast majority of our clients. NAIFA encourages the Department to
be mindful of this reality and draft its final rule in such a way that any new contract requirement
will not bring on-going services to existing clients to a complete halt while contracts are
developed, circulated, explained, and signed.

Finally, the Department should consider an omnibus implementation strategy for existing clients.
Specifically, the Department should allow advisors to send notices to their existing clients stating
that the advisor has a fiduciary obligation to act in the client’s best interest. As discussed above,
such a notice would be binding on the advisor, but would mitigate the burden of obtaining signed
contracts with every client. To the extent the Department retains a formal contract requirement,
however, a good-faith effort to get executed contracts in place for all existing clients within a
reasonable amount of time should satisfy any such requirement.

b. Only one financial institution signature should be required on any
contract.

The proposed BIC exemption requires that the contract be signed by the advisor, the {inancial
institution for which the advisor acts as agent or registered representative, and the investor.
NAIFA is concerned that, under the proposed exemption, our members’ contracts may require
four signatories.

“Financial institution™ is defined under the proposal as the entity (including a registered
investment adviser, a bank, an insurance company, or a broker-dealer) that employs the advisor
“or otherwise retains such individual as an independent contractor, agent or registered
representative.” This structure is especially problematic for variable annuity products, which
have both insurance and securities features. When selling these products, our members are
appointed by the insurance carrier and are registered representatives of the broker-dealer” 9

Thus, based on our reading of the proposed BIC exemption, it appears our advisors would need
to obtain signatures from both the broker-dealer and the insurance carrier each time they even
recommend a variable annuity product. And if they recommend multiple variable annuity
products, the proposal would require multiple contracts (for the same client and the same
discussion), signed by the respective carriers of each recommended product, the advisor, the
broker-dealer, and the investor. This simply is not a workable requirement.

Any contract requirement should be satisfied with the signature of the registered representative,
her broker-dealer, and the investor, and should not have to include the carrier’s signature.
Requiring each carrier’s signature portends an excessively burdensome process. Thus, NAIFA

% On the other hand, fixed annuities are insurance contracts that provide guaranteed lifetime
income and do not have a securities component. Thus, when selling fixed annuity products,
advisors act as agents for insurance carriers and there are no broker-dealer relationships
involved. See Annuity Compensation Models, attached hereto as Exhibit 2(b).

16



192

asks the Department to clarify in its final rule that any contract need only be signed by the
investor, the advisor, and one financial institution (i.e., in the case of securities products,
including variable annuities, the advisor’s broker-dealer; in the case of fixed annuities, the
insurance carrier).

c. Advisors should not have to provide warranties regarding
financial institutions’ incentive and compensation arrangements.

The proposed BIC exemption requires advisors to warrant that the financial institution (or any
affiliate or related entity) does not use differential compensation or any other actions or
incentives that would tend to encourage individual advisors not to act in the best interest of their
clients. This warranty effectively undermines any compensation-related benefits an advisor
could receive for complying with the BIC exemption. According to the Department, the BIC
exemption is designed to allow financial professionals to continue receiving compensation that is
ubiquitous in the marketplace (e.g., commissions, 12b-1 fees, revenue sharing, etc.). But this
warranty requirement forces those professionals to cffectively promise not to employ any of
those common compensation artangements in the first place.™

Moreover, this warranty is duplicative. Under the contract requirement, advisors must
affirmatively state that they are acting as fiduciaries and in the best interest of the client. The
best interest standard is in place to address the very problem presumably targeted by this
warranty. Thus, NAIFA urges the Department to remove this warranty requirement from the
final rule.

To the extent some version of this warranty remains in the final rule, NAIFA notes that
registered representatives generally do not have the information necessary to make such a
blanket warranty about the compensation and incentive practices of the financial institution for
which they are an independent agent or registered representative. Therefore, NAIFA asks the
Department to make clear in its final rule that any such warranty must be made by the financial
institution, not the advisor.

d. Advisors should be permitted to limit the scope and duration of the
fiduciary relationship.

BIC exemption contracts may not include “provisions disclaiming or otherwise limiting liability
of the Adviser or Financial Institution for a violation of the contract’s terms.”' Department
officials stated at the May 7, 2015 technical briefing that they do not intend for this provision to
bar advisors from defining or limiting the scope and duration of the advisor-client relationship
(i.e., the scope of services the advisor is willing to provide to a given client or the time period

* The Department’s examples in the preamble of acceptable compensation arrangements (i.e.,
arrangements that would not violate this warranty) indicate that the Department is forcing
everyone to flat-fee and wrap account arrangements. For the reasons discussed in the
introduction fo this comment letter, those arrangements will not benefit NAIFA members’
clients.

*! Proposed BIC Exemption, Section II()(1).
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during which such services will be provided). Instead, they intend to keep advisors from
disclaiming responsibility or liability for fiduciary advice actually given. This point should be
clarified in the final rule.

Advisors should be permitted to include language in their contracts (or notices) that limits the
duration of the advisor-client fiduciary relationship. For instance, when the relationship does not
entail ongoing advice (i.e., a one-time sales relationship), the advisor should be able to make
clear that the fiduciary relationship encompasses only the sale, and the advisor does not have
perpetual fiduciary obligations to the client. Further, advisors should be able to clarify the scope
of (or disclaim) any ongoing monitoring obligations. NAIFA encourages the Department to
clarify in its final rule that such limiting language is permissible, whether in a contract or in a
notice to the client.

2. Advisors’ disclosure obligations should be reduced.

The proposed BIC exemption requires an advisor, prior to the purchase of any asset, to furnish
the investor with a chart that provides, for each asset recommended, the “total cost™ to the
investor of investing in the asset for 1-, 5- and 10-year periods expressed as a dollar amount
(using reasonable assumptions about investment performance). “Total cost” includes loads,
commissions, opening fees, sub-transfer agent fees, etc. NAIFA interprets this provision to
require growth projections for recommended products, which conflicts with current securities
regulations.”? At the May 7, 2015 technical briefing Department officials acknowledged this
conflict and represented that they would resolve the issue in the final rule.

Aside from the conflict with securities laws, NAIFA has several general concerns about this type
of disclosure requirement (i.e., projecting costs into the future). First, any cost projections—
especially when put in a dollar amount—will be inherently unreliable because an advisor simply
canpot predict what will happen with the market or with a given asset. Second, advisors’
compensation, which is largely controlled by upstream financial institutions, can change at any
given time, especially when compensation is based on an advisor’s total book of business. Thus,
any cost disclosure should be expressed in general terms (e.g., gross dealer concessions), not an
actual dollar amount, and should not isolate advisor compensation from other entities’
compensation (e.g., break out the broker-dealer and advisor portions of a shared commission).
Third, a disclosure requirement of this nature would be very costly and burdensome for small,
independent advisors. And fourth, as discussed in greater detail below, investors may not
actually benefit from extensive disclosures of this nature.

In addition to the transaction-level total cost disclosure, the proposed BIC exemption includes
obligatory annual disclosures, which are to be provided by the advisor or the financial institution
for which the advisor is an agent or registered representative. We believe this annual
requirement is duplicative and overly burdensome in light of the proposal’s transactional
disclosures and should be removed from the final rule. If the requirement is retained, however,
NAIFA strongly encourages the Department to clarify that this particular obligation falls on the
financial institution, and not the individual advisor. Advisors will not have access to the
information subject to this disclosure requirement (e.g., total dollar amount of al/ fees paid by the

32 See FINRA Rule 2210(d)(1)(f) (prohibiting performance predictions and projections),
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investor, directly or indirectly, and @/l compensation received by the advisor and financial
institution, which includes compensation paid to parties upstream from the advisor-—fees about
which the advisor would not be aware). And again, the burden of the disclosure requirement will
be particularly heavy for independent advisors without back office support.

Regardless of which entity ultimately is responsible for making these disclosures, under the
Department’s proposal, investors will be inundated with complex charts and figures and
duplicative information. This could result in heightened consumer confusion and no real
consumer benefit. According to a LIMRA Secure Retirement Institute Survey published in May
2015, disclosures do not necessarily help investors grasp how much they are paying in fees or for
what they are paying.”> The survey asked participants in 401(k) plans about their perceptions
about fees before and after disclosures were made and concluded that participants’ understanding
did not improve with disclosure, and half of those surveyed could not say how much they pay in
fees following disclosure.™

Advisors and financial institutions already make product-specific disclosures to their clients
under securities regulations and existing Department regulations like those under section 408b-2
(which, apparently, have limited usefulness). Increasing the cost and burden on advisors by
adding unnecessary, confusing disclosures will not help retail investors. Accordingly, NAIFA
recommends that the Department significantly narrow the disclosure requirements under the BIC
exemption and, to the greatest extent possible, integrate any such requirements with existing
client notices and disclosures.

D. Limited Product Offerings

NAIFA supports the Department’s allowance under the BIC exemption for financial institutions
and advisors to offer a limited range of investment options (e.g., proprietary products). The
Department should clarify, however, that advisors who are not licensed to deal in securities
products can offer, as a general rule, a broad enough variety of products to satisfy the best
interest standard (i.e., just through the offering of non-securities insurance and annuity products).
Department officials said at a meeting on May 20, 2015 that their intention was not to exclude
entire groups of advisors with the best interest standard, and indicated that advisors without
securities licenses would be able to satisfy the BIC exemption’s requirements.

E. Special Exemption for Insurance and Annuity Products

NAIFA also supports the Department’s proposed special exemption for insurance and annuity
products, which allows advisors to recommend insurance and annuity products from insurance
companies that are parties in interest. This special exemption is necessary for NAIFA members
who are affiliated with, or captives of, insurance companies. 1t is NAIFA’s understanding that
the special exemption’s relief is limited to certain party-in-interest (or in the case of IRAs,
disqualified person) prohibited transaction rules, and does not extend to prohibited transaction

3 LIMRA Survey, at 17.
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rules regarding conflicted compensation received by the advisor.”® Thus, we interpret the
proposal to require an advisor who receives compensation prohibited under ERISA or the Code
to rely on the larger BIC exemption or PTE 84-24, depending upon the investor and transaction
in question, to receive such compensation. NAIFA encourages the Department to elucidate the
interaction between the special exemption and the broader PTEs in the final rule.

III.  PROHIBITED TRANSACTION EXEMPTION 84-24

A. PTE 84-24 should apply to all annuity products sold to all types of investors.

The Department’s proposed PTE 84-24 creates a convoluted compliance structare under which
annuities transaction are divided between securities and non-securities products, and by the type
of investor involved in the transaction (i.e., IRAs and plans). Under the proposal, PTE 84-24
will no longer be available for variable annuity or mutual fund sales to IRAs; to sell those
products to IRA owners, advisors will have to rely on the more onerous BIC exemption.
However, if those same products are sold to plans, PTE 84-24 still applies. For the following
reasons, the Department should adopt a more balanced approach and retain 84-24 relief for all
insurance and annuity products sold to all types of investors.

First, this structure is unnecessarily complicated and confusing. The proposed PTE 84-24, like
the BIC exemption, requires advisors and financial institutions to adhere to impartial conduct
standards, including the best interest standard, and to fulfill robust disclosure requirements. 3¢
is not clear why the Department feels that some products for some investors should be split off
and handled under a separate compliance scheme.

Second, as noted above, NAIFA members are compensated similarly for fixed and variable
annuity products (i.e., through an upfront commission). To the extent the Department is
concerned about different conflicts of interest arising from different compensation models, that
concern is misplaced. :

Third, the more complicated the compliance regime, the more costly it will be for advisors,
financial institutions, and ultimately, consumers.>” In this case, the Department’s proposed

* The “covered transactions” provision under the special exemption provides relief from
specified ERISA § 406(a) rules and from Code § 4975(c)(1)(A) and (D), but does not include
406(b)-type relief.

% To the extent 84-24’s conditions match the BIC exemption’s conditions, NAIFA incorporates
the same comments and suggestions made earlier in this comment letter.

1t is worth noting that annuity products are already subject to multiple layers of regulation.
Because they are insurance products, they are heavily regulated at the state level. States have
product content and marketing rules in place, as well as sales practices requirements.
Additionally, the NAIC has model regulations (adopted by almost all of the states) on disclosures
and suitability in annuity transactions. And of course, at the federal level, the SEC and FINRA
regulate the sale of variable annuities. The Department should not add on top of this structure
another complex, confusing and costly layer of regulation.
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structure places a heavier burden on advisors who serve IRA owners, and particularly, on
advisors who sell variable annuity products to those investors. As previously discussed in this
letter, annuity products are generally sold to low- and middle-income investors who rely on the
income stream from those products, and variable annuities are especially attractive to investors
who desire those products’ upside potential. Once again, the Department is actually
disadvantaging middle market consumers by forcing their advisors to adhere to more onerous
and costly requirements under the BIC exemption.

B. PTE 84-24 should cover the purchase by SIMPLE and SEP IRAs of variable
annuities and mutual funds.

The Department proposes to revoke PTE 84-24 for the purchase by Individual Retirement
Accounts of annuity products that are securities and mutual fund shares. “Individual Retirement
Account” is defined broadly to include “individual retirement accounts™ and “individual
retirement annuities” described in 26 U.S.C. §§ 408(a) and (b), respectively. Subsections 408(k)
and (p) then define SEP and SIMPLE IRAs as employer-sponsored “individual retirement
accounts” or “individual retirement annuities™ (as described in subsections (a) and (b)) with
specific participation, contribution and other requirements.”

The Department should not revoke PTE 84-24 for SIMPLE and SEP IRA purchases of variable
annuities and mutual funds. These employer-sponsored IRAs are akin to traditional pension
plans in that they are retirement savings vehicles established for the benefit of individual
employees. Because they have fewer reporting requirements and are easier to administer, these
types of plans are especially popular with small employers.

As drafted, the Department’s proposal unfairly burdens advisors who sell SIMPLE and SEP
IRAs to employers (i.e., small employers) instead of traditional 401(k) plans because they are
forced to rely on the more onerous BIC exemption in order to place variable annuities and
mutual funds in these plans.”® This discrepancy between requirements for different types of
employer-sponsored retirement savings plans is not warranted.

The investment advice services provided to employers who adopt SIMPLE and SEP IRAs are the
same as the services provided to employers who adopt 401(k) plans (i.e., evaluation of the
employer’s particular needs, recommendations about plan types, and recommendations about
investment options offered through the plan). To the extent NAIFA members advise employers
on plan and menu design and receive some variable or third-party compensation for their
services (i.e., do nof use the common employer fee model described in detail at the beginning of
this letter), they should be able to rely on PTE 84-24, regardless of the type of retirement plan in
place.

3 Section 408(c) provides that “a trust created or organized in the United States by an employer
for the exclusive benefit of his employees or their beneficiaries . . . shall be treated as an
individual retirement account (described in subsection (a))” if the governing instrument creating
the trust meets certain requirements.

* As a practical matter, fixed annuities are not sold to employer-sponsored retirement plans of
any type.

21



197

Like recommendations made to employers with 401(k) plans, investment advice given to
employers with SIMPLE and SEP IRAs is a step removed from recommendations pertaining to
the employees’ ultimate investment decisions. With the help of an advisor, the employer
narrows down the product options (from thousands) available to employees, but the employees
decide how their assets are allocated among different products. Thus, the risk of a conflict of
interest arising between the advisor and a plan of any type is minimal. Second, in the plan
design space, the plan administrator—regardless of plan size or type—is under a separate
obligation to make informed and prudent decisions with respect to the plan. Therefore, there is
already an extra layer of investor protection involved.

Accordingly, advice to employers regarding plan and menu design should be covered under PTE
84-24 and not the more onerous BIC exemption, regardless of whether the advisor is selling
group annuity or mutual fund products and regardless of whether the employer chooses to offer a
traditional 401(k) plan or a SIMPLE or SEP IRA to its employees.

C. PTE 84-24°s compensation relief should be expanded.

I. PTE 84-24’s compensation relief should be coextensive with the BIC
exemption’s relief.

For transactions that are covered under the proposed 84-24, the Department has limited
compensation relief to agents, brokers and principal underwriters to narrowly-defined “Insurance
Commissions™ and “Mutual Fund Commissions.” Unlike current PTE 84-24, the proposal
explicitly excludes revenue sharing, administrative fees, marketing payments, and payments
from parties other than the insurance company or its affiliates. The Department’s justification
for such restrictions on compensation relief under 84-24 (and not imposing such restrictions
under the BIC exemption) is unclear.

Proposed 84-24 imposes the same “best interest” standard as that under the BIC exemption, as
well as other impartial conduct standards and disclosure requirements. The mandate that
advisors act in the best interest of their clients should assuage concerns the Department may have
about particular compensation arrangements. Thus, the Department should extend 8§4-24’s
compensation relief to be coextensive with the BIC exemption’s retief "

2. PTE 84-24°s compensation relief should at least be extended to include
mutual fund commissions for agents.

If the Department opts to not extend 84-24s relief to match the BIC exemption’s relief, the
Department should—at the very least—extend 84-24’s coverage to include Mutual Fund
Commissions paid to Principal Underwriters and their agents. As drafted, the proposed PTE 84-
24 allows for payment of insurance commissions to insurance agents and brokers, but does not
allow agents or registered reps to receive commissions for mutual fund sales, even though the

It is our understanding that the special exemption for insurance and annuity products contained
under the BIC exemption provides relief from ERISA and Code party in interest/disqualified
person rules, whether the transaction falls under the BIC or 84-24 for conflicted compensation
relief. Again, we request that the Department clarify this point in its final rule.
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same impartial conduct standards and exemption conditions apply equally to the sale of
insurance and annuity products, and mutual funds. Without any apparent justification, the
Department’s proposal allows agents to be paid for one product line, but cuts off their
compensation for another.*! The Department should remedy this discrepancy by allowing agents
to be compensated for mutual fund sales.

IV.  THE DEPARTMENT SHOULD EXTEND THE ENFORCEMENT TIMELINE TO AT LEAST
THIRTY-SIX MONTHS

The proposed eight-month enforcement timeline for compliance with the new rule is grossly
insufficient and clearly underestimates the complexity and administrative burden of the
Department’s proposal. Transferring all existing and new clients—hundreds of clients for some
advisors—to new business practices and, in some cases, compensation arrangements, will take
well over eight months. The process will involve, at the very least: drafting and approving new
client documents and business contracts between financial institutions and advisors; internal
education at the cartier, broker-dealer, and advisor levels about the Department’s new
requirements and these parties’ obligations; education at the client level about the new
requirements; and then actual implementation of the new system at all levels.

The Department’s proposal contains several new obligations that are shared between advisors
and financial institutions. Thus, a great deal of coordination and planning will be required
between those parties before any modifications to advisor-client interactions even take place.
Additionally, it will take impacted entities (i.e., advisors, broker-dealers, carriers, etc.) a
significant amount of time for them to fully understand their new obligations. Then, many
clients served by NATFA members will require extensive face-to-face explanation of new
business practices; and for those who do not seek or require such explanation, simply getting
new notices or contracts distributed and signed will take a significant amount of time.

Each one of the steps in this process will be complicated and lengthy. Accordingly, the
Department should allow for af least thirty-six months between the final rule’s publication and
enforcement. Alternatively, the Department could adopt a “phase in” approach to enforcement,
requiring a limited number of requirements to be satisfied at one time, perhaps beginning
eighteen months after publication of the final rule, provided that the time between the final rule
and full compliance is at least thirty-six months.

Thank you for your consideration.

! Agents and brokers are paid almost exclusively on a commission basis for the sale of mutual
fund shares.
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Very truly yours,

Jy>

Juli Y. McNeely, LUTCF, CFP, CLU
NAIFA President 2014-2015

Exhibits: NAIFA Comment Letter on Proposed Rule
Diagrams of Compensation Models
LIMRA Secure Retirement Institute 2015 Consumer Survey
Principal Funds Table on Asset Class Performance from 1994 to 2013
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National Association of Insurance and Financial Advisors
2901 Telestar Court » Falls Church, VA_22042:1205 » (703) 770-8188 + www naifa org

July 21,2015

VIA ELECTRONIC FILING — www.regulations.gov

Office of Regulations and Interpretations
Employee Benefits Security Administration
Attn: Conflict of Interest Rule

Room N-5655

U.S. Department of Labor

200 Constitution Ave., NW

Washington, DC 20210

RE: RIN 1210-AB32 - Proposed Definition of Fiduciary Investment Advice
To Whom It May Concern:

The National Association of Insurance and Financial Advisors (“NAIFA™) appreciates this
opportunity to comment on the Department of Labor’s (“Department”) proposed definition of
fiduciary “investment advice” under the Employee Retirement Income Security Act of 1974
(“ERISA™) and the Internal Revenue Code of 1986 (“Code").l

Founded in 1890 as The National Association of Life Underwriters (NALU), NAIFA is one of
the nation’s oldest and largest associations representing the interests of insurance professionals
from every Congressional district in the United States. NAIFA members assist consumers by
focusing their practices on one or more of the following: life insurance and annuities, health
insurance and employee benefits, multiline, and financial advising and investments. NAIFA’s
mission is to advocate for a positive legislative and regulatory environment, enhance business
and professional skills, and promote the ethical conduct of its members.

BACKGROUND & EXECUTIVE SUMMARY

NAIFA members—comprised primarily of insurance agents, many of whom are also registered
representatives—are Main Street advisors® who serve primarily middle-market clients, including
individuals and small businesses. In some cases, our members serve areas with a single financial

' NAIFA has filed a separate comment letter on the Department’s proposed prohibited
transaction exemptions, which is attached hereto as Exhibit 1.

2 For purposes of this comment letter, the term “advisor” refers generally to a NAIFA member
who provides professional advice to clients in exchange for compensation.
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advisor for multiple counties. And often, our members’ relationships with their clients span
decades and various phases of clients’ financial and retirement planning needs.

These long-term relationships between advisors and clients begin with a substantial investment
of time by the advisor to get to know the client and to develop trust. For an individual client, an
advisor commonly holds multiple initial meetings to discuss the client’s needs, goals and
concerns in both the short and long term. During the course of the advisor-client relationship,
our members provide advice during the asset accumulation phase (when clients are saving for
retirement), as well as the distribution phase (during retirement), which is especially critical for
low- and middle-income investors. For small business owners, our advisors initially encourage
them to establish retirement savings plans for their employees, and then, following in-depth
discussions to ascertain specific needs and concerns, help them to implement those plans.

Many of our members work in small firms—sometimes firms of one-—with little administrative
or back office support. Often, their business practices are dictated by the broker-dealer with
whom they work, including the format and provision of client forms and disclosures. They are
also subject to transaction-level oversight and review by the broker-dealer.

The retirement products most commonly offered by NATFA members are annuity products (fixed
and variable) and mutual funds. Some of our members are independent advisors working with
independent broker-dealers; others are affiliated with (or captives of) product providers and are
restricted to some degree in the products they are permitted to sell. It is our belief that nearly all
of our advisors, regardless of whether they are independent or affiliated, will be significantly
impacted by the Department’s proposal.

Virtually all NAIFA members working in the individual IRA space will have to rely on the
Department’s proposed Best Interest Contract (“BIC”) Exemption, which represents a far more
onerous compliance regime than any of our members have previously faced. Thus, the proposal
portends a dramatic shift in the way our members will interact with their clients and conduct
their businesses, and a significant increase in the cost of conducting their business. NAIFA does
not oppose a “best interest” fiduciary standard for its members. However, any new standard
must be operationalized in a fashion that is workable for Main Street advisors and their clients.

As discussed in more detail below, NAIFA has significant concerns about the workability of
some portions of the Department’s proposed rule, and recommends several adjustments to the
proposal. Namely, NAIFA strongly encourages the Department to adopt a final fiduciary
investment advice definition that:

Requires some investor reliance on the investment advice;

Requires a mutual understanding between the investor and the advisor;

Excludes referrals to other financial professionals;

Excludes distribution-related advice that is not investment advice;

Excludes welfare benefit plans with no investment component;

Excludes, or includes a carve-out for, marketing and sales activity for all products,
services and investors;

Includes a carve-out for advice relating to employer plan design;

Allows for meaningful investor education by including a broad education carve-out;
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» Allows advisors to place reasonable limitations on the scope and duration of the fiduciary
relationship; and
» Includes an enforcement timeline of at least thirty-six months.

In its current form, the proposed rule presents major—and in some cases, insurmountable—
obstacles for NAIFA members serving middle-market retail investors (i.e., those who need the
most encouragement and assistance when it comes to retirement savings). NAIFA hopes that the
objective of the Department’s proposal is not to limit or take away advisory services for Main
Street investors, and we greatly appreciate your thoughtful consideration of these comments.

L FORESEEABLE CONSEQUENCES OF THE DEPARTMENT’S PROPOSAL FOR NAIFA
MEMBERS AND THEIR CLIENTS

During a hearing of the House Education and Workforce Subcommittee on Health, Employment,
Labor, and Pensions on June 17, 2015, Secretary Perez acknowledged that “we have a retirement
crisis” in this country and “we need to save more.™ This problem should not be underestimated.
According to the Federal Reserve, one in five people near retirement age have no money saved.’

As reported by the Washington Post, “[o]verall, 31 percent of people said they have zero money

saved for retirement and do not have a pension. That included 19 percent of people between the

ages of 55 and 64, or those closest to retirement age.” Roughly 45% of people said they plan to
rely on6 Social Security to cover expenses during retirement, whether they have personal savings

or not.

In other words, it is more important than ever that Americans are encouraged to save, have
access to professional advice, and have access to appropriate retirement savings products.
Specifically, employers need reliable advice on the design and investment options of their
retirement plans, and employees need to be educated on the importance of saving early for
retirement, determining their risk tolerance, and evaluating the investment options available
through their workplace retirement plan. Employees also need professional advice when rolling
over retirement plan assets from one retirement plan to another plan or an IRA, and when taking
distributions during retirement. And individuals without access to an employer retirement plan
need education and guidance about other retirement savings vehicles.

Simply put, American investors need more personalized assistance and more options with
respect to retirement planning and saving, not less. Unfortunately, the Department’s proposed

3 Hearing of the House Education and Workforce Subcommittee on Health, Employment, Labor,
and Pensions, Restricting Access 1o Financial Advice: Evaluating the Costs and Consequences
Jor Working Families and Retirees, June 17, 2015 (hereinafter “June 17 Hearing™), hearing
webcast available at http://edworkforce.house.gov/calendar/eventsingle.aspx?2EventiD=399027.

* Marte, Jonnelle, Almost 20 Percent of People Near Retirement Age have not Saved for It,
Washington Post, Aug. 7, 2014.

SId.
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rule, along with its proposed amendments to existing prohibited transaction exemptions
(“PTEs™), threatens to be counterproductive with respect to this country’s retirement crisis by
making it harder, not easier, to provide investors—particularly those who need it most—with the
services and products that could help them live independently during their retirement.

A. Fewer Services and Less Education for Small Businesses and Small Account
Holders

As drafted, the proposed rule and proposed PTE amendments will result in less retirement
education and services for small businesses and individuals with low-dollar accounts.

First, faced with a multitude of new fiduciary obligations, which entail substantial cost and
administrative burdens, brand new business models and fee structures, as well as increased
litigation exposure, some advisors may no longer offer services to small plans or individuals with
small accounts.

Second, given the proposed rule’s restrictive definition of investment “education,” advisors who
do not wish to trigger fiduciary status will no longer be able to provide any meaningful education
to their clients.

Third, even when an advisor is willing to serve in a fiduciary capacity, unsophisticated investors
and low-income clients will be reluctant to sign complicated, lengthy contracts (as required
under the Best Interest Contract Exemption for fiduciary advice to retail investors) and unwilling
or unable to pay upfront out-of-pocket fees, and thus will forego advisory services. In fact, a
NAIFA survey found that two-thirds of advisors anticipate that the Department’s proposal will
result in the loss of clients because they believe clients will be intimidated or unwilling to sign
the contract required under the proposal, and because the proposal’s burdensome requirements
would make it impossible for advisors to continue to serve small or medium-size accounts.

And finally, the proposal could result in some advisors exiting the market entirely, which for
some rural communities, could result in a complete void of professional financial services. The
proposal’s burden on independent advisors and registered representatives (discussed in more
detail below) is tremendous, and some advisors simply will not be in a position to bear the cost
of compliance.

Reduced access to advisors, fewer services, and less education is not a desirable outcome, and
presumably, is not the aim of the Department. The fact is, advisors help people plan and save for
retirement by helping employers set up retirement plans and by providing advice to individual
investors outside of the workplace. Overall, advised investors are better off than non-advised
investors.

An Oliver Wyman survey from 2014 found that 84% of individuals begin saving for retirement
via a workplace retirement plan, and workplace-sponsored defined contribution plans represent
the primary or only retirement vehicle for 67% of individuals who save for retirement with a tax-
advantaged retirement plan.” And small businesses that work with a financial advisor are 50%

7 Oliver Wyman Study, The Role of Financial Advisors in the US Retirement Market (July 10,
2015) (hereinafter “Oliver Wyman Study™), at 5 (citing Oliver Wyman Retail Investor
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more likely to set up a retirement plan (micro businesses with 1-9 employees are almost twice as
likely).

Moreover, according to a May 2015 LIMRA Secure Retirement Institute Consumer Survey, 18%
of households that do not work with a financial advisor have no retirement savings, compared to
only 2% of advised households.® Similarly, an Oliver Wyman study published July 10, 2015,
found that advised individuals have a minimum of 25% more assets than non-advised
individuals, and for individuals aged 65 and older with $100,000 or less in annual income,
advised individuals have an average of 113% more assets that non-advised investors.” The
LIMRA survey also shows that consumers want more education with respect to retirement
planning, not less.'®

B. More Expensive Advice for Small Businesses and Small Account Holders

For low- and middle-income clients who do continue to receive professional retirement advice,
that advice is likely to get more expensive for them under the proposed rule. The Department’s
proposal (including the proposed rule and PTE amendments) effectively leaves advisors with
three choices:

(1) do not give investment advice, as defined under the proposed rule, and avoid
becoming a fiduciary;

(2) become a fiduciary and turn all of your compensation arrangements into flat
fee-for-service arrangements or wrap accounts (with no third-party
compensation); or

(3) become a fiduciary, retain current compensation arrangements, and comply
with a PTE.

As discussed above, the first option leaves clients with no meaningful guidance whatsoever
because investment “education” is defined so narrowly under the proposal. The second and third
options will harm consumers by increasing their costs.

With respect to the second option, traditional commission-based compensation models can—as
discussed below—benefit low- and middle-income investors and should not be discouraged.
Unlike for high-wealth consumers, the alternatives—upfront flat fees and wrap account
arrangements——are not workable or palatable for our members’ Main Street clients. First, clients
who are deciding whether they have the resources to save for retirement at all will be unable or
unwilling to pay a substantial out-of-pocket fee that represents a significant portion of the assets

Retirement Survey 2014). The Oliver Wyman Study has been submitted separately to the
Department through the formal comment process under this rule-making.

$ LIMRA Secure Retirement Institute 2015 Consumer Survey (hereinafter “LIMRA Survey™), at
3, attached hereto as Exhibit 2.

? Oliver Wyman Study, at 6.

' LIMRA Survey, at 13.
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they may have to invest. For those who are rolling over retirement account balances, opting to
pull these fees from the rollover amount will have tax implications and result in greater cost.
Moreover, fees will have to be set high enough to compensate for anticipated services during a
given timeframe, taking into account the fact that client needs can vary dramatically at various
times (e.g., during the initial strategy phase, while transitioning between accumulation and
distribution phases, in light of major life events, etc.).

These fee-based arrangements only make sense—and in fact, are only currently used—for
accounts with high balances. Indeed, advisory fee-based accounts usually carry account balance
minimums. The Oliver Wyman study estimates that 7 million current IRAs would not qualify
for an advisory account due to low balances.'” The study also reports that 90% of 23 million
IRA accounts analyzed in 2011 were held in brokerage accounts, and found that retail investors
face increased costs—73% to 196%, on average—shifting to fee-based advisory compensation
arrangements.'? Thus, ultimately, fee-based models actually will raise costs for many investors
with small or mid-level accounts, or cut them off from advisory services entirely.

Under the third option, for advisors who keep commission-based arrangements and rely on a
PTE, low-and middle-income and small business clients will still wind up paying more. The
high cost of compliance with the proposed PTEs (particularly the BIC exemption, upon which
many of our members ultimately will have to rely) will be borne by someone. The regulated
entities (e.g., broker-dealers, advisors, registered reps) will look for ways to pass on those costs.
Inevitably, consumers will bear some part of that cost burden, which may be significant.

Naturally, more paperwork and new contractual and disclosure requirements will mean increased
costs. But the cost burden on advisors goes further. New litigation exposure will dramatically
increase the overall risk and cost of doing business through ongoing compliance and monitoring,
and through actual litigation expenses. According to NAIFA’s survey, 87 % of advisors
anticipate that the Department’s proposal will result in higher errors and omissions (“E&O")
insurance premiums for their practices; and 58% of those said they expect premiums to increase
“substantially.” The Department’s proposal will also cost advisors and investors a substantial
amount of time. For instance, NATFA members believe that 77% of their existing clients would
require a face-to-face meeting to explain and execute the Department’s proposed BIC exemption
contract,

Adding to the overall cost of the Department’s proposal is the real threat of conflicting
regulatory regimes when the SEC proposes its own fiduciary rules for advisors dealing in
securities products, Section 913 of the Dodd-Frank Wall Street Reform Act gives the SEC
authority to promulgate a rule-making on a standard of care for advisors who serve retail
investors. Specifically, the SEC is authorized to impose the same fiduciary standard as that
currently in place under the Investment Advisers Act and to require certain limited disclosures.
To the extent any SEC action in this space does not (or cannot, by statute) mirror the
Department’s rule-making, advisors will be faced with multiple complex and potentially
contradictory compliance regimes. Again, this could cause some advisors to exit the market, and

' Oliver Wyman Study, at 6.

21d,at7.
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dual regulation could also lead to consumer confusion surrounding different standards and
disclosures.

All of these costs will have real consequences for consumers. If the Department’s proposal is
enacted, NAIFA members anticipate that, on average, they will not be able to affordably serve
clients with account balances below $178,000. Currently, only 26% of respondents to NAIFA’s
survey have minimum account balance requirements for their clients. Not surprisingly, 78% of
NAIFA members say that, under the Department’s proposal, they will have to establish
minimum account balances or will have to raise their current minimum balance requirements,
further diminishing availability of services for small account holders.

C. Fewer Guaranteed-Income Products Will Be Sold

The Department’s proposal also will result in fewer annuity products being sold, which again, is
especially harmful to low- and middle-income consumers. We are aware of only three ways to
receive guaranteed income in retirement—annuities, Social Security, and defined benefit
pensions—which explains why annuity products have always been trumpeted by the Department.
Somewhat ironically, however, the Department’s proposal foists a heightened burden on advisors
who offer annuity products to non-fee-paying clients. Furthermore, the proposal’s structure for
annuities is particularly complex and confusing (i.e., splitting up rules and requirements for
annuities by both investor type and by type of annuity product), which will only make offering
these products more difficult and costly.

Notably, high-end, fee-for-service providers (many of whom, not surprisingly, support the
Department’s proposal) do not sell annuity products because their client base can self-annuitize
extensive investment portfolios.”® On the other hand, low- and middle-income Americans rely
heavily on annuity products of all kinds to provide them income security in retirement. These
products should continue to be available, and to be available in a broad enough range (i.e., fixed,
indexed, variable) to preserve investor choice and provide sufficient options for individual
investors’ particular needs and retirement savings goals.

D. Confusion and Uncertainty in the Marketplace for Financial Institutions
Advisors, and Investors Alike

Between its proposed rule and proposed PTEs, the Department is attempting to usher in a brand
new fiduciary regime in the retirement space. Overall, the proposal is dense, complicated, and
extremely confusing. Even long-time ERISA practitioners are having a difficult time
deciphering the proposal’s elements and requirements. This does not bode well for every-day
advisors and consumers.

It will take a substantial amount of time and resources for financial professionals and investors to
fully digest and become comfortable operating under the Department’s new structure. In the

" The disproportionate burden, discussed in detail above, placed by the Department’s proposal
on advisors to middle-market clients could very well be a boon to more expensive providers who
are hoping to capitalize on advisors exiting the market and potentially capture clients on the
upper-middle-market cusp.
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meantime, the proposal threatens to introduce a substantial amount of uncertainty into the
marketplace. Presumably, financial institutions will err on the side of caution and adopt overly
conservative and restrictive policies and practices, rather than face potential liability for
violations of the new rules. As a result, their agents and registered representatives will follow
suit. Ultimately, these developments will likely result in a near-term contraction of services and
advice.

As impacted parties become more acquainted with the new rules—and perhaps more
importantly, as litigation and penalty risk becomes clearer—policies and practices may be
adjusted. But financial institutions and advisors in the securities space will also have to monitor
and adjust to the interplay between Department rules and securities laws and regulations, which
could also undergo change in the future. All of these developments will be costly and confusing,
and again, will most heavily burden professionals serving the middle market and their clients.

In sum, for all of the foregoing reasons, the weight of the Department’s proposal falls squarely
on advisors to small businesses and ordinary Americans, and unless the proposal is significantly
modified, the Department will end up penalizing those it seeks to protect.

II. THE PROPOSED RULE

Virtually all NAIFA members will be investment advice fiduciaries for purposes of ERISA and
the Code under the Department’s proposed rule. The rule, along with the Department’s proposed
PTEs, will require major changes in our members’ business practices and client relationships.
While NAIFA is not opposed to a “best interest” standard of care for advisors, it is extremely
important that such a standard be contained within a feasible operational structure.

As it stands, nearly all of our members who become fiduciaries will have to alter their current
compensation arrangements (for at least some clients and some products) or satisfy a PTE. For
the reasons discussed above, both options carry significant risk of harm to retail investors. We
believe that such risk can be partially mitigated, however, if the Department addresses the
specific points of concern discussed betow. ™

A. Scope of the Proposed Definition of Fiduciary “Investment Advice”

1. The definition of fiduciary investment advice should require some investor
reliance on the investment advice.

The Department’s current five-part test for fiduciary investment advisors includes a requirement
that the advice serve as the primary basis for the investment decision(s) ultimately made by the
investor.”® The requirement ensures that clients actually act on the investment advice before a
fiduciary relationship arises. NAIFA strongly urges the Department to maintain a similar
reliance requirement under its proposed definition of fiduciary investment advice. Otherwise,
advisors are forced to take on a fiduciary role, even if their investment advice is completely

'* Again, NAIFA has submitted separate detailed comments on suggested adjustments to the
Department’s PTE proposals.

13 See 29 CFR 2510.3-21.
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ignored or has no impact whatsoever on the client’s investment decisions. Given the substantial
cost and burden on fiduciaries under the Department’s proposal, fiduciary relationships should at
least be limited to situations in which some meaningful advice or service is rendered and
accepted.

2. The definition of fiduciary investment advice should require a mutual
understanding between investor and advisor.

Similarly, the Department’s current fiduciary investment advice test includes a requirement that
the advice be given pursuant to a mutual agreement or understanding between the investor and
the advisor.'® Mutual understanding, like reliance, should be an element of the Department’s
new definition of fiduciary investment advice. Before a fiduciary relationship exists, both parties
should, at a minimum, recognize that the advice is being given and considered for the client’s
particular investment needs. Without such mutuality, casual or social conversations could be
misconstrued as fiduciary communications. Again, considering the burden of the overall
fiduciary structure proposed by the Department, some common-sense checks should be in place
before fiduciary obligations are imposed on advisors. At the very least, the impacted parties
should have an awareness and understanding of what they are undertaking.

3. Recommendations of other financial professionals should not fall within
the definition of fiduciary investment advice.

As drafted, the Department’s proposed definition of fiduciary investment advice covers four
general categories of advice:

(1) A recommendation as to the advisability of acquiring, holding, disposing or
exchanging securities or other property (including a recommendation to rollover
assets or take a distribution);

(2) A recommendation as to the management of securities or other property
(again, including rollover and distribution decisions);

(3) An appraisal, fairness opinion, or similar statement—verbal or written—
concerning the value of securities or other property when provided in connection
with a specific transaction; and

(4) A recommendation of a person who is also going to receive a fee or other
compensation for providing the aforementioned types of advice.

The last category—recommendations of other financial professionals—should be excluded from
the fiduciary investment advice definition because it is not investment advice. In fact, a simple
referral is several steps removed from actual investment activity. The Department’s definition
appears to assume that the recipient of the advice will in fact pursue the recommended
professional, that the other professional to whom the prospective client is referred will be in a
position (and agree) to work with the client, and that investment advice will actually be given
and acted upon,

léld
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Furthermore, inclusion of referrals under the new definition of fiduciary investment advice will
effectively eliminate referrals because advisors simply will not be willing to take on fiduciary
obligations in situations where the “advice” rendered is to send the investor elsewhere for
services. And reducing referrals will harm investors. Professional referrals are a valuable
service, particularly to unsophisticated investors or those who are new to retirement planning and
saving. A list of names or advertisements in a phone book does not offer any meaningful
guidance for investors to narrow down their options or find professional services that are suitable
for them. Referrals from individuals in the same business, however, provide investors with some
confidence that they will be talking to a reputable advisor who, in at least someone’s estimation,
is an appropriate advisor for the investor.

The Department’s proposal to include referrals in the definition of fiduciary investment advice
defies logic and will only harm consumers. Accordingly, the Department should remove this
category of advice from the proposed definition.

4. Advice regarding distributions—without accompanying investment
advice—should not be included in the definition of fiduciary investment
advice.

As noted above, the Department proposes to include advice regarding distributions under the
definition of fiduciary investment advice. This type of advice should be excluded, however,
when it is rendered without any accompanying investment advice. For example, if an advisor is
informed that an investor has suffered an unforeseeable financial loss and needs to take a
hardship distribution—and there is no investment recommendation sought or given pertaining to
the distributed funds—the advisor’s non-investment advice aimed at facilitating the distribution
should not qualify as fiduciary investment advice. Similarly, if an advisor counsels an investor
not to take a distribution (i.e., to preserve the status quo with respect to plans and assets), that
also should not be considered fiduciary advice.

In these scenarios, the advisor is not delivering advice with respect to particular investments
from which the advisor may benefit, but rather is providing generic counseling and assistance for
the good of consumers. Thus, the Department should clarify in the final rule that such
distribution-related advice is not considered fiduciary investment advice.

5. Welfare benefit plans with no investment component should be excluded
from the rule.

The Department’s proposed rule defines “plan™ as “any employee benefit plan described in
section 3(3) of [ERISA] and any plan described in section 4975(e)}(1)}(A) of the Code.” Section
3(3) of ERISA includes employee pension benefit plans and employee welfare benefit plans,
which include health, life, and disability benefits. Department officials indicated at a meeting on
May 20, 2015, and during a phone conversation on June 3, 2015, that the Department does not
intend the proposed rule to cover welfare plans that do not have an investment component (i.e.,
plans that are not designed to generate income or increase wealth). NAIFA strongly urges the
Department to clarify in its final rule that benefit plans like traditional health, life and disability
are not covered under this rule-making.

11
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NAIFA suggests achieving such clarification by adding a definition of “other property.” For
example, the definition could read:

s

Other property’ for purposes of this section does not include welfare benefit
plans without an investment component, such as health, accident, disability, and
life insurance products, that do not generate income or create wealth for future
use.”

Alternatively, the term “investment™ could be defined as follows:

“*Investment” for purposes of this section does not include the purchase, sale,
holding, or exchanging of welfare benefit plans without an investment
component, such as health, accident, disability, and life insurance products, that
do not generate income or create wealth for future use.”

In addition to these specific suggestions, there may be other ways for the Department to
resolve this issue. NAIFA urges the Department to clarify, in one way or another, that
welfare benefit plans with no investment component are not covered under this rule-
making.

6. Marketing of services and preliminary client development conversations
should not be considered fiduciary investment advice.

For the individuals and small businesses served by NAIFA members, effective marketing of our
advisors’ services can mean the difference between an employer offering a retirement plan or
not, or an individual prematurely cashing out a retirement account or continuing to save. Getting
good advice to consumers who need it is a goal we all share. Further, as discussed above with
respect to professional referrals, we all agree that consumers should be able to make informed
decisions when choosing their advisors.

Department officials said at a technical briefing on May 7, 2015 that they did not intend to
capture conversations along the lines of “hire me” or “these are the services I can offer you”
under the definition of investment advice. At that same briefing, officials acknowledged that
there should be some opportunity for preliminary conversations with prospective clients before
fiduciary status and any attendant contract or disclosure requirements are triggered. Secretary
Perez echoed those comments while testifying before a congressional committee on June 17,
2015, where he stated that the Department wants consumers to be able to “shop around™ and
“[the Department’s] goal is to make sure that shopping around can happen.” However, given
some elements of the proposed rule, NAIFA believes that these sentiments need to be clarified
and memorialized in any final rule.

As drafted, the proposed rule applies to a recommendation:

(1) of a person who is going to receive compensation for providing investment
advice;

(2) that is individualized or specifically directed to the recipient of the
recommendation; and
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(3) is provided by someone who may eventually receive compensation as a result
of the recommendation."”

It appears that this would cover one-on-one sales pitches and targeted advertising by advisors
seeking to introduce their services to new clients, which creates an unnecessary barrier to
services for individuals and employers who will not sift (or do not feel comfortable sifting)
through anonymous advisor listings in the phone book.

The Department could ensure that these initial conversations are not captured by adopting some
of the above suggestions (e.g., by requiring some investor reliance and mutual understanding
between advisors and investors). Or, as discussed in detail below, the Department could resolve
this issue by creating a robust seller’s exception. Regardless of the approach taken, NAIFA
urges the Department to carve out marketing and preliminary conversations with prospective
clients from the investment advice definition.

B. The Department should Adopt a Seller’s Exception that Applies Across all
Products, Services, and Investors.

The Department’s proposed seller’s exception (the counterparty carve-out) does not apply to
small plans or JRAs at all, and is limited to sales pitches provided in connection with an arm’s
length sale, purchase, loan, or bilateral contract to large plan (“sophisticated™) investors.'® As
drafted, the exception also does not appear to cover a discussion about an advisor’s services.””
The Department should replace its proposed counterparty carve-out or create a separate seller’s
exception that applies to all products, services, and investors.

A robust seller’s exception will allow advisors and financial institutions to market their products
and services. Marketing, as opposed to true investment advice, poses very little threat of
conflicts of interest. Presumably, this is why marketing has not historically been considered
fiduciary activity under ERISA or the Code. Indeed, it is unclear whether the Department has
statutory authority to capture pure marketing and sales activities under the fiduciary umbrella.

Sales pitches in the financial advisor context are like sales pitches in all other retail contexts;
they are take-it-or-leave-it promotions designed to attract consumers in the first instance so that
products and services can then be delivered. And like other retail contexts, financial advisor
marketing should not be limited to certain segments of the population. The Department appears
to believe—without apparent justification—that small business owners (i.e., with 99 or fewer
employees) are not as sophisticated as large business owners (i.e., with 100 or more employees).

17 See proposed § 2510.3-21(a)(1)(iv) (what constitutes investment advice), (a)(2)(i1) (the
requirement that said advice be directed to an individual), and (f)(6) (definition of “fee or other
compensation, direct or indirect™).

'8 See proposed § 2510.3-21(b)(1)(i).
' Because the counterparty exception applies only to sales pitches provided in connection with

an arm’'s length sale, purchase, loan, or bilateral contract, it is NAIFA’s interpretation that it does
not cover a discussion of services.
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Size of a business is immaterial, however, to the financial knowledge and sophistication of a plan
fiduciary. Furthermore, there is no evidence that financial sophistication is needed to understand
when someone is making a sales pitch rather than delivering impartial advice. The Department’s
paternalistic approach is misguided, and will only prevent a large number of consumers from
learning about available products and services, which is counterproductive for the retirement
crisis in this country.

Any seller’s exception could and should include reasonable investor protections, such as clear
and explicit disclosures by the advisor that she is not providing impartial or fiduciary investment
advice (i.e., the disclosure required under the proposed counterparty exception), but rather is
engaged in marketing or sales activity. A full disclosure of this nature supports the Department’s
objective of improving consumer awareness of advisors’ obligations (or lack thereof) in certain
circumstances. At the same time, a broad exception allows for effective marketing and client
development, which will help advisors reach those populations that are arguably in most need of
professional retirement planning assistance.

C. The Final Rule Should Include a Carve-Qut for Advice on Plan Design.

An advisor’s assistance to employers with menu design for participant-directed plans (including
401(k) plans, SIMPLE IRAs, and SEP IR As) should be excluded from the definition of fiduciary
investment advice. Unlike investment advice provided directly to individual plan participants or
IRA owners, recommendations on menu design for participant-directed plans are a step removed
from recommendations pertaining to actual investment decisions. The employer narrows down
the product options (from thousands) available to employees, but the employees decide how their
assets are allocated among different products.”® Thus, the risk of a conflict of interest arising at
this stage between the advisor and employee investors is minimal. Furthermore, in the plan
design space, the plan administrator—regardless of plan size—is under a separate obligation to
make informed and prudent decisions with respect to the plan.?’

The “plan design exception™ should apply when an advisor is providing recommendations to an
employer:

(1) On the types of retirement plans available (e.g., 401(k), SIMPLE IRA, etc.),
and associated costs and benefits with respect to plan types:

(2) On the investment options that will be made available through the plan
selected (e.g., mutual fund options, annuity options, etc.), including advice related
to the overall allocation of investment options and advice related to narrowing
down options within general product categories; and

% NAIFA recognizes that individualized investment advice to plan participants or IRA owners is
a different scenario with separate conflict-of-interest concerns.

M See 29 US.C. § 1002(21)(a)(iii) (under ERISA, a person is a fiduciary with respect to a plan to
the extent he has any discretionary authority or discretionary responsibility in the administration
of such plan); see also 26 U.S.C. § 4975()(3)(C) (corresponding fiduciary definition under the
Code).

14
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(3) On plan administration topics, including selection of a managing fiduciary,
third-party administrators, and other administrative service providers.

Employers need professional advice in each of these areas to establish and maintain a retirement
plan appropriate for their specific needs and employee populations. As explained above, a plan
design exception is consistent with the Department’s goal of minimizing advisor conflicts of
interest, as well as the overarching objective of encouraging individuals to save early for
retirement by increasing the availability of employer-sponsored retirement plans.23

D. The Final Rule Should Allow for Meaningful Investment Education.

During a meeting on May 4, 2015 with NAIFA members, Department officials stated that one of
their objectives is to preserve investor education. And Secretary Perez told members of
Congress on June 17 that investor education is “exceedingly important.” Unfortunately, the
narrow scope of the education exception under the proposed rule will not facilitate the goal of
preserving or expanding investor education. It will have the opposite result, especially for
unsophisticated investors who benefit the most from such education.

Secretary Perez commented on June 17 that, in his view, the “most important part” of an
educational discussion between advisor and investor “is the asset allocation conversation.” And,
he asserted that, under the proposed rule, those conversations do not trigger fiduciary status or
obligations. The Secretary’s comment is perplexing, to say the least, when one reads the
proposal’s narrow education exception.

There are approximately 9,000 mutual funds available today, not to mention the host of other
types of products available in the retirement space. Telling an inexperienced investor to choose
among mutual funds without providing any guidance as to the strength or desirability of any
particular funds is not meaningful education; it is simply overwhelming. Meaningful education
requires some identification and characterization of specific investment options.

The Department has not historically restricted “education” to generic, high-level conversations.
Instead, the Department has allowed for meaningful education to take place, with appropriate
disclosures. For instance, under Interpretive Bulletin 96-1,% the Department has not included
within fiduciary “investment advice” asset allocation models that identify specific investment

2 We do not interpret the Department’s proposed platform provider carve-out to be broad
enough to capture these advisor services. To the extent the Department does intend for the
carve-out to cover these activities, NAIFA urges the Department to make that clear in the final
rule.

2 Alternatively, if the Department chooses not to include a plan design exception, NAIFA urges
the Department to finalize a more robust PTE 84-24 that would cover plan design services and
advice. This alternative approach is described in more detail in NAIFA’s comment letter on the
Department’s proposed PTEs, attached hereto as Exhibit 1.

29 CFR Part 2509.
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alternatives, as long as they are accompanied by a statement indicating that other investment
options with similar characteristics may be available. Bulletin 96-1 reasons: “Because the
information and materials described above would enable a participant or beneficiary to assess the
relevance of an asset allocation model to his or her individual situation, the furnishing of such
information would not constitute a “recommendation”. . . and, accordingly, would not constitute
[fiduciary investment advice]."?

The Department’s rationale in Bulletin 96-1 makes perfect sense and its approach strikes an
appropriate balance between ensuring the availability of meaningful investment education and
providing investor protection. NAIFA strongly encourages the Department to maintain its
current rule on investment education and create an education exception under its proposed rule
that encompasses this broader, more helpful approach.

E. Advisors Should be Permitted to Put Reasonable Limitations on the Scope and
Duration of the Fiduciary Relationship.

Department officials stated at the May 7, 2015 technical briefing that they do not intend the
proposal’s prohibition on exculpatory contractual language™ to prohibit advisors from defining
or limiting the scope and duration of the advisor-client relationship (i.e., the time period and
scope of services the advisor is willing to provide to a given client). Instead, they intend to keep
advisors from disclaiming responsibility or lability for fiduciary advice actually given. This
point should be clarified in the final rule.

Advisors should be permitted to include language in their contracts (or notices) regarding the
expiration of the advisor-client fiduciary relationship. For instance, when the relationship does
not entail the provision of ongoing advice (e.g., a one-time sale relationship), the advisor should
be able to make clear that the fiduciary relationship concludes with the sale and the advisor does
not have perpetual fiduciary obligations to the client.”” NAIFA encourages the Department to
clarify in its final rule that such limiting language is permissible, whether in a contract or in a
disclosure to the client.

III.  The Department Should Extend the Enforcement Timeline to at least Thirty-Six
Months

The eight-month enforcement timeline for compliance with the new rule proposed by the
Department is grossly insufficient and clearly underestimates the complexity and administrative
burden of the Department’s proposal. Transferring all existing and new clients—hundreds of
clients for some advisors—to new business practices and, in some cases, compensation
arrangements, will take well over eight months. The process will involve, at the very least:
drafting and approving new client documents and business contracts between financial
institutions and advisors; internal education at the carrier, broker-dealer, and advisor levels about

5 4
% See Proposed BIC Exemption, Section H(D)(1).

7 A contractual term of this nature would not bar suit by the investor based on breach of
fiduciary duty or interfere with any current statutes of limitation with respect to such claims.

16
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the Department’s new requirements and these parties’ obligations; education at the client level
about the new requirements; and then actual implementation of the new system at all levels.

The Department’s proposal contains several new obligations that are shared between advisors
and financial institutions. Thus, a great deal of coordination and planning will be required
between those parties before any modifications to advisor-client interactions even take place.
Additionally, it will take impacted entities (i.e., advisors, broker-dealers, carriers, etc.) a
significant amount of time for them to fully understand their new obligations. Then, many
clients served by NAIFA members will require extensive face-to-face explanation of new
business practices; and for those who do not seek or require such explanation, simply getting
new notices or contracts distributed and signed will take a significant amount of time.

Each one of the steps in this process will be complicated and lengthy. Accordingly, the
Department should allow for at feast thirty-six months between the final rule’s publication and
enforcement. Alternatively, the Department could adopt a “phase in” approach to enforcement,
requiring a limited number of requirements to be satisfied at one time, perhaps beginning
eighteen months after publication of the final rule, provided that the time between the final rule
and full compliance is at least thirty-six months.

Thank you for your consideration.
Very truly yours,

Jy> M

Juli Y. McNeely, LUTCF, CFP, CLU
NAIFA President 2014-2015

Exhibits: NAIFA Comment Letter on Proposed Prohibited Transaction Exemptions
LIMRA Secure Retirement Institute 2015 Consumer Survey

17
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Exhibit 2

Diagrams of Compensation Models

(a) Employer Plan Model
(b) Annuity Models
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EXHIBIT 2(a)
Employer Plan Compensation Model

(401(k), Simple IRA, etc.)

Financial Institution

4. Financial institution remits
fee to advisor

2. Financial
institution
invoices fee
amount to
employer

v

NAIFA Adyvisor

A

i
I
!
!
I
1
i
i
§
i

3. Fee paid by employer to
financial institution

1. Direct negotiation of advisor fee
(% of assets held in the plan)

\4

Employer Client

This diagram represents a common fee arrangement for NAIFA members. It is not meant to depict all
compensation scenarios in the employer plan space.
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Exhibit 3

LIMRA Secure Retirement Institute 2015
Consumer Survey
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