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Recent and expected changes to ERISA plans will have a lasting impact on plan fiduciaries. This
article discusses the complications arising from ERISA mandates to publish compensation for
service providers, particularly custodians, and to ensure that fiduciaries are paying fair and
reasonable fees. The article also reviews what actions ERISA plan managers might take to meet
these new obligations.

While there are at least five major changes to ERISA in discussion today, reporting compensation
to service providers as directed by Section 408(b)2 Interim Final Regulations will become effective
in July 2011. This rule requires disclosure of custodial and other service provider fees in some
detail. The types of service providers affected include broker-dealers, recordkeepers, third-party
administrators, fund complexes, investment managers, trustees/custodians, accountants and
lawyers, and consultants. For many of the providers affected, reasonable fees are already well
known in the marketplace. For example, trading commissions paid to broker-dealers may vary by
$0.01 to $0.03 but almost always fall within a known range depending on what other research or
bundled services are received. Obtaining quotes from multiple third-party administrators and
investment managers for the same portfolio reveals similar ranges of standardized pricing.

In custody however, this situation is not as uniform. A long-term trend of bundling custodial costs
along with auxiliary services has led to pricing distortions in the marketplace, such that what one
plan fiduciary considers reasonable compensation may be far away from what another fiduciary
might think. Analysis by Finadium of 91 public defined benefit plans showed “custody” fees ranging
from 0.1 to 4 basis points in 2009 as a percentage of assets under management (see Exhibit 1).
We then confirmed that many funds were paying for a different set of services as defined in this
spending line. Variances in pricing depend on what specific services a custodian is providing as well
as on what additional offerings, including securities lending, foreign exchange and transition
management, that a plan was using.
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Exhibit 1:

US public plan sponsor reported custody fees as a percent of assets under management, latest
annual reports

(Basis points)
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Source: Finadium

For an ERISA plan fiduciary to state that the plan is paying a reasonable fee, there must be a basis
for that claim. In custody, this requires an analysis of what services are received, the cost paid for
each service and the ability to compare these costs against other plans. Where plans are engaged
in securities lending, an investment product, revenues earned may offset the cost of custody. Fees
must also be understood in context: for example, foreign exchange can be unbundled from core
custody services, and this makes for a situation where “custody” fees are the cost of custodying
assets but foreign exchange traded on a net basis (without an explicit commission) is another fee.
Directly comparing these fees across plans today may not make sense without understanding the
service provider relationships behind them.

The need for ERISA plan fiduciaries to report their service provider spending impacts broader
trends in bundling and unbundling financial services. Over the last several years, the more that
plan sponsors have struggled with funding costs, the more they have turned to their service
providers for help. Likewise, plan sponsors have been more willing to pay bundled fees if this
means getting the services they need at a lower cost. However, 408(b)2 may shake up this
arrangement by asking for more unbundled pricing to be reported, either deliberately or as a side
effect of requiring fiduciaries to affirm that they are paying a fair price for services.

In a recent report, Finadium identified that while some plan sponsors already unbundle their RFPs
for custody and other services, others prefer to receive one bundled price.® Regardless of their
historical pricing preferences, fiduciaries should act now to understand the costs they pay and the
services they receive and to compare those costs against their peers where that makes sense. Not
only does new regulation require this information, it is also helpful for internal plan management.

! In “US Plan Sponsors on Securities Lending, Collateral Management and Custody 2011: A Finadium Survey” (Finadium,
January 2011).
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Section 408(b)2 Interim Final Regulations offer an opportunity for substantial market confusion,
but also a potential increase in transparency that goes far in creating a fair price for custody and
the services that can accompany it. For more information, please contact Finadium at 1-978-318-
0920 or info@finadium.com.

About Finadium:

Finadium is a research and consulting firm focused on financial markets. In its research practice,
the firm assists asset holders, banks and technology firms with understanding the market for asset
services including custody, securities lending and cash management, and in maximizing the
effectiveness of their resources. Finadium research is available on a subscription basis. Finadium
also conducts consulting assignments on vendor selection and evaluation, market research and
product strategy. For more information, please visit our website at www.finadium.com.
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