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PUBLIC EMPLOYEE RETIREMENT INCOME SECURITY
ACT OF 1978

WEDNESDAY, NOVEMBER 15, 1978

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON LABOR STANDARDS (PENSION TASK

FORCE) OF THE COMMITTEE ON EDUCATION AND LABOR,
Wheaton, lll.

The subcommittee met, pursuant to notice at 10 a.m. at DuPage
Center, County Farm Road, Wheaton, Ill., Hon. Paul Simon presid-
ing.
Members present: Representatives Simon and Erlenborn.
Staff present: S. Howard Kline, Esq., consultant, Pension Task

Force, Drinker, Biddle & Reath, Philadelphia, Pa.; Russell J. Muel-
ler, actuary and minority legislative associate, Pension Task Force;
Barbara Mehlsack, associate counsel, Committee on Education an
Labor.
Mr. SIMON. We will call the hearing to order, of the Subcommit-

tee on Labor Standards and Pension Task Force.
If I may personally reflect, I have not been in my colleague Con-

gressman Erlenborn's county for some time. I have never seen all
these facilities. It is quite a change. I could not help notice also in
the Hall of Presidents in the circle downstairs the last President
acknowledged is Richard Nixon. No one since that time has been
able to make it.
Before I read a formal opening statement, I might say I have at

the State level gotten involved somewhat in the pension field. When
I misbehaved as a member of the State house of representatives, I
was assigned to a committee that was called Personnel and Pensions.
I don't know if that committee still exists or not.
But whatever I learned in this field, it was valuable for me to serve

on that committee and find that our pension systems in Illinois were
not funded adequately. I learned from our colleague, Noble Lee, now
retired dean of John Marshall School of Law and an actuary. He was
very patient with those of us who knew so little.
Mr. A. A. Weinberg over and over gradually was able to impress• this Member of Congress, then a member of the legislature, what

was happening in this field.
I have always been grateful to Noble Lee and Al Weinberg since

that time. It is good to see Mr. Weinberg here.
Today we open hearings on the Public Employee Retirement In-

come Security Act of 1978. We expect to have more hearings in the
new Congress.
PERISA is directed toward bringing greater retirement security

to more than 12 million participants and beneficiaries in the more
(1)
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than 6,000 State and local government retirement systems. These re-
tirement systems were excluded from the beneficial coverage of

ERISA in 1974 because not enough was known about them.
In recognition of the need for a comprehensive body of information

for use in considering Federal regulation of public plans, the drafters
of ERISA mandated a study of these plans. The result of this man-

date is the Pension Task Force Report on Public Employee Retire-

ment Systems.
Here if I may digress from my statement, great credit for both

ERISA and PERISA must go to Congressman John Dent and my

colleague, Congressman John Erlenborn, who have provided leader-
ship in this area. Some of the rest of us have followed far behind in
their leadership.
The Pension Task Force report identified the operational areas of

public plans most in need of improvement and surveyed existing Fed-

eral and State regulations. What was discovered was something th4

many of us expected: Public plans are in need of additional Federal
regulation, which should not be subjected to standards identical to

ERISA.
In drafting PERISA, the draft report kept that very much in

mind. Also kept in mind was the experience of private sector plans
under ERISA. With PERISA, the hope is that we have created a
workable and reasonable set of requirements that will not be unduly
burdensome for plans to comply with.
PERISA protects the interest of public plan participants and ben-

eficiaries through several means. Vitally important information re-
garding provisions and operation of plans is required to be provided
in a timely manner to participants and beneficiaries.

Fiduciary standards are established requiring prudent operation

of all aspects of a plan for the exclusive benefit of the participants

and beneficiaries. Investing in employer securities is limited to 10
percent.
The current confusion regarding the applicability 

is 
Internal Rev-

enue Code qualification procedures in public plans s removed.
Plans within the coverage of PERISA are to be considered tax

qualified without regard to current requirements in the Internal Rev-

enue Code.
The current multiagency administration of Federal law applicable

to private and public plans is consolidated in a single agency, the

Employee Benefit Administration.
[The text of H.R. 14138 follows:]
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95TH CONGRESS

lat Re 141382D StemoN

IN THE HOUSE OF REPRESENTATIVES

SEPTEMBER 20,1978

Mr. Drarr (for himself and Mr. ERLENBORN) introduced the following bill;
which was referred jointly to the Committees on Education and Labor
and Ways and Means

A BILL
To provide for pension reform for State and local public employee

retirement systems, to amend the Employee Retirement In-
come Security Act of 1974 to promote more efficient and
satisfactory management of the functions of the Federal
Government relating to employee pension and welfare bene-
fit plans and more effectively carry out the purposes of such
Act, and for other purposes.

1 Be it enacted by the Senate and House of Repre3enta-

2 tives of the United States of America in Congress assembled,

3 SHORT TITLES AND TABLE OF CONTENTS

4 SECTION 1. Title I of this Act may be cited as the "Pub-

5 lie Employee Retirement Income Security Act of 1978".

6 Title II of this Act may be cited as the "Employee Benefit

7 Administration Act of 1978".
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2 INCOME SECURITY

3 Subtitle A—General Provisions

4 FINDINGS AND DECLARATION OF POLICY

5 SEC. 2. (a) The Congress finds that the growth in size,

6 scope, and numbers of employee pension benefit plans in re-

7 cent years has been rapid and substantial; that the opera-

8 tional scope and economic impact of such plans is increas-

9 ingly interstate; that the continued well-being and security

10 of millions of employees and their dependents are directly

11 affected by these plans; that they are affected with a na-

12 tional public interest; that they have become an important

13 factor affecting the stability of employment; that they have

14 become an important factor in commerce because of the

15 interstate character of their activities, and of the activities of
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1 their participants, and the employers, employee organiza-

2 tions, and other entities by which they are established or

3 maintained; that the markets for securities which are subject

4 to Federal regulation are substantially influenced by such

5 plans; that a large volume of the activities of such plans

6 is carried on by means of the mails and instrumentalities of

7 interstate commerce; that many such plans have increasingly

8 relied on Federal funds to meet the costs of such plans; that

9 the interests which participants acquire in plans is in the na-

ture of a property right; that these property rights are dimin-

ished in value because of inadequate safeguarding of plan

12 assets and inadequate disclosure to participants of informa-

13 tion relating to such plans; that plan participants are denied

14 the equal protection of the laws by arbitrary resolution of ap-

15 plications for benefit payments; and that owing to the lack

16 of employee information and adequate safeguards concern-

17 their operation, it is desirable in the interests of em-

18 ployees and their beneficiaries, and to provide for the general

19 welfare and the free flow of commerce, that disclosure be

20 made and safeguards be provided with respect to the estab-

21 lishment, operation, and administration of such plans.

22 (b) It is hereby declared to be the policy of this Act

23 to protect interstate commerce and the interests of par-

24 ticipants in employee pension benefit plans and their bene-

25 ficiaries, to minimize possible adverse impact on Federal
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1

2

3

4

5

6

7

8

9

10

11

12 DEFINITIONS

13 SEC. 3. For purposes of this title-

14 (1) The terms "employee pension benefit plan" and

15 "plan" mean any plan, fund, or program which was

16 heretofore or is hereafter established or maintained by an

17 employer or by an employee organization, or by both, to

18 the extent that by its express terms or as a result of sur-

19 rounding circumstances such plan, fund, or program—

a) (A) provides retirement income to employees,

21 or

22 (B) results in a deferral of income by em-

23 ployees for periods extending to the termination

24 of covered employment or beyond,

25 regardless of the method of calculating the contributions

5

expenditures, to prevent deprivations by State and local gov-

ernments of plan participants' property rights in employee

pension benefit plans without due process of law, and to pre-

vent denials by State and local governments of equal pro-

tection of the laws to plan participants, by requiring the dis-

closure and reporting to participants and beneficiaries of fi-

nancial and other information with respect thereto, by estab-

lishing standards of conduct, responsibility, and obligation

for fiduciaries of employee pension benefit plans, and by pro-

viding for appropriate remedies, sanctions, and ready access

to Federal courts.
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1 made to the plan, the method of calculating the benefits

2 under the plan, or the method of distributing benefits

3 from the plan.

4 (2) The term "employee organization" means any

5 labor union or any organization of any kind, or any

6 agency or employee representation committee, associa-

7 tion, group, or plan, in which employees participate

8 and which exists for the purpose, in whole or in part,

9 of dealing with employers concerning an employee pen-

10 sion benefit plan, or other matters incidental to employ-

11 ment relationships; or any employees' beneficiary asso-

12 ciation organized for the purpose, in whole or in part, of

13 establishing such a plan.

14 (3) The term "employer" means the government

15 of any State or political subdivision thereof, or any

16 agency or instrumentality of a State or political sub-

17 division thereof, or any person, acting directly as an

18 employer, or indirectly in the interest of an employer,

19 in relation to an employee pension benefit plan; and

20 includes a group or association of employers acting for

21 an employer in such capacity.

22 (4) The term "employee" means any individual

23 employed by an employer.

21 (5) The term "participant" means any employee

•
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7

1 or former employee of an employer, or any member or

2 former member of an employee organization, who is

3 or may become eligible to receive a benefit of any

4 type from an employee pension benefit plan which

5 covers employees of such employer or members of such

6 organization, or whose beneficiaries may be eligible

7 to receive any such benefit.

8 (6) The term "beneficiary" means a person desig-

9 nated by a participant, or by the terms of an em-

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

ployee pension benefit plan, who is or may become

entitled to a benefit thereunder.

(7) The term "person" means a State or political

subdivision thereof or any agency or instrumentality

of a State or political subdivision, an individual, partner-

ship, joint venture, corporation, mutual company, joint-

stock company, trust, estate, unincorporated organiza-

tion, association, or employee organization.

(8) The term "State" includes any State of the

United States, the District of Columbia, Puerto Rico,

the Virgin Islands, American Samoa, Guam, Wake

Island, and the Canal Zone. The term "United States"

when used in the geographic sense means the States and

the Outer Continental Shelf lands defined in the Outer

Continental Shelf Lands Act (43 U.S.C. 1331-1343) .
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1 (9) The term "commerce" means trade, traffic,

9 commerce, transportation, or communication between

3 any State and any place outside thereof.

4 (10) The term "party in interest" means, as to

5 an employee pension benefit plan-

6 (A) any fiduciary, counsel, or employees of

7 such plans;

8 (B) a person providing services to such plan;

9 (C) an employer any of whose employees are

10 covered by such plan;

11 (D) an employee organization any of whose

12 members are covered by such plan;

13 (E) a relative (as defined in paragraph (11 ) )

14 of any individual described in subparagraph (A) or

15 (B) ; or

16 (F) an employee, officer, director (or an in-

17

18

19

20

21

22

23

24

25

dividual having powers or responsibilities similar to

those of officers or directors) of a person described

in subparagraph (B) , (C) , or (D) , or of the em-

ployee pension benefit plan.

(11) The term "relative" means a brother, sister,

spouse of a brother or sister, spouse, ancestor, lineal

descendant, or spouse of a lineal descendant.

(12) (A) The term "administrator" means—

(i) the person specifically so designated by the



1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

11

9

terms of the instrument or instruments under which

the plan is operated;

(ii) if an administrator is not so designated, the

plan sponsor; or

(iii) in the case of a plan for which an adminis-

trator is not designated and a plan sponsor cannot be

identified, such other person as the Employee Bene-

fit Administration may by regulation prescribe.

(B) The term "plan sponsor" means (i) the em-

ployer in the case of a plan established or maintained by

a single employer, (ii) the employee organization in

the case of a plan established or maintained by an

employee organization, or (iii) in the case of a plan

established or maintained by two or more employers or

jointly by one or more employers and one or more em-

ployee organizations, the association, committee, joint

board of trustees, or other similar group of representa-

tives of the parties who establish or maintain the plan.

(13) The term "separate account" means an ac-

count established or maintained by an insurance com-

pany under which income, gains, and losses, whether or

not realized, from assets allocated to such account, are, in

accordance with the applicable contract, credited to or

charged against such accounts without regard to other

income, gains, or losses of the insurance company.
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1 (14) The term "adequate consideration" when

2 used in part 2 means (A) in the case of a security

3 for which there is a generally recognized market, either

4 (i) the price of the security prevailing on a national

5 securities exchange which is registered under section 6

6 of the Securities Exchange Act of 1934, or (ii) if the

7 security is not traded on such a national securities ex-

8 change, a price not less favorable to the plan than the

9 offering price for the security as established by the cur-

10 rent bid and asked prices quoted by persons independent

11 of the issuer and of any party in interest; and (B) in

12 the case of an asset other than a security for which there

13 is a generally recognized market, the fair market value

14 of the asset as determined in good faith by the trustee or

15 named fiduciary pursuant to the terms of the plan and

16 in accordance with regulations promulgated by the

17 Employee Benefit Administration.

18 (15) The term "vested pension benefit" means an

19 interest obtained by a participant or beneficiary in that

20 part of an immediate or deferred benefit under a plan

21 which arises from the participant's service and which

22 is not conditional upon the participant's continued serv-

23 ice for an employer any of whose employees are covered

24 under the plan, and which has not been forfeited under

25 the terms of the plan.

•
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1 (16) The term "security" has the same meaning as

2 such term has under section 2 (1) of the Securities

3 Act of 1933 (15 U.S.C. 77b (1) ) .

4 (17) (A) Except as otherwise provided in subpara-

5 graph (B) , a person is a fiduciary with respect to a

6 plan to the extent (i) he exercises any discretionary

7 authority or discretionary control respecting manage-

8 ment of such plan or exercises any authority or control

9 respecting management or disposition of its assets, (ii)

10 he renders investment advice for a fee or other compen-

11 sation, direct or indirect, with respect to any moneys or

12 other property of such plan, or has any authority or

13 responsibility to do so, or (iii) he has any discretionary

14 authority or discretionary responsibility in the admin-

15 istration of such plan. Such term includes any person

16 designated under section 205 (c) (1) (B) .

17 (B) If any money or other property of a plan is

18 invested in securities issued by an investment company

19 registered under the Investment Company Act of 1940,

20 such investment shall not by itself cause such investment

21 company or such investment company's investment

22 adviser or principal underwriter to be deemed to be a

23 fiduciary or a party in interest as those terms are de-

24 fined in this Act, except insofar as such investment corn-

25 pany or its investment adviser or principal underwriter

37-684 0 - 78 - 2



14

12

acts in connection with an employee pension benefit plan

2 covering employees of the investment company, the in-

3 vestment adviser, or its principal underwriter. Nothing

contained in this subparagraph shall limit the duties im-

5 posed on such investment company, investment adviser,

6 or principal underwriter by any other law.

7 (18) The term "accumulated plan benefit"

8 means-
9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

(A) in the case of a defined benefit plan, that

portion of a participant's retirement benefit that is

attributable, pursuant to the terms of the plan and

in accordance with regulations of the Administra-

tion, to the participant's period of credited service

prior to the date of determination, or

(B) in the case of an individual account plan,

the balance of the participant's account on the date

of determination.

(19) The term "current value" means fair market

value where available and otherwise the fair value as

determined in good faith by a trustee or a named fiduci-

ary (as defined in section 202 (a) (2) ) pursuant to the

terms of the plan and in accordance with regulations of

the Administration, assuming an orderly liquidation at

the time of such determination.

(20) The term "individual account plan" means a
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1 plan which provides for an individual account for each

2 participant and for benefits based solely upon the amount

3 contributed to the participant's account, and any income,

4 expenses, gains and losses, and any forfeitures of accounts

5 of other participants which may be allocated to such

6 participant's account.

7 (21) The term "defined benefit plan" means a plan

8 other than an individual account plan; except that a plan

9 which is not an individual account plan and which pro-

10 vides a benefit derived from employer contributions

11 which is based partly on the balance of the separate

12 account of a participant shall, for the purposes of para-

13 graph (18) of this section, be treated as an individual
14 account plan to the extent benefits are based upon the

separate account of a participant and as a defined benefit
16 plan with respect to the remaining portion of benefits
17 under the plan.

18 (22) The term "actuarial present value" means the

19 single amount as of a given valuation date that results

20 from applying actuarial assumptions to an amount or

21 series of amounts payable or receivable at various

22 times. Such amount or amounts shall be adjusted where
23 appropriate to reflect-

24 (A) expected changes from the valuation date
25 to the date of expected payment or receipt by reason
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1 of expected salary changes, cost of living adjust-

2 ments, or other changes; and

3 (B) the time value of money (through dis-

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

counts for interest) and the probability of payment

(by means of decrements such as for death, dis-

ability, withdrawal, or retirement) between the

valuation date and the expected date of payment

or receipt.

(23) The term "actuarial valuation method" means

a procedure, using actuarial assumptions, for measuring

the expected value of plan benefits and assigning such

value to time periods.

(24) The term "actuarial value of assets" means

the value assigned by the actuary, to the assets of a

plan for the purposes of an actuarial valuation.

(25) The term "annual actuarial value" means

that part of the actuarial present value of all future bene-

fit payments and administrative expenses assigned to

each year, or other period, under the actuarial valuation

method used by the plan (excluding any amortization

of the unfunded supplemental actuarial value) .

(26) The term "supplemental actuarial value"

means the actuarial present value of all future benefit

payments and administrative expenses under a plan
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1 reduced by the actuarial present value of all future an-

2 nual actuarial values (including any participants' con-

3 tributions) with respect to the participants included in

4 the actuarial valuation of the plan.

5 (27) The term "unfunded supplemental actuarial

6 value" means the excess of the supplemental actuarial

7 value over the actuarial value of assets of a plan.

8 (28) The term "investment manager" means any

9 fiduciary (other than a trustee or named fiduciary, as

10 defined in section 202 (a) (2) ) —

11 (A) who has the power to manage, acquire,

12 or dispose of any asset of a plan;

13 (B) who is (i) registered as an investment

14 adviser under the Investment Advisers Act of 1940;

15 (ii) is a bank, as defined in that Act; or (iii) is an

16 insurance company qualified to perform services

17 described in subparagraph (A) under the laws of

18 more than one State; and

19 (C) has acknowledged in writing that he is

20 a fiduciary with respect to the plan.

21 (29) The terms "plan year" and "fiscal year of the

22 plan" mean with respect to a plan, the calendar, policy,

23 or fiscal year on which the records of the plan are kept.

24 (30) The terms "Employee Benefit Administra-
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1 tion" and "Administration" mean the Employee Benefit

2 Administration established by section 3001 of the Em-

ployee Retirement Income Security Act of 1974.

4 (31) The term "Act" means title I of this Act.

5 COVERAGE

6 SEC. 4. (a) Except as provided in subsection (b) , this

7 Act shall apply to any employee pension benefit plan.

8 (b) The provisions of this Act shall not apply to any

9 employee pension benefit plan if such plan-

10 (1) is an employee benefit plan described in sec-

11 tion 4 (a) of the Employee Retirement Income Security

12 Act of 1974, which is not exempt under section 4 (b)

13 (1) of such Act;

14 (2) is a plan which is unfunded and is maintained

15 by an employer primarily for the purpose of providing

16 deferred compensation for a select group of management

17 or highly compensated employees;

18 (3) is a severance pay plan, as defined in regula-

19 tions by the Administration;

20 (4) is a coverage agreement entered into pursu-

21 ant to section 218 of the Social Security Act;

22 (5) is an individual retirement account or an in-

23 dividu.al retirement annuity within the meaning of sec-

24 tion 408, or a retirement bond within the meaning of

25 section 409, of the Internal Revenue Code of 1954;
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1 (6) is a plan described in section 401 (d) of such

2 Code;

3 (7) is an individual account plan consisting of an

4 annuity contract described in section 403 (b) of such

5 Code;

6 (8) is a public employee deferred compensation

7 plan set forth in the private letter ruling issued by the

8 Internal Revenue Service on January 17, 1977, to the

9 State of Louisiana Deferred Compensation Commission

10 with respect to the State of Louisiana Deferred Compen-

11 sation Plan for State Employees; or

12 (9) is a governmental plan described in the sec-

13 ond sentence of section 3 (32) of the Employee

14 Retirement Income Security Act of 1974.

15 Subtitle B—Regulatory Provisions

16

17

18

19

20

21

22

23

24

25

PART 1—REPORTING AND DISCLOSURE

DUTY OF DISCLOSURE AND REPORTING

SEC. 101. (a) Not more than 120 days after the estab-

lishment of the Administration, each plan administrator shall

submit a registration statement to the Administration. Such

registration statement shall provide the name and address of

the plan and plan administrator, and such other information

as to the characteristics and identity of the plan as the Ad-

ministration deems necessary in order to determine the extent

to which the provisions of section 109 should apply to such
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1 plan. The Administration shall issue regulations to implement

2 the provisions of this subsection.

3 (b) The administrator of each plan shall cause to be

4 furnished the information described in sections 102, 104

5 (b) and (c) , and 105 (a), (c), and (d) , in the manner

6 and to the extent provided in such sections.

7 (c) The administrator shall, in accordance with section

8 104 (a) , file with the Administration-

9 (1) the summary plan description described in sec-

10 tion 102 (a) ; and

ii (2) the annual report containing the information

12 required by section 103.

13 SUMMARY PLAN DESCRIPTION

14 SEC. 102. (a) A summary plan description of any

15 plan shall be furnished to participants and beneficiaries as

16 provided in section 104 (b) . The summary plan description

17 shall include the information described in subsection (b) ,

18 shall be written in a manner calculated to be understood by

19 the average plan participant, and shall be sufficiently accurate

20 and comprehensive to reasonably apprise such participants

21 and beneficiaries of their rights and obligations under the

22 plan. A summary of any material modification in the terms

23 of the plan and any change in the information required under

24 subsection (b) shall be written in a manner calculated to be



21

19

1 understood by the average plan participant and shall be

2 furnished in accordance with section 104 (b) (1) .

3 (b) The summary plan description shall contain the

4 following information: The name and type of administration

5 of the plan; the name and address of the person designated

6 as agent for the service of legal process, if such person is

7 not the administrator; the name and address of the adminis-

trator;.names, titles, and addresses of any trustee or trustees

9 (if they are persons different from the administrator) ; a

10 description of the relevant provisions of any applicable col-

lective bargaining agreement; the plan's requirements

12 respecting eligibility for participation and benefits; a de-

13 scription of the provisions providing for vested pen-

14 sion benefits; circumstances which may result in disquali-

15 fication, ineligibility, or denial or loss of benefits; the source

16 of financing of the plan and the identity of any organization

17 through which benefits are provided; the date of the end

18 of the plan year and whether the records of the plan are

19 kept on a calendar, policy, or fiscal year basis; the procedures

20 to be followed in presenting claims for benefits under the

21 plan and the remedies available under the plan for the

22 redress of claims which are denied in whole or in part

23 (including procedures required under section 303 of this

24 Act).
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1 ANNUAL REPORT

2 SEC. 103. (a) (1) (A) An annual report shall be pub-

3 lished with respect to every plan to which this part applies.

4 Such report shall be filed with the Administration in accord-

5 ance with section 104 (a) , and shall be made available and

6 furnished to participants in accordance with section 104 (b) .

7 (B) The annual report shall include the information

8 described in subsections (b) and (c) , and where applicable

9 subsections (d), (e) , (f) , (g) , (h) , and (i) , and shall

10 also include-

11 (i) a financial statement and opinion, as required

12 by paragraph (3) of this subsection, and

13 (ii) an actuarial statement and opinion, as re-

14 quired by paragraph (4) of this subsection.

15 (2) If some or all of the information necessary to en-

16 able the administrator to comply with the requirements of

17 this Act is maintained by-

18 (A) an insurance carrier or other organization

19 which provides some or all of the benefits under the

20 plan, or holds assets of the plan in a separate account,

21 (B) a bank or similar institution which holds some

22 or all of the assets of the plan in a common or collective

23 trust or a separate trust, or custodial account, or

24 (0) a plan sponsor as defined in section 3 (12)

25 (B) .
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1 such carrier, organization, bank, institution, or plan sponsor

2 shall transmit and certify the accuracy of such information

3 to the administrator within 120 days after the end of the

4 plan year (or such other date as may be prescribed under

5 regulations of the Administration) .

6 (3) (A) Except as provided in subparagraph (C) , the

7 administrator of a plan shall engage, on behalf of all plan

8 participants, an independent qualified public accountant, who

9 shall conduct such an examination of any financial statements

10 of the plan, and of other books and records of the plan, as the

11 accountant may deem necessary to enable the accountant to

12 form an opinion as to whether the financial statements and

13 schedules required to be included in the annual report by

14 subsection (b) of this section are presented fairly and in con-

15 formity with generally accepted accounting principles applied

16 on a basis consistent with that of the preceding year. Such

17 examination shall be conducted in accordance with generally

18 accepted auditing standards, except as provided in subpara-

19 graphs (B) and (C), and shall involve such tests of the

20 books and records of the plan as are considered necessary by

21 the independent qualified public accountant. The independent

22 qualified public accountant shall also offer his opinion as to

23 whether the separate schedules specified in subsection

24 (b) (2) of this section present fairly and in all material re-
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1 spects the information contained therein when considered in

2 conjunction with the financial statements taken as a whole.

3 The opinion by the independent qualified public accountant

4 shall be made a part of the annual report. In a case where a

5 plan is not required to file an annual report, the requirements

6 of this paragraph shall not apply. In a case where by reason

7 of section 104 (a) (2) a plan is required only to file a simpli-

8 fled annual report, the Administration may modify or waive

9 the requirements of this paragraph.

10 (B) In offering his opinion under this paragraph the ac-

11 countant shall rely on the correctness of any actuarial matter

12 certified to by an enrolled actuary.

13 (C) The opinion required by subparagraph (A) shall

14 not be expressed as to any statements required by subsec-

15 tion (b) (2) (G) prepared by a bank or similar institution

16 or insurance carrier regulated and supervised and subject to

17 periodic examination by a State or Federal agency if such

18 statements are certified by the bank, similar institution, or

19 insurance carrier as accurate and are made a part of the

20 annual report.

21 (D) For purposes of this Act, the term "qualified

22 public accountant" means-

23 (i) a person who is a certified public accountant,

24 certified by a regulatory authority of a State;
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1 (ii) a person who is a licensed public accountant,

2 licensed by a regulatory authority of a State; or

3 (iii) a person certified by the Administration as a

4 qualified public accountant in accordance with regula-

5 tions published by the Administration for a person who

6 practices in 'States where there is no certification or

7 licensing procedure for accountants.

8 (E) For purposes of this Act, the term "independent",

9 when used in conjunction with qualified public accountant,

10 shall be defined in regulations prescribed by the Adminis-

11 tration.

12 (4) (A) The administrator of a plan subject to the

13 reporting requirement of subsection (d) of this section

14 shall engage, on behalf of all plan participants, an enrolled

15 actuary who shall be responsible for the preparation of the

16 materials comprising the actuarial statement required under

17 subsection (d) of this section. In a case where a plan is

18 not required to file an annual report, the requirements of

19 this paragraph shall not apply.

20 (B) For purposes of this Act, the term "enrolled actu-

21 ary" means an actuary enrolled under subtitle C of title III

22 of the Employee Retirement Income Security Act of 1974.

23 (C) In making a certification under this section the

24 enrolled actuary shall rely on the correctness of any
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1 accounting matter under section 103 (b) as to which any

2 qualified public accountant has expressed an opinion.

3 (b) An annual report under this section shall include a

4 financial statement containing the following information:

5 (1) A statement of assets and liabilities, and a

6 statement of changes in net assets available for plan

7 benefits which shall include details of revenues and

8 expenses and other changes aggregated by general

.9 source and application. In the notes to financial state-

10 ments, disclosures concerning the following items shall

11 be considered by the accountant: a description of the

12 plan including any significant changes in the plan made

13 during the period and the impact of such changes on

14 benefits; the funding policy (including policy with

15 respect to prior service cost) , and any changes in such

16 policies during the year; a description of any significant

17 changes in plan benefits made during the period; a de-

18 scription of material lease commitments, other commit-

19 ments, and contingent liabilities; a description of

20 agreements and transactions with persons known to be

21 parties in interest; a general description of any plan

22 provision providing for allocation of assets upon tenni-

23 nation of the plan; information concerning whether or

24 not a determination letter has been obtained from the

25 Administration; and any other matters necessary to

•

•
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fully and fairly present the financial statements of such

2 pension plan.

3 (2) The following information in separate schedules

4 relating to the statement required under paragraph

( 1 ) :

6 (A) a statement of the assets and liabilities of

7 the plan aggregated by categories and valued at their

8 current value, and the same data displayed in corn-

9 parative form for the end of the previous fiscal year

10 of the plan;

11 (B) a statement of receipts and disbursements

12 during the preceding twelve-month period aggre-

13 gated by general sources and applications;

14 (C) a schedule of all assets held for investment

15 purposes aggregated and identified by issuer, bor-

16 rower, or lessor, or similar party to the transaction

17 (including a notation as to whether such party is

18 known to be a party in interest) , maturity date,

19 rate of interest, collateral, par or maturity value,

20 cost, and current value;

21 (D) a schedule of each transaction (other than

22 the payment of benefits pursuant to the terms of

23 the plan) involving a person known to be party in

24 interest, the identity of such party in interest and his

25 relationship or that of any other party in interest to
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1 the plan, a description of each asset to which the

transaction relates; the purchase or selling price in

3 the case of a sale or purchase, the rental in case

4 of a lease, or the interest rate and maturity date in

5 case of a loan; expenses incurred in connection with

6 the transaction; the cost of the asset, the current

7 value of the asset, and the net gain (or loss) on

8 each transaction;

9 (E) a schedule of all loans or fixed income

10 obligations which were in default as of the close of

11 the plan's fiscal year or were classified during the

12 year as uncollectable and the following information

13 with respect to each loan on such schedule (includ-

14 ing a notation as to whether parties involved are

15 known to be parties in interest) : the original princi-

16 pal amount of the loan, the amount of principal and

17 interest received during the reporting year, the un-

18 paid balance, the identity and address of the obligor,

19 a detailed description of the loan (including date of

20 making and maturity, interest rate, the type and

21 value of collateral, and other material terms) , the

22 amount of principal and interest overdue (if any)

23 and an explanation thereof;

24 (F) a list of all leases which were in default or

25 were classified during the year as uncollectable, and

w'

•
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1 the following information with respect to each lease

2 on such schedule (including a notation as to whether

3 parties involved are known to be parties in inter-

4 est) : the type of property leased (and, in the case

5 of fixed assets such as land, buildings, leasehold, and

6 so forth, the location of the property) , the identity

7 of the lessor or lessee from or to whom the plan is

8 leasing, the relationship of such lessors and lessees, if

9 any, to the plan, the employer, employee organiza-

10 tion, or any other party in interest, the terms of the

11 lease regarding rent, taxes, insurance, repairs, ex-

12 penses, and renewal options; the date the leased

13 property was purchased and its cost, the date the

14 property was leased and its approximate value at

15 such date, the gross rental receipts during the report-

16 ing period, expenses paid for the leased property

17 during the reporting period, the net receipts from the

18 lease, the amounts in arrears, and a statement as to

19 what steps have been taken to collect amounts due

20 or otherwise remedy the default;

21 (G) if some or all of the assets of a plan or plans

22 are held in a common or collective trust maintained

23 by a bank or similar institution or in a separate ac-

24 count maintained by an insurance carrier or a sep-

25 arate trust maintained by a, bank as trustee, the.

37-684 0 - 79 - 3
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1 report shall include the most recent annual state-

2 ment of assets and liabilities of such common or

3 collective trust, and in the case of a separate ac-

4 count or a separate trust, such other information as

5 is required by the administrator in order to comply

6 with this subsection.

7 The Administration may, by regulation, relieve any plan

8 from filing a copy of a statement of assets and liabilities

9 (or other information) described in subparagraph (G)

10 if such statement or other information is filed with the

11 Administration by a bank or similar institution or insur-

12 ance carrier which maintains the common or collective

13 trust, separate account, or separate trust.

14 (c) The administrator shall furnish as a part of a re-

15 port under this section the following information:

16 (1) The number of employees covered by the plan.

17 (2) The name and address of each fiduciary.

18 (3) Except in the case of a person whose compen-

19 sation is minimal (determined under regulations of the

20 Administration) and who performs solely ministerial

21 duties (determined under such regulations) , the name

22 of each person (including but not limited to any con-

sultant, broker, trustee, attorney, accountant, insurance

24 carrier, actuary, administrator, investment manager, or
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custodian who rendered services to the plan or who had

transactions with the plan) who received directly or

indirectly compensation from the plan during the pre-

ceding year for services rendered to the plan or its par-

ticipants, the amount of such compensation, the nature

of his services to the plan or its participants, his relation-

ship to the employer of the employees covered by the

plan, or the employee organization, and any other office,

position, or employment he holds with any party in

interest.

(4) An explanation of the reason for any change

in appointment of consultant, broker, trustee, attorney,

accountant, insurance carrier, actuary, administrator,

investment manager, or custodian.

(5) Such financial and actuarial information includ-

ing but not limited to the material described in subsec-

tions (b) and (d) of this section as the Administration

may find necessary or appropriate.

(d) With respect to a defined benefit plan (other than

an insurance contract plan described in section 301 (b) of

the Employee Retirement Income Security Act of 1974) ,

an annual report under this section shall include a complete

actuarial statement applicable to the plan year which shall

include the following:
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1 (1) The date of the plan year, and the date of the

2 actuarial valuation applicable to the plan year for which

3 the report is filed.

4 (2) The amount of (A) the contributions made

5 by the participants, and (B) all other contributions

6 including those made by the employer or employers for

7 the plan year for which the report is filed.

8 (3) The total estimated amount of the covered

9 compensation with respect to active participants for the

10 plan year for which the report is filed.

11 (4) The number of (A) active participants, (B)

12 terminated participants eligible for deferred vested pen-

13 sion benefits or the return of contributions made by such

14 participants, and (C) all other participants and bene-

15 ficiaries included in the actuarial valuation.

16 ( 5 ) The following values as of the date of the

17 actuarial valuation applicable to the plan year for which

18 the report is filed: (A) the current value of plan assets,

19 (B) the amount of accumulated mandatory contribu-

20 tions for active participants (including interest, if any) ,

21 and (C) the amount of accumulated voluntary contribu-

22 tions for active participants (including interest, if any) .

23 (6) The following information applicable to the

24 plan year for which the report is filed: a description of

25 the actuarial valuation method (including the actuarial
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1 assumptions) or other basis on which the plan is funded,

2 and if computed, the annual actuarial value, the supple-

mental actuarial value, and the unfunded supplemental

4 actuarial value.

5 (7) The following actuarial values as of the date

6 of the actuarial valuation applicable to the plan year

7 for which the report is filed:

8 (A) the actuarial present value of all future

9 plan benefits for the individuals described in sub-

10 paragraphs (B) and (0) of paragraph (4) ;

11 (B) the actuarial present value of the total

12 projected plan benefits for active participants (re-

13 fleeting anticipated future increases in compensation

14 and the cost of living, if applicable) , allocated based

15 on service to date;

16 (C) the actuarial present value of the total

17 projected plan benefits for active participants (re-

18 fleeting anticipated future increases in compensa-

19 don and the cost of living, if applicable) , allocated

20 to future service;

21 (D) the actuarial present value of future coy-

22 ered compensation for active participants; and

23 (E) the actuarial value of assets.

24 The Administration may by regulation establish such

25 additional subcategories under subparagraph (B) as it
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1 may find appropriate and require that the portion of the

2 value under subparagraph (C) attributable to partici-

pant contributions be shown separately. The enrolled

4 actuary shall utilize such assumptions (on an explicit

5 basis) and techniques as are necessary for the contents

6 of the matters reported under this paragraph to be rea-

sonably related to the experience of the plan and to

8 reasonable expectations and to represent his best esti-

mate of anticipated experience under the plan. The actu-

10 arial statement under this subsection shall include a

11 description of the actuarial assumptions and techniques

12 used to determine the actuarial values under this

13 paragraph and shall disclose the impact of significant

14 changes in the actuarial assumptions, plan provisions,

15 and other pertinent factors on the actuarial position of

16 the plan.

17 ( 8 ) A statement by the enrolled actuary that to the

18 best of his knowledge the report under this subsection

19 is complete and accurate and that in his opinion the

20 assumptions and techniques utilized for purposes of

21 paragraph (7) meet the requirements of such

22 paragraph.

23 (9) Such other information as may be necessary

24 to fully and fairly disclose the actuarial position of the
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1 plan and any other information the enrolled actuary may

2 present.

3 (10) Such other information regarding •the plan

4 as the Administration may by regulation require.

5 The enrolled actuary shall make an actuarial valuation of

6 the plan for every third plan year, or more frequently if

7 amendments to the plan are made which significantly affect

8 the actuarial position of the plan or the enrolled actuary de-

9 termines that a more frequent valuation is necessary to sup-

10 port his opinion under paragraph (8) of this subsection. A

11 separate actuarial statement including all of the informa-

12 tion required under this subsection shall be filed for each

13 subpart of a plan which is determined in accordance with

14 regulations of the Administration to be operated as a separate
15 plan for funding purposes, such that the assets of the sub-

16 part cannot be used for the payment of benefits to persons

17 not covered by such subpart.

18 (e) If some or all of the benefits under the plan are

19 purchased from and guaranteed by an insurance company,

20 insurance service, or other similar organization, a report

21 under this section shall include a statement from such insur-

22 ance company, service, or other similar organization covering

23 the plan year and enumerating-

24 (1) the premium rate or subscription charge and
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the total premium or subscription charges paid to each

2 such carrier, insurance service, or other similar orga-

3 nization and the approximate number of persons covered

4 by each class of such benefits; and

5 (2) the total amount of premiums received, the ap-

6 proximate number of persons covered by each class of

7 benefits, and the total claims paid by such company,

8 service, or other organization; dividends or retroactive

9 rate adjustments, commissions, and administrative serv-

10 ice or other fees or other specific acquisition costs paid

11 by such company, service, or other organization; any

12 amounts held to provide benefits after retirement; the

13 remainder of such premiums; and the names and ad-

14 dresses of the brokers, agents, or other persons to whom

15 commissions or fees were paid, the amount paid to each,

16 and for what purpose. If any such company, service, or

17 other organization does not maintain separate experience

18 records covering the specific groups it serves, the report

19 shall include in lieu of the information required by the

20 foregoing provisions of this paragraph (A) a statement

21 as to the basis of its premium rate or subscription charge,

22 the total amount of premiums or subscription charges

23 received from the plan, and a copy of the financial re-

24 port of the company, service, or other organization and
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1 (B) if such company, service, or organization incurs

9 specific costs in connection with the acquisition or reten-

tion of any particular plan or plans, a detailed statement

4 of such costs.

5 (f) An annual report required under this section shall

6 contain the summary description of modifications and

7 changes described in section 102, if such summary descrip-

8 tion is required pursuant to section 104 (b) (2) for the

9 plan year for which such annual report is required.

10 (g) An annual report required under this section shall

11 set forth-

12 (1) the name of the plan, and any change in the

13 name of the plan;

14 (2) the name and address of the plan administra-

15 tor, and any change in the name or address of the

16 plan administrator;

17 (3) the name and taxpayer identifying number of

18 each participant in the plan-

19 (A) who in the year preceding the plan year

90 for which such annual report is filed, separated

21 from service covered by the plan,
99 (B) who did not return to service covered by

93 the plan by the end of the plan year for which

24 such annual report is filed,
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1 (C) who is entitled to a vested pension benefit

2 under the plan or to the return of employee con-

3 tributions, and

4 (D) with respect to whom benefits were not

5 paid under the plan during such plan years;

6 (4) the nature, amount, and form of any benefits

7 to which such participant described in paragraph (3) is

8 entitled, including, but not limited to, the contributions

9 made by such participant, if any, and interest on such

10 contributions, if any; and

11 (5) such other information as the Administration

12 may require to carry out the purposes of this Act.

13 At the time the annual report is filed, the plan administra-

14 tor shall furnish evidence satisfactory to the Administration

15 that he has complied with the requirement contained in

16 section 105 (c) .

17 (h) Each plan administrator required to file an annual

18 report may include in such report a statement relating to

19 any matter contained in the annual report.

20 (i) Each administrator of a plan shall, in accordance

21 with regulations promulgated by the Administration, file such

22 information as the Administration may consider necessary-

23 (A) when the plan terminates;

24 (B) when the plan consolidates or merges with an-

25 other plan; and
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(C) when a contributing employer withdraws from

2 the plan.

3 FILING WITH EMPLOYEE BENEFIT ADMINISTRATION AND

4 FURNISHING INFORMATION TO PARTICIPANTS

5 SEC. 104. (a) (1) The administrator of any plan sub-

6 ject to this part shall file with the Administration-

7 (A) the annual report for a plan year within 210

8 days after the close of such year (or within such time as

9 may be required by regulations promulgated by the

10 Administration) ; and

11 (B) a copy of the summary plan description at the

12 time the annual report is filed, or such other time as

13 established by the Administration in regulations.

14 The Administration shall make copies of such summary plan

is descriptions and annual reports available for inspection in

16 the public document room of the Administration. The admin-

17 istrator shall also furnish to the Administration, upon request,

18 any documents relating to the plan, including but not limited

19 to the bargaining agreement, trust agreement, contract, or

20 other instrument under which the plan is established or

21 operated.

22 (2) (A) With respect to annual reports required to be

23 filed with the Administration under this part, the Adminis-

24 tration shall by regulation prescribe simplified annual reports

25 for any plan which covers less than 100 participants.
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(B) Nothing contained in this paragraph shall preclude

the Administration from revoking provisions for simplified

reports for any such plan if it finds it necessary to do so in

order to carry out the objective of this Act.

(3) The Administration may reject any filing under

this section if it determines that—

(A) such filing is incomplete for purposes of this

part; or

(B) there is any material qualification by .an

accountant or actuary contained in an opinion or state-

ment submitted pursuant to section 103 (a) (3) (A)

or section 103 (d) (8) .

(4) If the Administration rejects a filing of a report

under paragraph (3) and if a revised filing satisfactory to

the Administration is not submitted within 45 days after it

makes its determination under paragraph (3) to reject the

filing, and if the Administration deems it in the best interest

of the participants, it may take any one or more of the fol-

lowing actions:

(A) retain an independent qualified public account-

ant (as defined in section 103 (a) (3) (D) and (E) )

on behalf of the participants to perform an audit,

(B) retain an enrolled actuary (as defined in sec-

tion 103 (a) (4) (B) of this Act) on behalf of the plan

participants, to prepare an actuarial report,
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1 (C) bring a civil action for such legal or equitable

2 relief as may be appropriate to enforce the provisions

of this part, or

4 (D) take any other action authorized by this Act.

5

6

7

8

9

10

11

12

13

14

15

:16

17

18

19

20

21

22

23

24

The administrator shall permit such accountant or actuary

to make such inspection of the books and records of the plan

as is necessary to conduct such audit or prepare such ac-

tuarial report. The plan shall be liable to the Administration

for the expenses for such audit or actuarial report, and the

Administration may bring an action against the plan in any

court of competent jurisdiction to recover such expenses.

(b) Publication of the summary plan descriptions

and annual reports shall be made to participants and bene-

ficiaries of the particular plan as follows:

(1) The administrator shall furnish to each partici-

pant, and each beneficiary receiving benefits under the

plan, a copy of the summary plan description, including

all modifications and changes referred to in section 102

(a) a summary description of which has been furnished

to other participants and beneficiaries—

(A) within one year and 90 days after he

becomes a participant, or (in the case of a bene-

ficiary) within 90 days after he first receives

benefits, or
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(B) if later, within one year and 90 days after

2 the plan becomes subject to this part.

:3 (2) The administrator shall, if there is a modifica-

4 tion or change described in section 102 (a) , furnish a

5 summary description of such modification or change

6 to each participant, and to each beneficiary who is

7 receiving benefits under the plan, whose future benefits

8 can reasonably be expected to be affected thereby., The

9 administrator shall furnish such summary description

10 not later than 210 days after the end of the plan year

11 in which the change is adopted, or within such time

12 as the Administration may prescribe by regulation.

13 (3) The administrator shall furnish to each partici-

14 pant, and each beneficiary receiving benefits under the

15 plan, whose future benefits can reasonably be expected

16 to be affected thereby, at least once in every 10 years

17 after the plan becomes subject to this part, an updated

18 summary plan description described in section 102 which

19 shall be updated by the integration into the summary

20 plan description of all plan amendments, if any, made

21 within such 10-year period.

22 (4) The administrator shall make copies of the

23 latest annual report and the bargaining agreement, trust

24 agreement, contract, or other instruments under which

25 the plan was established or is operated available for

•
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1 examination by any plan participant or beneficiary in

2 the principal office of the administrator and in such

3 other places as may be necessary to make available

4 all pertinent information to all participants (including

5 such places as the Administration may prescribe by

6 regulations) .

7 (5) The administrator shall, upon written request of

8 any participant or beneficiary, furnish a copy of sum-

9 mary plan descriptions, annual reports, bargaining agree-

10 ments, trust agreements, contracts, or other instruments

11 under which the plan is established or operated. The

12 administrator may make a reasonable charge to cover

13 the cost of furnishing such complete copies. The Admin-

14 istration may by regulation prescribe the maximum

15 amount which will constitute a reasonable charge under

16 the preceding sentence.

17 (c) The Administration may by regulation require that

18 the administrator of any plan furnish to each participant

19 and to each beneficiary receiving benefits under the plan

20 a statement of the rights of participants and beneficiaries

21 under this Act. Any such statement shall be made part of

22 the summary plan description described in section 102.

23 REPORTING OF PARTICIPANT'S BENEFIT RIGHTS

24 SEC. 105. (a) Each administrator of a plan shall furnish

25 to any plan participant or beneficiary who so requests in writ-
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1 ing, a statement indicating, on the basis of the latest available

information—

(1) the total accumulated plan benefits, and the

4 extent to which such benefits are or will become vested

5 pension benefits, and, if applicable, the earliest date on

6 which such accumulated plan benefits are expected to

7 become vested pension benefits, and

(2) the total accumulated contributions made by

9 the participant, including interest, if any, pursuant to the

10 terms of the plan.

11 (b) In no case shall a participant or beneficiary be

12 entitled under this section to receive more than one report

13 described in subsection (a) during any one 12-month

14 period. If an administrator furnishes an annual statement

15 which contains the information described in subsection (a) ,

16 the furnishing of such annual statement shall satisfy the re-

17 quirements of subsection (a) .

18 (c) Each plan administrator required to file an annual

19 report containing the information described in section 103

20 (g) shall, before the expiration of the time prescribed for the

21 filing of such annual report, also furnish to each participant

22 described in section 103 (g) (3) an individual statement

23 setting forth the information required to be filed under section

24 103(g) (4) .

a
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(d) The administrator shall furnish to any participant

2 or beneficiary who requests-

3 ( 1 ) the withdrawal of contributions made by a par-

4 ticipant,

5 (2) the payment of any benefit from the plan, or

6 (3) in accordance with the terms of the plan, an

7 election as to the form of benefits to be made available

8 under the provisions of the plan,

9 a written explanation of the effect of such withdrawal, pay-

10 ment, or election on the remaining plan benefits of the

11 participant or beneficiary. Such explanation shall include

12 a description of the various alternative forms of benefit pay-

13 ments, if any, which the participant may elect. No such
14 election shall be final until 14 days shall have elapsed from
15 the date on which such explanation is furnished to the
16 participant or beneficiary or, if earlier, the date any pay-
17 ment is made in accordance with such election. The Admin-
18 istration shall prescribe such regulations as may be necessary
19 to carry out the provisions of this subsection.
20 REPORTS MADE PUBLIC INFORMATION
21 SEC. 106. (a) Except as provided in subsection (b) ,
22 the contents of the descriptions, annual reports, statements,
23 and other documents filed with the Administration pursuant
24 to this part shall be public information and the Adminis-

?,7-0,4 0 - 7') - 0
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tration shall make any such information and data available

for inspection in the public document room of the Admin-

istration. The Administration and the Advisory Council on

Governmental Plans may use the information and data for

statistical and research purposes, and compile and publish

such studies, analyses, reports, and surveys based thereon

as they may deem appropriate.

(b) Information required to be furnished pursuant to

section 105 (a) and (c) with respect to a participant may be

disclosed by the Administration only to the extent that infor-

mation respecting that participant's benefits under title II

of the Social Security Act may be disclosed under such Act.

RETENTION OF RECORDS

SEC. 107. Every person who is subject to a requirement

to file any description or report or to certify any informa-

tion therefor under this Act or who would be subject to

such a requirement but for an exemption under section 109

or simplified reporting requirement under section 104 (a)

(2) of this Act shall maintain records on the matters of

which disclosure is thus required or would have been re-

quired but for such an exemption or simplified reporting

requirement which will provide in sufficient detail the neces-

sary basic information and data from which the documents

which are thus required or which would have been required

but for such an exemption or simplified reporting require-
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1 ment may be reconstructed, verified, explained, or clarified,

2 and checked for accuracy and completeness, and shall include

3 vouchers, worksheets, receipts, and applicable resolutions,

4 and shall keep such records available for examination for a

5 period of not less than six years after the filing date of the

6 documents based on the information which they contain, or

7 not less than six years after the date on which such docu-

8 ments would have been filed but for an exemption under

9 section 109 or simplified reporting requirement under section

10 104(a) (2).

11 RELIANCE ON ADMINISTRATIVE INTERPRETATIONS

12 SEC. 108. In any criminal proceeding under section

13 211, 212, 301 (a) , or 311 based on any act or omission

14 in alleged violation of this part or section 211, 212, or 311,

15 no person shall be subject to any liability or punishment

16 for or on account of the failure of such person to (1)

17 comply with this part or section 211, 212, or 311, if he

18 pleads and proves that the act or omission complained of

19 was in good faith in conformity with, and in reliance

20 on any regulation or written ruling of the Adminis-

21 tration, or (2) publish and file any information re-

22 quired by any provision of this Act if he pleads and proves

23 that he published and filed such information in good faith,

24 and in conformity with any regulation or written ruling of

25 the Administration issued under this Act regarding the
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filing of such reports. Such a defense, if established,

2 shall be a bar to the action or proceeding, notwith-

3 standing that (A) after such act or omission, such interpre-

4 tation or opinion is modified or rescinded or is determined

5 by judicial authority to be invalid or of no legal effect, or

6 (B) after publishing or filing the plan description, annual

7 reports, and other reports required by this Act, such publica-

tion or filing is determined by judicial authority not to be in

9 conformity with the requirements of this Act.

10 ALTERNATIVE METHODS OF COMPLIANCE

11 SEC. 109. (a) The Administration, on its own motion

12

13

14

15

16

17

18

19

20

21

22

23

24

or after having received the petition of an administrator,

may prescribe an alternative method for satisfying any re-

quirement of this part or section 303 with respect to any

plan, or class of plans, subject to such requirement if he

determines—

(1) that the use of such alternative method is con-

sistent with the purposes of this Act and that it provides

adequate disclosure to the participants and beneficiaries

in the plan, and adequate reporting to the Administra-

tion, and

(2) that the application of such requirement of this

part would—

(A) increase the costs to the plan, or
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(B) impose unreasonable administrative bur-

') dens with respect to the operation of the plan,

3 having regard to the particular characteristics of

4 the plan or the type of plan involved.

5 (b) An alternative method may be prescribed under

6 subsection (a) by regulation or otherwise. If an alternative

7 method is prescribed other than by regulation, the

Administration shall provide notice and an opportunity

9 for interested persons to present their views, and shall

10 publish in the Federal Register the provisions of such

11 alternative method.

12 (c) The Administration may by regulation exempt

13 any plan or person, or any class of plans or persons, con-

14 ditionally or unconditionally from any requirement of this

15 part or section 202, 203, 212, or 303 if it determines, after

16 giving full consideration to the use of alternative methods

17 under subsections (a) and (b) , that such exemption is-

18 (1) appropriate and necessary in the public inter-

19 est, and

20 (2) consistent with the purposes of this Act.

21 (d) Before issuing any exemption or alternative method

22 under this section, the Administration shall take into account

23 any recommendations made by the Advisory Council on

24 Governmental Plans.
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1 FORMS

2 SEC. 110. (a) Except as required by subsection (b) , the

3 Administration may require that any information required

4 under this part, including but not limited to the information

5 required to be filed by the administrator pursuant to sections

6 103 (b) (2) and (c) , shall be submitted on such forms as

7 it may prescribe.

8 (b) The financial statement and opinion required to be

9 prepared by an independent qualified public accountant pur-

l() suant to section 103 (a) (3) (A) , the actuarial statement

11 required to be prepared by an enrolled actuary pursuant to

12 section 103 (a) (4) (A) , the summary plan description de-

13 scribed in section 102, and information submitted pursuant to

14 sections 103 (f) and 103 (h) , shall not be required to be sub-

15 mitted on forms.

16

17

18

19

20

21

22

23

24

(c) The Administration may prescribe the format and

content of the summary plan description, and any other

report, statements, or documents (other than the bargaining

agreement, trust agreement, contract, or other instrument

under which the plan is established or operated) , which are

required to be furnished or made available to plan partici-

pants and beneficiaries under the plan.

(d) In order to avoid the reporting of unnecessary infor-

mation and to prevent unreasonable administrative burdens



51

1.

2

3

4

49

with respect to the operation of plans, the Administration

shall develop reporting forms and requirements for plans

which, to the maximum extent feasible and consistent with

the purposes of this Act, take into account the different types

and sizes of plans.

6 PART 2-FIDUCIARY RESPONSIBILITY

7 COVERAGE

8 SEC. 201. (a) This part shall apply to any plan de-

9 scribed in section 4 (a) (and not exempted under section

10 4 (b) ) .

11 (b) For purposes of this part:

19 (1) In the case of •a plan which invests in any

13

14

15

16

17

18

19

20

security issued by an investment company registered

under the Investment Company Act of 1940, the assets

of such plan shall be deemed to include such security

but shall not, solely by reason of such investment, be

deemed to include any assets of such investment com-

pany.

(2) In the case of a plan to which a guaran-

teed benefit policy is issued by an insurer, the assets

of such plan shall be deemed to include such policy,

but shall not, solely by reason of the issuance of such

policy, be deemed to include any assets of such insurer.

For purposes of this paragraph:
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1 (A) The term "insurer" means an insurance

2 company, insurance service, or insurance organiza-

3 tion, qualified to do business in a State.

4 (B) The term "guaranteed benefit policy"

means an insurance policy or contract to the extent

6 that such policy or contract provides for benefits

7 the amount of Which is guaranteed by the insurer.

8 Such term includes any surplus in a separate ac-

9 count, but excludes any other portion of a separate

10 account.

11 ESTABLISHMENT OF PLAN

12 SEC. 202. (a) (1) Every plan shall be established and

13 maintained pursuant to a written instrument or instruments.

14 Such instrument or instruments shall provide for one or

15 more named fiduciaries who jointly or severally shall have

16 authority to control and manage the operation and adminis-

17 tration of the plan.

18 (2) For purposes of this Act, the term "named fidu-

19 ciary" means a fiduciary who is named in a plan instru-

20 inent or instruments, or who, pursuant to a procedure speci-

21 fled in the plan, is identified as a fiduciary.

22 (b) Every plan shall-

23 (1) state whether a funding policy or goal has

24 been established for the plan, and shall describe the
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funding policy or goal, the method for carrying out such

2 policy or goal, if any, and the source of funds,.

3 (2) describe any procedure under the plan for the

4 allocation of responsibilities for the operation and admin-

5 istration of the plan (including any procedure described

6 in section 205 (b) (1) ) ,

7 (3) provide a procedure for amending such plan,

8 and for identifying the persons who have authority to

9 amend the plan, unless the sole procedure for amending

10 such plan is by legislation, and

11 (4) specify the plan provisions relating to benefits

12 (including, but not limited to, eligibility, benefit levels,

13 and the form and method of payment of benefits) .

14 (c) Any plan may provide-

15 (1) that any person or group of persons may serve

16 in more than one fiduciary capacity with respect to the

17 plan (including service both as trustee and administra-

18 tor) ;

19 (2) that a named fiduciary, or a fiduciary desig-

20 nated by a named fiduciary pursuant to a plan proce-

21 dure described in section 205 (b) (1) , may employ one

22 or more persons to render advice with regard to any

23 responsibility such fiduciary has under the plan; or

24 (3) that a person who is a named fiduciary with
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1 respect to control or management of the assets of the

2 plan may appoint an investment manager or managers

3

4

5

6

7

8

10 scribed in section 202 (a) or appointed by a person who is

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

to manage (including the power to acquire and dispose

of) any assets of a plan.

ESTABLISHMENT OF TRUST

SEC. 203. (a) Except as provided in subsection (b) ,

all assets of a plan shall be held in trust by one or more

trustees. Such trustee or trustees shall be either named in the

trust instrument or in the plan instrument or instruments de-

a named fiduciary, and upon acceptance of being named or

appointed, the trustee or trustees shall have exclusive author-

ity and discretion to manage and control the assets of the

plan, except to the extent that—

(1) the plan expressly provides that the trustee

or trustees are subject to the direction of a named

fiduciary who is not a trustee, in which case the trustees

shall be subject to proper directions of such fiduciary

which are made in accordance with the terms of the

plan and which are not contrary to this Act, or

(2) authority to manage, acquire, or dispose of

assets of the plan is delegated to one or more investment

managers pursuant to section 202 (c) (3) .

(b) The requirements of subsection (a) of this section

shall not apply—
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1 (1) to any assets of a plan which consist of insur-

2 ance contracts or policies issued by an insurance cora-

pany qualified to do business in a State; or

4 (2) to any assets of such an insurance company

5 or any assets of a plan which are held by such an

6 insurance company.

(c) (1) Except as provided in paragraph (2) , the

8

9

10

11

12

13

14

15

16

17

18

19

20

21

92

93

24

assets of a plan shall never inure to the benefit of any em-

ployer and shall be held for the exclusive purposes of pro-

viding benefits to participants in the plan and their bene-

ficiaries and defraying reasonable expenses of administering

the plan.

(2) In the case of a contribution which is made by an

employer by a mistake of fact, paragraph (1) shall not

prohibit the return of such contribution to the employer

within one year after the plan administrator knows, or should

know in the regular course of business, that the contribu-

tion was made by a mistake of fact.

FIDUCIARY DUTIES

SEC: 204. (a) Subject to section 203 (c) of this Act, a

fiduciary shall discharge his duties with respect to a plan

solely in the interest of the participants and beneficiaries

and—

(1) for the exclusive purpose of—
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ii (A) providing benefits to participants and their

2 beneficiaries; and

3 (B) defraying reasonable expenses of adminis-

4 tering the plan;

5 (2) with the care, skill, prudence, and diligence

6 under the circumstances then prevailing that a prudent

man acting in a like capacity and familiar with such

matters would use in the conduct of an enterprise of a

9 like character and with like aims;

10 (3) by diversifying the investments of the plan

11 so as to minimize the risk of large losses, unless under

12 the circumstances it is clearly prudent not to do so; and

13 (4) in accordance with the documents and instru-

14 ments governing the plan insofar as such documents and

15 instruments are consistent with the provisions of this

16 Act.

17 (b) Except as authorized by the Administration by

18 regulation, no fiduciary may maintain the indicia of owner-

19 ship of any assets of a plan outside the jurisdiction of the

20 district courts of the United States.

21 (c) In the case of a plan which provides for individual

22 accounts and permits a participant or beneficiary to exercise

23 control over assets in his account, if a participant or bene-

24 ficiary exercises control over the assets in his account (as may

25 be determined under regulations of the Administration) —



57

55

1 (1) such participant or beneficiary shall not be

2 deemed to be a fiduciary by reason of such exercise,

and

4

5

(.;

7

8

9

10

11

12

13

14

15

16 fiduciary, knowing such act or omission is a breach;

17

18

1.9

20

21

22

"2

(2) no person who is otherwise a fiduciary shall

be liable under this part for any loss, or by reason of

any breach, which results from such participant's or

beneficiary's exercise of control.

LIABILITY FOR BREACH BY CO-FIDUCIARY

SEC. 205. (a) In addition to any liability which he

may have under any other provision of this part, a fiduciary

with respect to a plan shall be liable for a breach of fiduciary

responsibility of another fiduciary with respect to the same

plan in the following circumstances

(1) if he participates knowingly in, or knowingly

undertakes to conceal, an act or omission of such other

(2) if, by his failure to comply with section 204 (a)

in the administration of his specific responsibilities which

give rise to his status as a fiduciary, he has enabled

such other fiduciary to commit a breach; or

(3) if he has knowledge of a breach by such

other fiduciary, unless he makes reasonable efforts under

the circumstances to remedy the breach.

(b) (1) Except as otherwise provided in subsection (d)



58

56

1 and in section 203 (a) (1) and (2) , if the assets of a plan

2 are held by two or more trustees-

3 (A) each shall use reasonable care to prevent a

4 co-trustee from committing a breach; and

5 (B) they shall jointly manage and control the assets

6 of the plan, except that nothing in this subparagraph

7 shall preclude any agreement, authorized by the

8 trust instrument, allocating specific responsibilities, obli-

9 gations, or duties among trustees, in which event a

10 trustee to whom certain responsibilities, obligations, or

11 duties have not been allocated shall not be liable by

12 reason of this paragraph either individually or as a

13 trustee for any loss resulting to the plan arising from

14 the acts or omissions on the part of another trustee to

15 whom such responsibilities, obligations, or duties have

16 been allocated.

17 (2) Nothing in this subsection shall limit any liability

18

19

20

21

22

23

24

25

that a fiduciary may have under subsection (a) or any

other provision of this part.

(3) (A) In the case of a plan the assets of which are

held in more than one trust, a trustee shall not •be liable

under paragraph (1) except with respect to an act or

omission of a trustee of a trust of which he is a trustee.

(B) No trustee shall be liable under this subsection for

following instructions referred to in section 203 (a) (1) .

•
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1 (c) (1) The instrument or instruments under which a

2 plan is maintained may expressly provide for procedures

3 (A) for allocating fiduciary responsibilities (other than

4 trustee responsibilities) among named fiduciaries, and (B)

5 for named fiduciaries to designate persons other than named

6 fiduciaries to carry out fiduciary responsibilities (other than

7 trustee responsibilities) under the plan.

8 (2) If a plan expressly provides for a procedure de-

9 scribed in paragraph (1) , and pursuant to such procedure

10 any fiduciary responsibility of a named fiduciary is allocated

11 to any person, or a person is designated to carry out any such

12 responsibility, then such named fiduciary shall not be liable

13 for an act or omission of such person in carrying out such

14 responsibility except to the extent that-

15

16

17

18

19

20

21

22

23

24

2;5

( A )

(a) —

tion,

the named fiduciary violated section 204

(i) with respect to such allocation or designa-

(ii) with respect to the establishment or im-

plementation of the procedure under paragraph

(1) , or

(iii) in continuing the allocation or designa-

tion; or

(B) the named fiduciary would otherwise be liable

in accordance with subsection (a)..
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1 (3) For purposes of this subsection, the term "trustee

2 responsibility" means any responsibility provided in the

plan's trust instrument (if any) to manage or control the

4 assets of the plan, other than a power under the trust in-

5 strument of a named fiduciary to appoint an investment

6 manager in accordance with section 202 (c) (3) .

7 (d) (1) If an investment manager or managers have

been appointed under section 202 (c) (3) , then, notwith-

9 standing subsections (a) (2) and (3) and subsection (b) ,

10 no trustee shall be liable for the acts or omissions of such

11 investment manager or managers, or be under an obligation

12 to invest or otherwise manage any asset of the plan which

13 is subject to the management of such investment manager.

14 (2) Nothing in this subsection shall relieve any trustee

15 of any liability under this part for any act of such trustee.

16 (e) As used in subsection (a) (3) the term "know!-

17 edge" means knowledge actually learned or communicated,

18 or knowledge which, in the normal course of business, should

19 have been learned or communicated.

20 PROHiBITED TRANSACTIONS

21 SEC. 206. (a) Except as provided in section 208, a

22 fiduciary with respect to a plan shall not cause the plan to

23 engage in a transaction if he knows or should know that such

24 transaction constitutes a direct or indirect-

25 (1) sale or exchange, or leasing, of any property
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1 from the plan to a party in interest for less than adequate

2 consideration, or from a party in interest to a plan for

3 more than adequate consideration;

4 (2) lending of money or other extension of credit

5 from the plan to a party in interest without the receipt of

6 adequate security and a reasonable rate of interest, or

7 from a party in interest to a plan with the provision of

8 excessive security or an unreasonably high rate of inter-

9 est ;

10 (3) furnishing of goods, services, or facilities from

11 the plan to a party in interest for less than adequate con-

12 sideration, or from a party in interest to a plan for more

13 than adequate consideration;

14 (4) transfer to, or use by or for the benefit of, a

15 party in interest of any assets of the plan for less than

16 adequate consideration;

17 (5) acquisition, on behalf of the plan, of any em-

18 ployer security, employer real property, or employer

19 loan, in violation of section 207 (a) .

20 (b) A fiduciary with respect to a plan shall not-

21 ( 1 ) deal with the assets of the plan in his own

22 interest or for his own account,

23 (2) in his individual or in any other capacity act

in any transaction involving the plan on behalf of a

25 party (or represent a party) whose interests are ad-
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1 verse to the interests of the plan or the interests of it

2 participants or beneficiaries, or

3 (3) receive any consideration for his own personal

4 account from any party dealing with such plan in con-

5 nection with a transaction involving the assets of the

6 plan.

7 10 PERCENT LIMITATION WITH RESPECT TO ACQUISITION

8 OF EMPLOYER SECURITIES, OTTIER EMPLOYER OBLI-

9 GATIONS, AND EMPLOYER REAL PROPERTY BY CERTAIN

10 PLANS

11 SEC. 207. (a) (1) Except as otherwise provided in this

12 section and section 214-

13 (A) a plan may not acquire-

14 (i) any employer security which is not a quali-

15 fying employer security,

16 (ii) any employer real property which is not

17 qualifying employer real property, or

18 (iii) any employer loan (including any other

19 extension of credit) which is not a qualifying em-

20 ployer loan, and

21 (B) a plan may not acquire any qualifying em-

22 ployer security, qualifying employer real property, or

23 qualifying employer loan, if immediately after such

24 acquisition the aggregate fair market value of employer

25 securities, employer real property, and employer loans
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held by the plan exceeds 10 percent of the fair market

2 value of the assets of the plan.

(2) Notwithstanding paragraph (1) (B) , a plan may

4 acquire qualifying employer securities, qualifying employer

5 real property, and qualifying employer loans if such acquisi-

G tions are made pursuant to a binding contractual obligation

7 made prior to the date of the enactment of this Act.

(h) For purposes of this section-

9 (1) The term "employer security" means a secu-

10 rity issued by an employer of employees covered by the

11 plan, or by an affiliate of such employer.

12 (2) The term "qualifying employer security"

13 means an employer security which is stock or a market-
14 able obligation (as defined in subsection (c) ) .
15 (3) The term "employer real property" means real
16 property (and related personal property) which is leased
17 to an employer of employees covered by the plan, or to
18 an affiliate of such employer. For purposes of determin-
19 ing the time at which a plan acquires employer real
20 property for purposes of this section, such property shall
21 be deemed to be acquired by the plan on the date on
22 which the plan acquires the property or on the date on
23 which the lease to the employer (or affiliate) is entered
24 into, whichever is later.
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(4) The term "qualifying employer real property"

2 means parcels of employer real property—

(A) if each parcel of real property and the

4 improvements thereon are suitable (or adaptable

5 without excessive cost) for more than one use; and

6 (B) if the acquisition of such property complies

with the provisions of this part (other than section

8 204 (a) (2) to the extent it requires diversification,

9 section 204 (a) (3) , section 206, and subsection (a)

10 of this section) .

11 (5) The term "employer loan" means a loan or

12 other extension of credit, not otherwise described in

13 paragraph (1) , issued or otherwise entered into by an

14 employer of employees covered by the plan, or by an

15 affiliate of such employer. An employer's failure to make

16 contributions when due, unless evidenced by a promis-

17 sory note, shall not be deemed to be a loan or other

18 extension of credit.

19 (6) The term "qualifying employer loan" means

20 an employer loan which bears a reasonable rate of

21 interest and is fully secured by marketable securities, or

22 such other employer loan as defined under regulations

23 issued by the Administration.

24 (7) The term "affiliate", when used in conjunction

25 with an employer, means the government of a State or
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1 political subdivision thereof, or any agency or instrumen-

2 tality of such a State or political subdivision, located in

3 the same State as such employer.

4 (c) For purposes of subsection (b) (2) , the terms

5 "marketable obligation" and "obligation" mean a bond,

6 debenture, note, or certificate, or other evidence of indebted-

7 ness if—

s (1) the obligation is acquired-

9 (A) on the market, either (i) at the price of

10 the obligation prevailing on a national securities ex-

11 change which is registered under section 6 of the

12 Securities Exchange Act of 1934, or (ii) if the obli-

13 gation is not traded on such a national securities

14 exchange, at a price not less favorable to the plan

15 than the offering price for the obligation as estab-

16 lished by current bid and asked prices quoted by

17 persons independent of the issuer;

18 (B) from an underwriter, at a price (i) not

19

20

21

22

23

24

25

in excess of the public offering price for the obli-

gation as set forth in a prospectus or offering cir-

cular, and (ii) at which a substantial portion of

the same issue is acquired by persons independent

of the issuer; or

(C) directly from the issuer, at a price not less

favorable to the plan than the price paid currently
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for a substantial portion of the same issue by per-

2 sons independent of the issuer; and

3 (2) immediately following acquisition of such

4 obligation-

5 (A) not more than 25 percent of the aggre-

6 gate amount of obligations issued in such issue and

7 outstanding at the time of acquisition is held by

8 the plan, and

9 (B) at least 50 percent of the aggregate

10 amount referred to in subparagraph (A) is held

11 by persons independent of the issuer.

12 EXEMPTIONS FROM PROHIBITED TRANSACTIONS

13 SEC. 208. Nothing in section 206 shall be construed to

14 prohibit any fiduciary from-

15 (1) receiving any benefit to which he may be en-

16 titled as a participant or beneficiary in the plan, or

17 paying any benefit to any participant or beneficiary, so

18 long as the benefit is computed and paid on a basis which

19 is consistent with the terms of the plan as generally

20 applied to all participants and beneficiaries;

21 (2) receiving any reasonable compensation for serv-

22 ices rendered, or for the reimbursement of expenses

23 properly and actually incurred, in the performance of

24 his duties with the plan; or

25 (3) serving as a fiduciary in addition to being an
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officer, employee, agent, or other representative of a

party in interest.

LIABILITY FOR BREACH OF FIDUCIARY DUTY

SEC. 209. (a) Except as provided in subsection (c) ,

any person who is a fiduciary with respect to a plan who

breaches any of the responsibilities, obligations, or duties
imposed upon fiduciaries or co-fiduciaries by this Act shall
be personally liable to make good to such plan any losses
to the plan resulting from each such breach, and to restore
to such plan any profits of such fiduciary which have been
made through use of assets of the plan by the fiduciary, and
shall be subject to such equitable or remedial relief as the
court may deem appropriate, including removal of such
fiduciary. A fiduciary may also be removed for a violation
of section 211 of this Act.

(b) No fiduciary shall be liable with respect to a breach
of fiduciary or co-fiduciary duty under this Act if such breach
was committed before he became a fiduciary or after he
ceased to be a fiduciary.

(c) (1) Except as provided in paragraph (2) , any
fiduciary with respect to a plan who is an individual and—

(A) is an employee of or serves as an official of an
employer any of whose employees are covered by such
plan, or
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(B) is employed by or serves as an official of an

2 affiliate of such an employer .(within the meaning of

3 section 207 (b) (7) ) ,

4 shall not be personally liable to make good to such plan

5 any losses to the plan resulting from such individual fiduci-

6 ary's breach or breaches of any of the responsibilities, obli-

7 gations, or duties imposed upon fiduciaries or co-fiduciaries by

8 this Act, except to the extent that such losses would be re-

9 coverable under insurance or bonding described in sections

10 210 and 212, respectively, in the absence of this subsection.

11 (2) Paragraph (1) shall not apply to a fiduciary who

12 is convicted in a criminal proceeding of a violation which

13 is an element of the breach or breaches referred to in para-

14 graph (1) .

15 (3) For purposes of paragraph (2) , a person shall be

16 deemed to have been convicted from the date of the judg-

17 of the trial court or the date of final sustaining of such

18 judgment on appeal, whichever is the later event.

19 (d) (1) In the case of any loss to a plan for which any

20 individual fiduciary would be liable but for the provisions

21 of subsection (c) (1) , the employer of the employee, the

22 employer for which such individual serves as an official, or

23 the affiliate for which such individual is employed or serves

24 as an official, shall be liable to the plan for such loss.

a.
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1 (2) Nothing in this section shall prevent the recovery

2 by an employer or an affiliate of an employer from an

3 employee or official of amounts for which the employer or

4 affiliate is liable under paragraph (1) .

5 EXCULPATORY PROVISIONS; INSURANCE

• 6 SEC. 210. (a) Except as provided in sections 205 (b) ,

7 205 (d) , and 209 (c) , any provision in an agreement or

8 instrument which purports to relieve a fiduciary from

9 responsibility or liability for any responsibility, obligation,

10 or duty under this part shall be void as against public policy.

11 (b) Nothing in this section shall preclude-

12 (1) a plan from purchasing insurance for its fiduci-

13 aries or for itself to cover liability or losses occurring by

14 reason of the act or omission of a fiduciary, if such in-

15 surance permits recourse by the insurer against the

16 fiduciary in the case of a breach of a fiduciary obligation

17 by such fiduciary;

18 (2) a fiduciary from purchasing insurance to cover

19 liability under this part from and for his own account;

20 or

21 (3) an employer or an employee organization from

22 purchasing insurance to cover potential liability of one or

23 more persons or otherwise indemnify such persons who

24 serve in a fiduciary capacity with regard to a plan.
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:1 PROHIBITION AGAINST CERTAIN PERSONS HOLDING

2 CERTAIN POSITIONS

3 SEC. 211. (a) No person who has been convicted of,

4 or has been imprisoned as a result of his conviction of,

5 robbery, bribery, extortion, embezzlement, fraud, grand

6 larceny, burglary, arson, a felony violation of Federal or

7 State law involving substances defined in section 102 (6) of

8 the Comprehensive Drug Abuse Prevention and Control

9 Act of 1970, murder, rape, kidnaping, perjury, assault with

10 intent to kill, any crime described in section 9 (a) (1) of

11 the Investment Company Act of 1940 (15 U.S.C. 80a-9

12 (a) (1) ) , a violation of any provision of this Act or the

13 Employee Retirement Income Security Act of 1974, a viola-

14 tion of section 302 of the Labor-Management Relations Act

15 of 1947 (29 U.S.C. 186) , a violation of chapter 63 of title

16 18, United States Code, a violation of section 874, 1027,

17 1503, 1505, 1506, 1510, 1951, or 1954 of title 18, United

18 States Code, a violation of the Labor-Management Reporting

19 and Disclosure Act of 1959 (29 U.S.C. 401) , or conspiracy

20 to commit any such crimes or attempt to commit any such

21 crimes, or a crime in which any of the foregoing crimes

22 is an element, shall serve or be permitted to serve as an

23 administrator, fiduciary, officer, trustee, custodian, counsel,

24 agent, or consultant, with any plan during or for five years
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1 after such conviction or after the end of such imprisonment,

2 whichever is the later, unless prior to the end of such five-

3 year period, in the case of a person so convicted or im-

4 prisoned, (A) his citizenship rights, having been revoked as

5 a result of such conviction, have been fully restored, or (B)

6 the Board of Parole of the United States Department of

7 Justice determines that such person's service as an admin-

8 istrator, fiduciary, officer, trustee, custodian, counsel, agent,

9 or consultant would not be contrary to the purposes of this

10 Act. Prior to making any such determination the Board shall

11 hold an administrative hearing and shall give notice of such

12 proceeding by certified mail to the State, county, and Fed-

13 eral prosecuting officials in the jurisdiction or jurisdictions in

14 which such person was convicted. The Board's determination

15 in any such proceeding shall be final. No person shall know-

16 ingly permit any other person to serve as an administrator,

17 fiduciary, officer, trustee, custodian, counsel, agent, or con-

18 sultant in violation of this subsection. Notwithstanding the

19 preceding provisions of this subsection, no corporation or

20 partnership will be precluded from acting as an administrator,

21 fiduciary, officer, trustee, custodian, counsel, agent, or con-

22 sultant, of any plan without a notice, hearing, and deter-

23 mination by such Board of Parole that such service would

24 be inconsistent with the intention of this section.
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1 (b) Any person who intentionally violates this section

2 shall be fined not more than $10,000 or imprisoned for not

2 more than one year, or both.

4 (c) For the purposes of this section:

5 (1) A person shall be deemed to have been "con-

6 victed" and under the disability of "conviction" from

7 the date of the judgment of the trial court or the date of

8 the final sustaining of such judgment on appeal, which-

9 ever is the later event.

10 (2) The term "consultant" means any person

11 who, for compensation, advises or represents a plan or

12 who provides other assistance to such plan, concerning

13 the establishment or operation of such plan.

14 (3) A period of parole shall not be considered as

15 part of a period of imprisonment.

16 (d) Notwithstanding any provision of this section, no

17 elected official shall be precluded from acting as a fiduciary by

18 reason of official duties because of any conviction described in

19 subsection (a) .

20

21

22

23

24

BONDING

SEQ. 212. (a) Every fiduciary of a plan and every per-

son who handles funds or other property of such a plan

(hereinafter in this section referred to as "plan official") shall

be bonded as provided in this section; except that—
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(1) where such plan is one under which the only

assets from which benefits are paid are the general assets

of a union or of an employer, the administrator, officers,

and employees of such plan shall be exempt from the

bonding requirements of this section, and

(2) no bond shall be required of a. fiduciary (or of

any director, officer, or employee of such fiduciary) if

such fiduciary—

(A) is a corporation organized and doing busi-

ness under the laws of the United States or of any

State;

(B) is authorized under such laws to exercise

trust powers or to conduct an insurance business;

(C) is subject to supervision or examination by

Federal or State authority; and

(D) has at all times a combined capital and

surplus in excess of such a minimum amount as may

be established by regulations issued by the Adminis-

tration, which amount shall be at least $1,000,000.

Paragraph (2) shall apply to a bank or other finan-

cial institution which is authorized to exercise trust

powers and the deposits of which are not insured by

the Federal Deposit Insurance Corporation, only if

such bank or institution meets bonding or similar re-
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1 quirements under State law which the Administra-

2 tion determines are at least equivalent to those

3 imposed on banks by Federal law.

4 The amount of such bond shall be fixed at the beginning of

5 each fiscal year of the plan. Such amount shall be not less

6 than 10 per centum of the amount of funds handled. In no

7 case shall such bond be less than $1,000 nor more than

8 $500,000, except that the Administration, after due notice

9 and opportunity for hearing to all interested parties, and

10 after consideration of the record, may prescribe an amount

11 in excess of $500,000, which in no event may exceed 10

12 percent of the funds handled. For purposes of fixing the

13 amount of such bond, the amount of funds handled shall be

14 determined by the funds handled by the person, group, or

15 class to be covered by such bond and by their predecessor

16 or predecessors, if any, during the preceding reporting year,

17 or if the plan has no preceding reporting year, the amount

18 of funds to be handled during the current reporting year by

19 such person, group, or class, estimated as provided in

20 regulations of the Administration. Such bond shall provide

21 protection to the plan against loss by reason of acts of

22 fraud or dishonesty on the part of the plan official, directly

23 or through connivance with others. Any bond shall have

24 as surety thereon a corporate surety company which is an •



75

73

1 acceptable surety on Federal bonds under authority granted

2 by the Secretary of the Treasury pursuant to sections 6

3 through 13 of title 6, -United States Code. Any bond shall

4 be in a form or of a type approved by the Administration,

5 including individual bonds or schedule or blanket forms of

6 bonds which cover a group or class.

7 (b) It shall be unlawful for any plan official to whom

s subsection (a) applies, to receive, handle, disburse, or other-

9 wise exercise custody or control of any of the funds or other

10 property of any plan, without being bonded as required by

11 subsection (a) and it shall be unlawful for any plan official

12 of such plan, or any other person having authority to direct

13 the performance of such functions, to permit such functions,

14 or any of them, to be performed by any plan official, with

15 respect to whom the requirements of subsection (a) have

16 not been met.

17 (c) It shall be unlawful for any person to procure any

18 bond required by subsection (a) from any surety or other

19 company or through any agent or broker in whose business

20 operations such plan or any party in interest in such plan

21 has any control or significant financial interest, direct or

22 indirect. Notwithstanding the preceding sentence, no em-

23 ployer shall be precluded from procuring the bond required

24 by subsection (a) from a surety, company, or other entity,
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1 or through an agent or broker in which such employer may

2 have control or significant financial interest, direct or

3 indirect.

4 (d) The Administration shall prescribe such regulations

5 as may be necessary to carry out the provisions of this sec-

6 tion including exempting a plan from the requirements of

7 this section where it finds that (1) other bonding arrange-

8 ments would be adequate to protect the interests of the

9 beneficiaries and participants, or (2) the employer or an

10 affiliate of such employer (within the meaning of section

11 207(b) (7) )-

12 (A) is obligated to provide protection to the plan

13 against loss by reason of acts of fraud or dishonesty on

14 the part of plan officials, and

15 (B) demonstrates reasonable assurance to the Ad-

16 ministration of fulfilling such obligation.

17 When, in the opinion of the Administration, the administra-

18 tor of a plan offers adequate evidence of the financial respon-

19 sibility of the plan, or that other bonding arrangements would

20 provide adequate protection for the beneficiaries and partici-

21 pants, it may modify or exempt such plan from some or all of

22 the requirements of this section.

23 LIMITATION ON ACTIONS

24 SEC. 213. No action may be commenced under this

25
Act with respect to a fiduciary's breach of any responsibility,



77

75

duty, or obligation under this part, or with respect to a vio-

2 lation of this part, after the earlier of-

3 ( 1 ) six years after (A) the date of the last action
4 which constituted a part of the breach or violation, or

5 (B) in the case of an omission, the latest date on which

6 the fiduciary could have cured the breach or violation,

7 or

(2) three years after the earliest date (A) on

9 which the plaintiff had actual knowledge of the breach

10 or violation, or (B) on which a report from which he

11 could reasonably be expected to have obtained knowl-

12 edge of such breach or violation was filed with the
13 Administration under this Act;

14 except that in the case of fraud or concealment, such action
15 may be commenced not later than six years after the date of
16 discovery of such breach or violation.

17 LIMITATION ON FIDUCIARY DUTIES OF

18 GOVERNMENT OFFICIALS

19 SEC. 214. Notwithstanding any other provision of this
20 Act, no Government official shall be a fiduciary or co-fiduciary
21 with respect to actions taken in his official capacity regard-
22 ing the establishment of plan provisions relating to benefits
23 (including, but not limited to eligibility, benefit levels, and

24 the form and method of payment of benefits) , or the estab-

25 lishment of funding levels for benefits or administrative costs

37-684 0 - 79 - 6
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or the providing of funds to pay such benefits or meet such

costs.

PART 3—ADMINISTRATION AND ENFORCEMENT

CRIMINAL PENALTIES

SEC. 301. (a) Any person who willfully violates any

provision of part 1 or section 212 of this Act, or any regula-

tion or order issued under any such provision, shall upon

conviction be fined not more than $5,000 or imprisoned not

more than one year, or both; except that in the case of

such violation by a person not an individual, the fine imposed

upon such person shall be a fine not exceeding $100,000.

(b) (1) Section 664 of title 18, United States Code, is

amended by striking out the period at the end thereof and

inserting in lieu thereof ", and any employee pension benefit

plan subject to any provision of the Public Employee Retire-

ment Income Security Act of 1978.".

(2) (A) Section 1027 of such title 18 is amended—

(i) by inserting "or by the Public Employee Re-

tirement Income Security Act of 1978" after "(as

amended from time to time) "; and

(ii) by inserting "or Act" after "such title" each

place it appears.

(B) The heading for such section 1027 is amended to

read as follows:
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1 "§ 1027. False statements and concealment of facts in

2 relation to documents required by the Employee

3 Retirement Income Security Act of 1974 or by

4 the Public Employee Retirement Income Secu-

5 rity Act of 1978".

6 (C) The item relating to section 1027 in the table of

7 sections for chapter 47 of such title 18 is amended to read

as follows:

"1027. False statements and concealment of facts in relation to documents
required by the Employee Retirement Income Security Act of
1974 or by the Public Employee Retirement Income Security Act
of 1978.".

9 (3) Section 1954 of such title 18 is amended-

10 (A) by inserting "or to any provision of the Public

11 Employee Retirement Income Security Act of 1978"

12 after "Employee Retirement Income Security Act of

13 1974"; and

14 (B) by striking out all that follows " (b) " and in-

15 serting in lieu thereof "'employee organization' and 'ad-

16 ministrator' mean an employee organization and an

17 administrator as defined in sections 3 (4) and 3 (16) ,

18 respectively, of the Employee Retirement Income

19 Security Act of 1974, or in sections 3 (2) and 3 (12) ,

20 respectively of the Public Employee Retirement Income

21 Security Act of 1978.".
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1 CIVIL ENFORCEMENT

2 SEC. 302. (a) A civil action may be brought-

3 (1) by a participant or beneficiary-

4 (A) for the relief provided for in subsection

5 (b) of this section, or

6 (B) to recover benefits due to him under the

7 terms of his plan, to enforce his rights under the

8 terms of the plan, or to clarify his rights to future

9 benefits under the terms of the plan;

10 (2) by the Administration, or by a participant,

11 beneficiary or fiduciary for appropriate relief under sec-

12 tion 209;

13 (3) by a participant, beneficiary, or fiduciary (A)

14 to enjoin any act or practice which violates any provi-

15 sion of this Act or the terms of the plan, or (B) to

16 obtain other appropriate equitable relief (i) to redress

17 such violations or (ii) to enforce any provisions of this

18 Act or the terms of the plan;

19 (4) by the Administration (A) to enjoin any act

20 or practice which violates any provision of this Act,

21 (B) to obtain other appropriate equitable relief (i) to

22 redress such violation or (ii) to enforce any provision

23 of this Act, or (C) to collect any civil penalty under

24 subsection (j) .

25 (b) Any administrator who fails or refuses to comply
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ii with a request for any information which such administrator

2 is required by this Act to furnish to a participant or bene-

3 ficiary (unless such failure or refusal results from matters

4 reasonably beyond the control of the administrator) by mail-

5 ing the material requested to the last known address of the

requesting participant or beneficiary within 30 days after

7 such request may in the court's discretion be personally

S liable, in accordance with section 209, to such participant

9 or beneficiary in the amount of up to $100 a day from the

10 date of such failure or refusal, and the court may in its dis-

11 cretion order such other relief as it deems proper.

12 (c) ( 1) A plan may sue or be sued under this Act as

13 an entity. Service of summons, subpoena, or other legal proc-

14 ess of a court upon a trustee or an administrator of a plan in

15 his capacity as such shall constitute service upon the plan. In

16 a case where a plan has not designated in the summary plan

17 description of the plan an individual as agent for the service

18 of legal process, service upon the Administration shall con-

19 stitute such service. The Administration, not later than 15

20 days after receipt of service under the preceding sentence,

21 shall notify the administrator or any trustee of the plan

22 of receipt of such service.

23 (2) Any money judgment under this Act against a

24 plan shall be enforceable only against the plan as an entity

25 and shall not be enforceable against any other person unless
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1 liability against such person is established in his individual

2 capacity under this Act.

3 (d) (1) Except for actions under subsection (a) (1)

4 (B) of this section, the district courts of the United States

5 shall have exclusive jurisdiction of civil actions under this

6 Act brought by the Administration or by a participant,

7 beneficiary, or fiduciary. State courts of competent jurisdic-

tion and district courts of the United States shall have

9 concurrent jurisdiction of actions under subsection (a) (1)

10 (B) of this section.

11 (2) Notwithstanding section 94 of the National Bank-

12 ing Act (12 U.S.C. 94), where an action under this Act

13 is brought in a district court of the United States, it may be

14 brought in any district in the State where the plan is ad-

15 ministered, where the breach took place, or where a de-

16 fendant resides or may be found, and process may be served

17 in any other district where a defendant resides or may be

18 found.

19 (e) The district courts of the United States shall have

20 jurisdiction without respect to the amount in controversy

21 or the citizenship of the parties, to grant the relief provided

22 for in subsection (a) of this section in any action.

23 (f) In any action under this Act by a participant, bene-

24 ficiary, or fiduciary, the court in its discretion may allow a

25 reasonable attorney's fee and costs of action to either party.
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1 (g) A copy of the complaint in any action under this

2 Act by a participant, beneficiary, or fiduciary (other than

3 an action brought by one or more participants or beneficiaries

4 under subsection (a) (1) (B) which is solely for the purpose

5 of recovering benefits due such participants under the terms

6 of the plan) shall be served upon the Administration by certi-

fied mail. The Administration shall have the right in its

8 discretion to intervene in any such action.

9 (h) Suits by an administrator, fiduciary, participant, or

10 beneficiary of a plan to review a final order of the Admin-

istration, to restrain the Administration from taking any

12 action contrary to the provisions of this Act, or to compel

13 the Administration to take action required under this Act,

14 may be brought in any district court of the United States

15 in the State where the plan has its principal office, or in

16 the United States District Court for the District of Columbia.

17 (i) In all civil actions under this Act, attorneys ap-

18 pointed by the Administration may represent the Adminis-

19 tration (except as provided in section 518 (a) of title 28,

20 United States Code) .

21 (j) In the case of a transaction prohibited by section

22 206 by a party in interest with respect to a plan, the

23 Administration may assess a civil penalty against such

24 party in interest. The amount of such penalty may not ex-

25 ceed 5 percent of the amount involved, except that if the
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1 transaction is not corrected (in such manner and within

2 such correction period as the Administration shall

3 prescribe by regulation) , such penalty may be in an amount

4 not more than 100 percent of the amount involved. For

5 purposes of this subsection-

6 (1) the term "amount involved" means, with re-

7 spect to a prohibited transaction, the greater of the

8 amount of money and the fair market value of the other

9 property given or the amount of money and the fair

10 market value of the other property received; except that,

11 in the case of services described in section 206 (a) (3) ,

12 the amount involved shall he only the excess compen-

13 sation.

14 (2) in the case of the initial 5 percent penalty, the

15 fair market value shall be determined as of the date on

16 which the prohibited transaction occurs;

17 (3) in the case of the 100 percent penalty, the fair

18 market value shall be the highest fair market value dur-

19 ing the correction period; and

20 (4) the term "correct" means, with respect to a

21 prohibited transaction, undoing the transaction to the

22 extent possible, but in any case placing the plan in a

23 financial position not worse than that in which it would

24 be if the party in interest were acting in accordance with

25 the fiduciary standards described in part 2 of this subtitle.
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1 CLAIMS PROCEDURE

2 SEC. 303. In accordance with regulations of the Ad-

3 ministration, every plan shall-

4 (1) provide adequate notice in writing to any par-

5 ticipant or beneficiary whose claim for benefits under

6 the plan has been denied, setting forth the specific

7 reasons for such denial, written in a manner calculated

8 to be understood by the participant, and

9 (2) afford a reasonable opportunity to any partici-

10 pant whose claim for benefits has been denied for a full

11 and fair review by the appropriate named fiduciary of

12 the decision denying the claim.

13 INVESTIGATIVE AUTHORITY

14 SEC. 304. (a) The Administration shall have the power,

15 in order to determine whether any person has violated or

16 is about to violate any provision of this Act or any regulation

17 or order thereunder-

18 (1) to make an investigation, and in connection

19 therewith to require the submission of reports, books,

20 and records, and the filing of data in support of any

21 information required to be filed with the Administration

22 under this Act, and

23 (2) to enter such places, inspect such books and

24. records and question such persons as it may deem neces-

25 sary to enable it to determine the facts relative to
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1 such investigation, if it has reasonable cause to be-

2 lieve there may exist a violation of this Act, or any

3 rule or regulation issued thereunder or if the entry is

4 pursuant to an agreement with the plan.

5 The Administration may make available to any person

6 actually affected by any matter which is the subject of an

7 investigation under this section, and to any department

8 or agency of the United States, information concerning any

9 matter which may be the subject of such investigation.

10 (b) The Administration may not under the authority

11 of this section require any plan to submit to the Adminis-

12 tration any books or records of the plan more than once

13 in any 12-month period, unless the Administration has

14 reasonable cause to believe there may exist a violation

15 of this Act or any regulation or order thereunder.

16 (c) For the purposes of any investigation provided for

17 in this Act, the provisions of sections 9 and 10 (relating to

18 the attendance of witnesses and the production of books,

19 records, and documents) of the Federal Trade Commission

20 Act (15 U.S.C. 49, 50) are hereby made applicable ( with-

21 out regard to any limitation in such sections respecting

22 persons, partnerships, banks, or common carriers) to the

23 jurisdiction, powers, and duties of the Administration or any

24 officers designated by it. To the extent it considers appro-

25 priate, •the Administration may delegate its investigative
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1 functions under this section with respect to insured banks

2 acting as fiduciaries of plans to the appropriate Federal

3 banking agency (as defined in section 3 (q) of the Federal

4 Deposit Insurance Act (12 U.S.C. 1813 (q) ) ).

5 REGULATIONS

6 SEC. 305. The Administration may prescribe such regu-

7 lations as it finds necessary or appropriate to carry out the

8 provisions of this Act. Among other things, such regula-

9 tions may define accounting, technical and trade terms used

10 in such provisions; may prescribe forms (subject to section

11 110) ; and may provide for the keeping of books and rec-

12 ords, and for the inspection of such books and records (sub-

13 ject to section 304 (a) and (b) ) .

14 COOPERATION WITH STATES

15 SEC. 306. In order to avoid unnecessary expense among

16 Federal, State, and local government agencies, the Admin-

17 istration shall cooperate with State and local governments

18 in the exchange of information and data on plans and shall

19 make such arrangements as may be necessary to provide

20 State and local governments with information and data re-

21 quested by them at the lowest possible cost.

22 ADMINISTRATION

23 SEC. 307. (a) Subchapter II of chapter 5, and chapter

24 7, of title 5, United States Code (relating to administrative

25 procedure) , shall be applicable to this Act.
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1 (b) No employee of the Administration shall adminis-

2 ter or enforce this Act with respect to any employee benefit

3 plan under which he is a participant or beneficiary, any em-

4 ployee organization of which he is a member, or any em-

5 ployer organization in which he has an interest.

6 AUTHORIZATIONS

7 SEC. 308. There are hereby authorized to be appro-

8 priated such sums as may be necessary to enable the Ad-

9 ministration to carry out its functions and duties under this

10 Act.

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

SEPARABILITY PROVISIONS

SEC. 309. If any provision of this Act, or the applica-

tion of such provision to any person or circumstances, shall

be held invalid, the remainder of this Act, or the application

of such provision to persons or circumstances other than those

as to which it is held invalid, shall not be affected thereby.

INTERFERENCE WITH RIGHTS PROTECTED UNDER ACT

SEC. 310. It shall be unlawful for any person to dis-

charge, fine, suspend, expel, discipline, or discriminate against

a participant or beneficiary for exercising any right to which

he is entitled under the provisions of a plan, this Act, or for

the purpose of interfering with the attainment of any right to

which such participant may become entitled under the plan

or this Act. It shall be unlawful for any person to discharge,

fine, suspend, expel, or discriminate against any person
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i. because he has given information or has testified or is about

2 to testify in any inquiry or proceeding relating to this Act.

3 The provisions of section 302 shall be applicable in the

4 enforcement of this section.

5 COERCIVE INTERFERENCE

6 SEC. 311. It shall be unlawful for any person through

7 the use of fraud, force, violence, or threat of the use of force

8 or violence, to restrain, coerce, intimidate, or attempt to

9 restrain, coerce, or intimidate any participant or beneficiary

10 for the purpose of interfering with or preventing the exercise

11 of any right to which he is or may become entitled under the

12 plan or this Act. Any person who willfully violates this sec-

tion shall be fined $10,000 or imprisoned for not more than

14 one year, or both.

15 TRANSMITTAL OF INFORMATION; DUTIES OF SECRETARY

16 OF HEALTH, EDUCATION, AND WELFARE

17 SEC. 312. (a) The Administration shall transmit to the

18 Secretary of Health, Education, and Welfare copies of the

19 information contained in the annual report pursuant to section

20 103 (g) , and such other information insofar as it relates

21 to the information described in section 103 (g) .

22 (b) The Administration, after consultation with the

23 Secretary of Health, Education, and Welfare, may prescribe

24 such regulations as may be necessary to carry out the

25 provisions of subsection (a) .
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1 (c) Section 1131 (a) of the Social Security Act is

2 amended to read as follows:

3 "NOTIFICATION OF SOCIAL SECURITY CLAIMANT WITH

4 RESPECT TO DEFERRED VESTED BENEFITS

5 "SEC. 1131. (a) Whenever-

6 "(1) the Secretary makes a finding of fact and a

7 decision as to—

" (A) the entitlement of any individual to

9 monthly benefits under section 202, 223, or 228,

10 "(B) the entitlement of any individual to •a

11 lump-sum death payment payable under section

12 202 (i) on account of the death of any person to

13 whom such individual is related by blood, marriage,

14 or adoption, or

15 "(0) the entitlement under section 226 of any

16 individual to hospital insurance benefits under part

17 A of title XVIII, or

18 "(2) the Secretary is requested to do so-

19 "(A) by any individual with respect to whom

20 the Secretary holds information obtained under sec-

21 tion 6057 of the Internal Revenue Code of 1954, or

22 with respect to whom the Employee Benefit Admin-

23 istration holds information obtained under section

24 312 (a) of the Public Employee Retirement Income

25 Security Act of 1978, or
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"(B) in the case of the death of the individual

referred to in subparagraph (A) , by the individual

who would be entitled to payment under section

204 (d) of this Act,

he shall transmit to the individual referred to in para-

graph (1) or the individual making the request under

paragraph (2) any information, as reported by the plan

administrator or the employer, regarding any deferred

vested benefit transmitted to the Secretary pursuant to

such section 6057 or to such Administration pursuant to

such section 312 (a) with respect to the individual

referred to in paragraph (1) or (2) (A) or the person

on whose wages and self-employment income entitle-

ment (or claim of entitlement) is based.".

ADVISORY COUNCIL ON GOVERNMENTAL PLANS

SEC. 313. (a) (1) There is hereby established an Ad-

visory Council on Governmental Plans (hereinafter in this

section referred to as the "Council") consisting of eleven

members appointed by the President. Not more than six

members of the Council shall be members of the same politi-

cal party. The President shall annually designate one mem-

ber to serve as chairman.

(2) Members shall be persons qualified to appraise the

programs instituted under this Act.

(3) As determined by the President, the members of
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1 the Council shall be representative of the employees, the

2 employers, and the general public having a direct interest

3 in the State government plans and the local government

4 plans covered under this Act.

5 (4) Members shall serve for terms of three years except

6 that of those first appointed, four shall be appointed for terms

7 of one year, four shall be appointed for terms of two years,

and three shall be appointed for terms of three years. A

9 member may be reappointed. A member appointed to fill a

10 vacancy shall be appointed only for the remainder of such

11 term. A majority of members shall constitute a quorum and

12 action shall be taken only by a majority vote of those present

13 and voting. The Council shall meet at least twice each year

14 and at such other times as may be determined by the chair-

15 man or as may be requested by the Administration.

16 (b) It shall be the duty of the Council to advise the

17 Administration with respect to the carrying out of its func-

18 tions under this Act and to submit to the Administration

19 recommendations with respect thereto. The Administration

20 shall actively consider any such recommendations of the

21 Council prior to issuing regulations or otherwise carrying

22 out its functions under this Act. The Administration shall

23 include each recommendation which it has received from

24 the Council during the preceding calendar year in the annu,a1

25 report to the Congress submitted pursuant to section 314.

•

•

•
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(c) The Council may establish voluntary guidelines for

plans with respect to matters, including but not limited to,

funding and vesting, for which requirements are not estab-

lished by this Act. In establishing any such guidelines, the

Council shall seek the advice of individuals and groups

interested in policies applicable to plans, and may hold such

hearings as it deems necessary in seeking such advice.

(d) The Administration shall furnish to the Council an

executive secretary and such professional, secretarial, clerical,

and other services as the Administration deems necessary

for the Council to conduct its business. The Administration

shall call upon other agencies of the Government for statis-

tical data, reports, and other information which the Council

requests in the performance of its duties. The head of any

such agency shall provide any data, report, or other informa-

tion which is so requested.

(e) Members of the Council shall, for each day (includ-

ing traveltime) during which they are attending meetings

or conferences of the Council or otherwise engaged in the

business of the Council, be compensated at a rate fixed

by the Administration which is not in excess of the daily

equivalent of the annual rate of basic pay in effect for grade

08-18 of the General Schedule, and while away from their

homes or regular places of business they may be allowed

37-684 0 - 79 -
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1 travel expenses, including per diem in lieu of subsistence, as

2 authorized by section 5703 of title 5, United States Code.

3 (f) The Federal Advisory Committee Act shall not

4 apply to the Council established by this section.

5 RESEARCH, STUDIES, AND ANNUAL REPORT

6 SEC. 314. (a) (1) The Administration is authorized to

7 undertake research and surveys and in connection therewith

8 to collect, compile, analyze and publish data, information,

9 and statistics relating to plans, and to pension and welfare

10 plans not subject to this Act.

11 (2) The Administration is authorized and directed to

12 undertake research studies relating to plans, including but

13 not limited to (A) the effects of this Act upon the pro-

14 visions and costs of plans, (B) the role of pension plans

15 in meeting the economic security needs of the Nation, and

16 (C) the operation of pension plans including types and

17 levels of benefits, degree of reciprocity or portability, and

18 financial and actuarial characteristics and practices, and meth-

19 ods of encouraging the growth of the pension system.

(3) The Administration may, as it deems appropriate

21 or necessary, undertake other studies relating to plans, the

22 matters regulated by this Act, and the enforcement pro-

23 cedures provided for under this Act.

24 (4) The research, surveys, studies, and publications
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1 referred to in this subsection may be conducted directly, or

2 indirectly through grant or contract arrangements.

3 (b) The Administration shall stibmit annually a report

4 to the Congress covering its administration of this Act for

5 the preceding year, and including (1) an explanation of

6 any actions taken under section 109; (2) the status of

7 cases in enforcement status; (3) recommendations received

8 from the Advisory Council on Governmental Plans during the

preceding year; and (4) such information, data, research

10 findings, studies, and recommendations for further legisla-

11 tion in connection with the matters covered by this Act as

12 it may find advisable.

13 (c) The Administration shall publish not less than

14 annually a report which shall include, but shall not bP

15 limited to, the following:

16 ( 1 ) the number of plans (including an explanation

17

18

19

20

21

22

23

24

of any increase or decrease in the number of plans since

the publication of the previous report) ;

(2) the number of active and non-active partici-

pants of such plans;

(3) the amount of plan assets, income (including,

but not limited to, employee and employer contributions

and investment income) , and expenses (including, but

not limited to, benefit payments) ;
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1 (4) the amount of plan assets by investment

2 category; and

3 (5) an analysis of the actuarial position of defined

4 benefit plans.

5 The information required by this subsection shall be shown

6 by type and size of plan.

EFFECT ON OTHER LAWS

8 SEC. 315. (a) Except as provided in subsection (c) ,

9 the provisions of sections 203, 204, 205, 206, 207, 208,

10 209, and 210 of this Act shall supersede all laws of any State

11 or any political subdivision of a State insofar as such laws

12 may now or hereafter relate to the subject mattet of such

13 sections.

14 (b) Except as provided in subsection (c) , the provi-

15 sions of this Act other than the provisions referred to in sub-

16 section (a) shall supersede all laws of any State or any

17 political subdivision of a State only insofar as such laws

18 (1) may now or hereafter relate to any employee pension

19 benefit plan described in section 4 (a) and not exempt under

20 section 4 (b) , and (2) prevent the application of such

21 provisions.

22 (c) (1) Except as provided in paragraph (2) , nothing

23 in this Act shall be construed to exempt or relieve any per-

m son from any law of any State which regulates insurance,

25 banking, or securities.
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1 (2) Neither a plan described in section 4 (a) , which is

2 not exempt under section 4 (b) , nor any trust established

3 under such a plan, shall be deemed to be an insurance corn-

4 pany or other insurer, bank, trust company, or investment

5 company or to be engaged in the business of insurance or

6 banking for purposes of any law of any State purporting to

7 regulate insurance companies, insurance contracts, banks,

8 trust companies, or investment companies.

9 (d) (1) Any plan and any trust forming a part of a

10 plan which meet the requirements of this Act, as determined

11 by the Administration, shall be deemed to be a qualified

12 plan and a qualified trust, respectively, which meet the

13 requirements of section 401 and of subpart B of part I of

14 subchapter D of chapter 1 of the Internal Revenue Code

15 of 1954. Any determination to disqualify a plan or trust

16 for purposes of the Internal Revenue Code of 1954 shall

17 be made only if, after the application of all other remedies

18 authorized with respect to such requirement by this Act,

19 the plan or trust fails to comply with a requirement of this

20 Act.

21 (2) A plan and a trust forming a part of a plan shall

22 be deemed to be organizations described in sectoin 401 (a)

23 of such Code and exempt from taxation under section 501 (a)

24 of such Code whether or not such plan and trust meet the
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1 requirements of this Act and without regard to section

2 503(a) (1) (B) of such Code.

3 (3) Section 6058 of the Internal Revenue Code of 1954

4 shall not apply to any plan or to any employer covered by

5 a plan.

6 (e) This section shall take effect at the beginning of

7 the second calendar year following the establishment of the

8 Administration, but shall not apply with respect to any

9 cause of action which arose, or any act or omission which

10 occurred, before the beginning of the second calendar year

11 following the establishment of the Administration.

12 EFFECTIVE DATES

13 SEC. 316. (a) Except as provided in subsections (b)

14 and (c) and in sections 101 (a) and 315 (e) , this Act shall

15 take effect at the beginning of the second calendar year

16 following the establishment of the Administration pursuant

17 to section 3001 (a) of the Employee Retirement Income

18 Security Act of 1974.

19 (b) The provisions of this Act authorizing the Adminis-

20 tration to promulgate regulations and the provisions of sec-

21 tion 313 shall take effect on the date of the establishment

22 of the Administration pursuant to section 3001 (a) of the

23 Employee Retirement Income Security Act of 1974.

24 (c) The provisions of sections 307, 308, and 309 shall

25 take effect on the date of the enactment of this Act.
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1 TITLE II—EMPLOYEE BENEFIT

2 ADMINISTRATION

3 ESTABLISHMENT

4 SEC. 1001. (a) Subtitle A of title III of the Employee

5 Retirement Income Security Act of 1974 is amended to

6 read as follows:

7 "Subtitle A—Employee Benefit Administration

8 "ESTABLISHMENT

9 "SEC. 3001. (a) Not later than one year after the date

10 of the enactment of the Employee Benefit Administration

11 Act of 1978, the President shall, by order, establish an

12 Employee Benefit Administration (hereinafter in this sub-

13 title referred to as the 'Administration') . Such Administra-

14 tion shall be independent and may, in the discretion of the

15 President, be within any department or agency of the United

16 States.

17 "(b) (1) (A) There shall be at the head of the Ad-

18 ministration a Board of Directors (hereinafter in this sub-

19 title referred to as the 'Board') which shall consist of-

20 " (i) the special liaison officer for the Secretary of

21 Labor appointed under paragraph (2) ,

22 "(ii) the special liaison officer for the Secretary of

23 the Treasury appointed under paragraph (3) , and

24 "(iii) three additional members appointed by the

25 President, by and with the advice and consent of the
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1 Senate, selected from a list of nominees submitted jointly

2 by the Secretary of Labor and the Secretary of the

3 Treasury.

4 The President shall designate one of the members of the

5 Board to serve as Chairman. All functions and powers of the

6 Administration shall be vested in, and exercised by, the

7 Board.

8 "(B) Members of the Board shall serve for terms of 6

9 years, except the special liaison officer for the Secretary of

10 the Treasury initially appointed under clause (ii) of sub-

11 paragraph (A) shall serve for a term of 3 years, and of the

12 3 members of the Board initially appointed under clause

13 (iii) of subparagraph (A) , one shall serve for a term of 2

14 years, one shall serve for a term of 4 years, and one shall

15 serve for a term of 6 years.

16 "(C) A member of the Board may serve as. a member

17 of the Board after the expiration of his term until a succes-

18 sor has taken office as a member of the Board.

19 "(D) An individual appointed to fill a vacancy occur-

20 ring other than by the expiration of a term of office shall be

21 appointed only for the unexpired term of the member such

22 individual succeeds. •

23 "(E) Not more than 3 members of the Board may be

24 affiliated with the same political party.
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1 "(F) Members of the Board shall receive compensation

2 equivalent to the compensation paid at level III of the

3 Executive Schedule.

4 "(G) All members of the Board shall be reimbursed for

5 travel, subsistence, and other necessary expenses incurred in

6 the performance of their duties as members of the Board.

"(2) There is established within the office of the Secre-

tary of Labor, the position of special liaison officer to the

9 Administration. The special liaison officer shall be appointed

10 by the President, by and with the advice and consent of the

11 Senate, from a list of nominees submitted to the President

12 by the Secretary of Labor. The special liaison officer shall

13 report regularly to the Secretary of Labor on the activities

14 of the Administration.

is "(3) There is established within the office of the Secre-

16 tary of the Treasury the position of special liaison officer to

17 the Administration. The special liaison officer shall be ap-

18 pointed by the President, by and with the advice and consent

19 of the Senate, from a list of nominees submitted to the Presi-

20 dent by the Secretary of the Treasury. The special liaison

21 officer shall report regularly to the Secretary of the Treasury

22 on the activities of the Administration.•

23 "(4) There shall be in the Administration an Executive

21 Director appointed by the Board who shall be the chief ad-



102

100

1 ministrative officer of the Administration and who shall have

2 such functions and authority as may be delegated to him by

3 the Board.

4 "(5) There shall be in the Administration not more than

5 four officers (including the Executive Director, officers trans-

6 ferred under section 3003 (c) , and officers of the Pension

7 Benefit Guaranty Corporation) appointed by the Board

8 without regard to the provisions of title 5 of the United

9 States Code governing appointments in the competitive serv-

10 ice. Such officers shall receive compensation at level IV

11 or level V of the Executive Schedule, as determined by the

12 President.

13 "(c) The Pension Benefit Guaranty Corporation estab-

14 lished within the Department of Labor under section 4002

15 is, effective upon the establishment of the Administration,

16 established within the Administration.

17 "ADMINISTRATIVE PROVISIONS

18 "SEC. 3002. (a) The Board is authorized to prescribe

19 such policies, standards, criteria, procedures, rules, and regu-

90 lations as it may deem to be necessary or appropriate to per-

21 form functions now or hereafter vested in it.

22 "(b) Except as otherwise expressly provided by law,

93 the Board may delegate any of its functions to such officers

24 and employees of the Administration (and to officers or em-
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1 ployees the services of whom are utilized under section 3004

2 (f) ) as it may designate, and may authorize such successive

3 redelegations of such function as it may deem to be necessary

4 or appropriate. The Board may organize the Administration

5 as it may deem to be necessary or appropriate.

6 "(c) The Board shall cause a seal of office to be made

7 for the Administration of such design as it shall approve,

S and judicial notice shall be taken of such seal.

9 "(d) The Board may accept unconditional gifts or

10 donations of money or property, real, personal, or mixed,

11 tangible or intangible.

12 "(e) The Board may enter into and perform contracts,

13 leases, cooperative agreements, or other similar transactions
14 with any public agency or instrumentality or with any per-
15 son, firm, association, corporation, or institution.
16 "(f) The Board may perform such other activities as
17 may be necessary for the effective fulfillment of its adminis-
18 trative duties and functions.

19 " ( g ) The Board may appoint, employ, and fix the

20 compensation of such officers and employees, including at-
21 tomeys and actuaries, as are necessary to perform the

22 functions vested in it, and prescribe their authority and

23 duties,
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1 "TRANSFERS AND CONSOLIDATION

2 "SEC. 3003. (a) Following establishment of the Board

3 under section 3001, the President shall, by order, transfer

4 to and vest in the Board-

5 "(1) the function and duties of the Secretary

6 of Labor under titles I and II of this Act, and under the

7 Welfare and Pension Plans Disclosure Act to the extent

8 that such Act continues to apply as provided in section

9 111(a) (1) of this Act,

10 "(2) such functions and duties of the Secretary

11 of the Treasury under titles I and II of this Act and

12 under the Internal Revenue Code of 1954, relating to

13 employee benefit plans and governmental plans, as the

14 President shall, in such order, designate, and

15 "(3) such other functions and duties of any de-

16 partment or agency of the United States, relating

17 to employee benefit plans and governmental plans, as

18 the President may, in such order, designate.

19 An order under this subsection shall be promulgated, and

20 shall take effect, not later than one year after the date of

21 enactment of the Employee Benefit Administration Act of

22 1978 unless the President determines, and provides in such

23 order, a later effective date with respect to any function or

24 duty the later transfer of which may be reasonably necessary.

25 Such order shall provide for the transfer of all functions and
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1 duties relating to the qualification and disqualification of

2 employee benefit plans and governmental plans subject

3 to the Internal Revenue Code of 1954 and shall provide

4 for the transfer of such other functions and duties under

5 various provisions of the Internal Reveime 'Code of 1954

6 (including, but not limited to, other functions under sections

7 219, 220, 401, 403 through 415, 4971, 4975, 6057, 6058,

8 6059, 6690, 6692, 6693, and 7476) as may be necessary

9 to effectuate the maximum feasible consolidation in the

10 Administration of all administrative and related functions

11 (including enforcement functions) of the Federal Govern-

12 ment respecting employee benefit plans and govern-

13 mental plans and to otherwise carry out the purposes

14 of the Employee Benefit Administration Act of 1978. Such

15 order may provide that certain functions and duties of the

16 Secretary of the Treasury (including, but not limited to,

17 certain functions and duties under sections 219, 220, 402,

18 403, 408, 409, and 6693) which concern employee benefit

19 plans and governmental plans, individual retirement ac-

20 counts, and other similar or related matters, but which are

21 not necessary to effectuate such maximum feasible consolida-

22 tion and otherwise carry out such purposes and which are

23 necessary to the effective administration of the Internal

24 Revenue Code of 1954 shall not be transferred under this

25 subsection.
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1 "(b) In the case of any function or duty transferred

2 under an order under subsection (a) , all references in any

3 provision of law to the Secretary of Labor, to the Secretary of

4 the Treasury, or the head of any agency referred to in sub-

5 section (a) (3) (or to any other person having the au-

6 thority, prior to such transfer, to carry out such function or

7 duty) shall be deemed to be a reference to the Board and all

8 references to the Department of Labor, the Department of

9 the Treasury, or to a department or agency described in

10 subsection (a) (3) with respect to any such function or duty

11 shall be deemed a reference to the Administration.

12 "(c) There shall be transferred by the President to the

13 Administration such officers and components of the Depart-

14 ment of Labor and the Department of the Treasury (includ-

15 ing officers and components of the Internal Revenue Service)

16 as may be necessary to maintain and improve administration

17 of the functions transferred under an order under subsection

18 (a) . The President may also transfer such officers and corn-

19 ponents of other departments and agencies as may be appro-

20 priate.

21 "(d) (1) The Board shall promulgate regulations pro-

22 viding for the maximum consolidation of all reports respect-

23 ing employee benefit plans (including reports required under

24 title IV) , and governmental plans required to be provided

25 pursuant to the provisions of this Act, provisions of the

/4
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1 Internal Revenue Code of 1954, or under any other provision

° of law. If the application of any such provision requiring

3 reporting would not carry out the purposes of this subsection,

4 such provision shall be applied in a manner consistent with

5 such purposes.

6 "COORDINATION BETWEEN AGENCIES

7 "Sic. 3004. (a) In carrying out its functions under this

8 Act and the Public Employee Retirement Income Security

9 Act of 1978, the Board shall notify the Secretary of the

10 Treasury of any matter respecting employee benefit plans

11 and governmental plans, which may affect the administra-

12 tion by the Secretary of provisions of the Internal Revenue

13 Code of 1954 relating to such plans and to persons affected

14 by such plans. In carrying out his functions under the In-

15 ternal Revenue Code of 1954, the Secretary of the Treasury

16 shall notify the Board of any matter respecting employee

17 benefit plans and governmental plans which may affect

18 the administration by the Board of the provisions of this

19 Act and the Public Employee Retirement Income Security

20 Act of 1978 and the provisions of the Internal Revenue

21 Code of 1954 relating to such plans and to persons affected

22 by such plans.

23 "(b) The Secretary of the Treasury shall make avail-

24 able to the Board, upon request, any information, documents,

25 returns, or other items in its possession relating to employee
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1 benefit plans and governmental plans, which the Board deems

2 necessary to carry out its functions and duties under this Act

3 and the Public Employee Retirement Income Security Act

4 of 1978 and under the Internal Revenue Code of 1954. The

5 Board shall make available, upon request, to the Secretary of

6 the Treasury any information, documents, reports, or other

7 items relating to employee benefit plans and governmental

8 plans which the Secretary deems necessary to carry out his

9 functions and duties under the Internal Revenue Code of

10 1954. Any such information, documents, returns, or other

11 items made available under this subsection to the Board or to

12 the Secretary shall be subject to the same rules respecting

13 confidentiality as such information, documents, returns, or

14 other items would have been subject if not so made available.

15 "(c) Whenever in this Act, the Public Employee Re-

16 firement Income Security Act of 1978, or in any provision

17 of law amended by this Act or the Public Employee Retire-

18 ment Income Security Act of 1978, the Secretary of the

19 Treasury and the Board are required to carry out provisions

20 relating to the same subject matter (as determined by them)

21 they shall consult with each other and shall develop rules,

22 regulations, practices, and forms which, to the extent appro-

23 priate for the efficient administration of such provisions, are

24 designed to reduce duplication of effort, duplication of re-

25 porting, conflicting or overlapping requirements, and the
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1 burden of compliance with such provisions by plan adminis-

2 trators, employers, and participants and beneficiaries.

3 "(d) The penalties imposed under sections 6690 and

4 6692 and the taxes imposed under sections 4971 and 4975

5 of the Internal Revenue Code of 1954 may be delayed,

reduced, or waived in the discretion of the Board.

7 "(e) Upon the request of the Secretary of the Treasury,

8 the Board shall make a determination respecting the qualifi-

9 cation of any employee benefit plan and any governmental

10 plan, or shall make any other determination under this Act

11 or the Public Employee Retirement Income Security Act of

12 1978 which may be necessary to assist the Secretary in

13 carrying out his functions under the Internal Revenue Code

14 of 1954. The Board shall make such determination and

15 notify the Secretary thereof as promptly as practicable.

16 "(f) In order to avoid unnecessary expense and dupli-

17 cation of functions among Government agencies, the Board

18 may make such arrangements or agreements for cooperation

19 or mutual assistance in the performance of its functions under

20 this Act and the Public Employee Retirement Income Se-

21 curity Act of 1978, and the functions of any such agency as

22 it finds to be practicable and consistent with law. The Board

23 may utilize, on a reimbursable or other basis, the facilities or

24 services, of any department, agency, or establishment of the

25 United States or of any State or political subdivision of a

37-684 0 - 79 - 8
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1 State, including the services, of any of its officers and em-

2 ployees, with the lawful consent of such department, agency,

3 or establishment; and each department, agency, or establish-

4 ment of the United States is authorized and directed to

5 cooperate with the Board and, to the extent permitted by

6 law, to provide such information and facilities as it may re-

7 quest for assistance in the performance of its functions under

8 this Act and the Public Employee Retirement Income Se-

9 curity Act of 1978. The Attorney General or his represent-

10 ative shall receive from the Secretary of the Treasury and

11 the Board for appropriate action such evidence developed in

12 the performance of their functions under this Act and the

13 Public Employee Retirement Income Security Act of 1978

14 as may be found to warrant consideration for criminal prose-

15 cution under the provisions of this Act, the Public Employee

16 Retirement Income Security Act of 1978, or other Federal

17 law.

18

19

20

21

22

23

24

25

"(g) Prior to promulgating any regulations, respecting

any activity which is the subject of any regulation under this

Act or the Public Employee Retirement Income Security

Act of 1978, other Federal departments, agencies, and estab-

lishments shall consult with the Administration with a view

to avoiding unnecessary conflict, duplication, or inconsist-

ency between the regulations of such agency and the regula-

tions and other actions of the Administration.
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1 "CERTAIN PROCEDURES

2 "SEC. 3005. (a) The Board shall require a person

3 applying for a determination of whether an employee benefit

4 plan or a governmental plan, or a trust which is a part of

5 such plan meets the requirements of part I of subchapter D

6 of chapter 1 of the Internal Revenue Code of 1954 to pro-

7 vide evidence satisfactory to the Board that the applicant

8 has notified each employee who qualifies as an interested

9 party (within the meaning of regulations prescribed under

10 section 7476 (b) (1) of such Code) of the application for a

11 determination.

12 "(b) Whenever an application is made to the Board

13 for a determination of whether a plan or a trust which is a

14 part of such a plan or meets the requirements of part I of

15 subchapter D of chapter 1 of the Internal Revenue Code

16 of 1954, the Board shall upon request afford an opportunity

17 to comment on the application at any time within 45 days

18 after receipt thereof to-

19 "(1) any employee or class of employee qualifying

20 as an interested party within the meaning of the regula-

21 tions referred to in subsection (a) , and

22 "(2) the Pension Benefit Guaranty Corporation.

23 "(c) (1) The Pension Benefit Guaranty Corporation

24 and, upon petition of a group of employees referred to in

25 paragraph (2) , the Secretary of Labor, may intervene in any
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1 action brought for declaratory judgment under section 7476

2 of the Internal Revenue Code of 1954 in accordance with the

3 provisions of such section. The Pension Benefit Guaranty

4 Corporation is permitted to bring an action under such section

5 7476 under such rules as may be prescribed by the United

6 States Tax Court.

7 "(2) The Secretary of Labor may not intervene under

8 paragraph (1) unless he has been requested in writing to

9 do so by the lesser of-

10 "(A) 10 employees, or

11 "(B) 10 percent of the employees,

12 who qualify as interested parties within the meaning of the

13 regulations referred to in subsection (a) .

14 "TRANSITIONAL AND SAVINGS PROVISIONS

15 "SEC. 3006. (a) All orders, determinations, rules,

16 regulations, directives, authorizations, designations, permits,

17 contracts, certificates, licenses, privileges, and other actions-

18 "(1) which have been issued, made, granted, or

19 allowed to become effective by the Secretary of Labor

20 or the Secretary of the Treasury or agency or official

21 thereof (or by any other agency or official the functions

22 and duties of which are transferred pursuant to section

23 3003 (a) (3) ) , or by a court of competent jurisdiction,

24 in the performance of functions which are transferred

25 under this title, and
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1 "(2) which are in effect at the time the Employee

2 Benefit Administration Act of 1978 takes effect,

3 shall continue in effect according to their terms until modi-

4 fled, terminated, superseded, set aside, or revoked by the

5 Board, other authorized officials, a court of competent juris-

6 diction, or by operation of law.

7 "(b) Except as provided in subsection (e) —

8 "(1) the provisions of this title shall not affect any

9 proceeding pending, at the time the Employee Benefit

10 Administration Act of 1978 takes effect, before any de-

ll partment or agency (or component thereof) regarding

12 functions which are transferred by this title; and

13 "(2) such proceedings shall be continued, orders

14 shall be issued in such proceedings, appeals shall be

15 taken therefrom, and payments shall be made pursuant

16 to such orders as if the Employee Benefit Administra-

17 tion Act of 1978 had not been enacted.

18 Orders issued in any such proceedings shall continue in

19 effect until modified, terminated, superseded, or revoked by

20 a duly authorized official, by a court of competent jurisdic-

21 tion, or by operation of law. Nothing in this subsection

22 shall be deemed to prohibit the discontinuance or modifica-

23 tion of any such proceeding under the same terms and con-

24 ditionq, and to the same extent, that such proceeding could
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1 have been discontinued if the Employee Benefit Adminis-

2 tration Act of 1978 had not been enacted.

3 "(c) Except as provided in subsection (e)

4 "(1) the provisions of this title shall not affect

5 suits commenced prior to the date the Employee Bene-

fit Administration Act of 1978 takes effect, and

7 "(2) in all such suits procieedingt shall be had,

appeals taken, and judgments rendered, in the same

9 manner and effect as if the Employee Benefit Adminis-

10 tration Act of 1978 had not been enacted.

11 " ( d) No investigation, suit, action, or other proceeding

12 commenced by or against any officer in his official capacity

13 as an officer of any department or agency, functions of which

11 are transferred by this title, shall abate by reason of the

15 enactment of the Employee Benefit Administration Act of

16 1978. No cause of action by or against any department or

17 agency, functions of which are transferred by this title, or

18 by or against any officer thereof in his official capacity shall

19 abate by reason of the enactment of the Employee Benefit

20 Administration Act of 1978. Causes of actions, suits, actions,

21 or other proceedings may be asserted by or against the -United

22 States or such official as may be appropriate and, in any

23 litigation pending when the Employee Benefit Administra-

24 tion Act of 1978 takes effect, the court may at any time, on
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1 its own motion or that of any party, enter any order

2 which will give effect to the provisions of this section.

0 "(e) If, before the date on which the Employee Benefit

4 Administration Act of 1978 takes effect, any department or

5 agency, or officer thereof in his official capacity, is a party to

6 a proceeding referred to in subsection (b) or a suit referred

7 to in subsection (c) and under this title any function of such

S department, agency, or officer is transferred to the Board, or

9 any other official, then such proceeding or suit shall be con-

10 tinued as if the Employee Benefit Administration Act of

11 1978 had not been enacted with the Board, or other official

12 as the case may be, substituted.

13 "(f) The provisions of this Act amended or repealed by

14 the Employee Benefit Administration Act of 1978 shall con-

15 tinue in force and effect until such time as functions and

16 duties are transferred to the Administration under section

17 3003. In the case of any functions and duties not transferred,

18 such provisions shall be deemed to continue to apply to the

19 extent such continued application will not interfere with the

20 application of this title, as amended.

21 "INCIDENTAL TRANSFERS

22 "SEC. 3007. The Director of the Office of Management

23 and Budget is authorized and directed to make such addi-

24 tional incidental dispositions of personnel, personnel posi-

23 tions, assets, liabilities, contracts, property, records, and
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unexpended balances of appropriations, authorizations, allo-

cations, and other funds held used, arising from, available to,

or to be made available in connection with functions which

are transferred by or which revert under this title, as the

Director deems necessary and appropriate to accomplish the

intent and purpose of this title.

"DEFINITIONS

"SEC. 3008. For purposes of this title:

"(1) The term 'employee benefit plan' has the

same meaning such term has in section 3 (3) of this

Act (without regard to section 4) .

"(2) The term 'governmental plan' has the same

meaning such term has in section 3 (32) of this Act

when used with respect to functions and duties under this

Act, and has the same meaning such term has in section

414 (d) of the Internal Revenue Code of 1954 when

used with respect to functions and duties under such

Code.".

(b) The table of contents for subtitle A of title III of

such Act is amended to read as follows:

"Subtitle A—Employee Benefit Administration

"Sec. 3001. Establishment.
"Sec. 3002. Administrative provisions.

"Sec. 3003. Transfers and consolidation.

"Sec. 3004. Coordination between agencies.

"Sec. 3005. Certain procedures.

"Sec. 3006. Transitional and savings provisions.

"Sec. 3007. Incidental transfers.

"Sec. 3008. Definitions.".
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1 MISCELLANEOUS AND CONFORMING AMENDMENTS

2 SEC. 1002. (a) Section 512 (a) (1) of the Employee Re-

3 tirement Income Security Act of 1974 is amended by strik-

4 ing out "Secretary" and inserting in lieu thereof "President".

5

6

7

9

10

11

12

13

14

15

16

17

The amendment made by this subsection shall take effect

with respect to members appointed to the Advisory Council

on Employee Welfare and Pension Benefit Plans after the

date of the enactment of this Act. Each member appointed

to such Council before such date of enactment shall continue

in office until the expiration of his term.

(b) (1) Sections 3041 and 3042 of such Act and sec-

tion 7701 (a) (35) of the Internal Revenue Code are each

amended by striking out "Joint" in each place it appears.

(2) Section 3041 of such Act is amended by striking

out "Secretary of Labor and the Secretary of the Treasury"

and substituting "Board of Directors of the Employee Bene-

fit Administration".

18 (3) Section 4002 (a) of such Act is amended by strik-

19 ing out "Department of Labor" and substituting "Employee

20 Benefit Administration".

21 (4) Section 4002 (d) of such Act is amended-

22 (A) by striking out the first sentence and inserting

23 in lieu thereof the following: "The board of directors of

24 the corporation shall consist of the individuals who are

25 members of the Board of the Employee Benefit Admin-
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1 istration, and the chairman of the board of directors shall

2 be the individual who is the Chairman of the Board of

3 such Administration."; and

4 (B) by striking out the third sentence.

5 (5) (A) Sections 101 (d) and 104 (d) of such Act

6 are each amended by striking out "to the Secretaries of

7 Labor and the Treasury, see section 3004" and substituting

8 "under this and other provisions of law, see section

9 3003 (d) ".

10 (B) Section 4971 (e) of the Internal Revenue Code

11 of 1954 is amended by striking out the third sentence

12 thereof and substituting:

"For provisions relating to waiver of the imposition
of the tax imposed under this subsection, see section 3004
of title III of the Employee Retirement Income Security
Act of 1974.".

13 (C) Section 6057 (g) of such Code is amended by

14 striking out "coordination between the Department of the

15 Treasury and the Department of Labor with regard to" and

16 inserting in lieu thereof "consolidation of the" and by strik-

17 ing out "3004" and substituting "3003".

18 (D) Section 6058 (d) and section 6059 (d) of such

19 Code are each amended by striking out "coordination be-

20 tween the Department of the Treasury and the Department

21 of Labor" and inserting in lieu thereof "consolidation of re-

22 porting requirements under this and other provisions of law"

23 and by striking out "3004" and substituting "3003".
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1 (E) Section 4975 (i) of such Code is amended to read

2 as follows:

3 "(1) CROSS REFERENCE.—

"For provisions permitting waiver of imposition of the
tax imposed by subsection (b), see section 3004 of the
Employee Retirement Income Security Act of 1974.".

4 (F) Section 7476 (b) (3) of such Code is amended by

5 striking out "Internal Revenue Service" and inserting in

6 lieu thereof "Employee Benefit Administration".
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Mr. SixoN. We have a series of witnesses. Before we call the wit-
nesses, I would like to call on my colleague, John Erlenborn, for
any statement he might wish to make.
Mr. ERLENBORN. Thank you, Mr. Chairman.
First of all let me welcome you back to DuPage County. I know

you campaigned here in the past.
Mr. Stsforr. With no great success in DuPage County, I might

add.
Mr. ERLENBORN. You probably should watch what our colleague,

the Secretary of State, has been doing here in Illinois because he
carried DuPage County.
Mr. SIMON. That is what I understand.
Mr. ERLENBORN. It is good to have you here. I would like to welcome

in addition the witnesses and visitors to DuPage County this morn-
ing for this important hearing into the issue of public pension plans.

Several years ago in this same building we held a similar hearing
to gather reaction to a bill that was introduced by John Dent and me,
providing for stringent Government regulation of public pension.
plans. We stated at that time that the bill was introduced for dis-
cussion only. It never was seriously considered for reporting from our
committee and passage on the floor.
This hearing and others which will follow are concerned with a new

bill, one which is not designed to bring all public pension plans under
the thumb of the Federal Government but rather to provide protec-
tion for all of the parties involved.
For many years pension plans for public employees were con-

sidered one of those little hidden costs of government. The plans were
not terribly important to elected officials or to the taxpaying public
because, first, there were not that many public employees. Second,
they weren't paid that much. Third, the benefits and plans were
relatively low.
Over the recent past, however, we have seen an explosion in the

number of public employees at the State and local levels, an explosion
in their rates of pay and similar fireworks in the amount, type, and
timing of benefits available under their pension plans.
Most public pension plans are "contributory," meaning the em-

ployee has some portion of his pay set aside for his pension. That
amount is usually matched, to a greater or lesser degree, by the gov-
ernment that employs him. This is different from most private pension
plans which typically include no direct employee contribution to the
plan.
A study into the size, type, and numbers of public pension plans was

approved by this subcommittee on March 15. That study showed
that there are serious deficiencies in the reporting, disclosure, fiduciary
standards, and plan administration practices among the nearly 7,000
State and local public pension plans.
The 68 Federal pension plans are not much better. But we are

beginning to correct some of the problems. Particularly I am pleased
with the signing by President Carter 10 days ago of H.R. 9701 (P.L.
95-595) cosponsored by Chairman Dent and myself, that would re-
quire an ERISA-type reporting by all of the Federal pension plans.
That law deals snecifically with reporting as to actuarial and account-
ing conditions of the Federal plans.



121

Congressman Dent of Pennsylvania, who has been the chairman
of this subcommittee and who will be retiring at the end of this year,
has been a driving force behind legislation to improve the administra-
tion and operation of pension plans in this country.

Earlier this year we introduced a bill to begin correcting some of
the problems described in the public pension report. That bill, known
as PERISA, is not designed to be nearly as all-encompassing as the
law which sought to correct the problems in the private sector.
PERISA is designed to deal with the unique problems encountered

in the public pension area.
PERISA seeks to help public employees, government officials, and

taxpayers establish the true financial condition of a public pension
plan. PERISA provides for improvements in actuarial, accounting,
and auditing procedures.
It seeks to help insure that the assets of a public pension plan are

managed for the benefit of the plan participants by clarifying rules
regarding investments made by plan managers.
It seeks to help the public employee determine what his pension

plan will be worth to him upon his retirement.
Finally, it seeks to help all of us to be certain that our tax dol-

lars are being used in the best, most efficient way to fund these pension
plans.
The enactment of PERISA will not in and of itself serve to solve

all of the problems found in public pension plans. It does not directly,
for instance, address the matter of funding these plans.
It is not the intent of this subcommittee to enact legislation which

would serve to take control of the operation of public pension plans.
It is our intent, however, to do what must be done to protect the
rights of all parties involved in public pension matters: the govern-
ments, the employees, and the taxpayers.
Thank you very much.
Mr. SrmoN. Thank you very much, Mr. Erlenborn.
As I see our witness list, I believe we have three of the witnesses

here. And I see our first witness has just arrived here. Let me add that
I note that on the witness list Mr. A. A. Weinberg is not one of the
witnesses. We would not expect any formal statement. But at the end
of our witness list if it is all right with Mr. Erlenborn—so you are
going to be with Senator Egan? All right. We will get your wisdom
anyway. My guess is that you know more than all the rest of us in the
room together.
Professor Schotland, professor of law, Georgetown University Law

Center, I don't know if you have had a chance to catch your breath yet.
We will be happy to proceed immediately with you, Professor Schot-
land.

STATEMENT OF ROY A. SCHOTLAND, PROFESSOR OF LAW.
GEORGETOWN UNIVERSITY

Mr. SCHOTLAND. Thank you, Congressman Simon, Mr. Erlenborn.
I am sure there are others in the room who are more knowledgeableabout the public pension sector than I. But I had the pleasure of beingat your hearing 3 years ago on the earlier version of this bill. I have

been involved one way or another in the pension sphere and in the spe-
cific aspect of conflict of interest in the financial sector generally.
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I will go briefly through portions of my statement and submit it if
I may for the record.
Mr. SnioN. Your statement will be entered in the record.
Mr. SCHOTLAND. I would also like to submit for the record and as an

appendix to that statement a four-page item setting forth various
questions about conflicts of interest in the investment management and
administration of State and local pension funds.
These questions were prepared not by me, but used by me, at a recent

meeting of the National Association of State Pension Investment Offi-
cers. They were prepared as a result of discussions with me about con-
flicts Sand are meant only as a list to focus discussion and to focus self-
policing, if you will, for any state or local pension plan.
Mr. SIMON. We will also enter that in the record.
[The prepared testimony of Mr. Schotland follows:]

TESTIMONY OF ROY A. SCHOTLAND, PROFESSOR OF LAW, GEORGETOWN UNIVERSITY

I. THE NEED FOR FEDERAL LEGISLATION

At the core of the state and local pension scene is a conflict of interest. That

conflict is ignored in most communities now, but it promises—it does not merely

threaten—much higher local taxes, or insolvency. State and local political pro-

cesses could operate to correct this conflict, but will not do so without Federal

disclosure requirements.
Just about the time of your last Hearings on PERISA, San Francisco's Mayor

Alioto, who then was about to leave office but wanted peace for the remainder of

his term, settled a dispute with his city employees by agreeing to sharply higher

pension benefits. Of course an increase in current wages would boost the budget

and taxes at once, but pension raises are a lovely vehicle, securing peace for the

officials who agree to them, and sending the bill forward in time to some later

office-holders.
Current office-holders, then, have a conflict between their obligation to avoid

imposing undue future obligations on their own communities, and, on the other

hand, their personal interest in avoiding political difficulties. (We do have two

"buffers" or protections in many jurisdictions, which reduce the impact of the

conflict of interest. First, in many States the Legislature must act before pen-

sion increases become effective. However, even where this process is in opera-

tion, it is often a rubber-stamp for agreements earlier arrived at. Second, in many

systems, the employer contributions are more or less matched by employee con-

tributions and so employees will not so freely press for increased benefits in the

future when the increase means larger contributions from themselves at once.

However, state and local employees' pension contributions are only half as large

as the employers' contributions, and the trend is to make the employees' pro-

portions still smaller. So relatively little resistance to pension boosts can he
 ex-

pected from the employees. In any event, there is little or no cost to adding to

those two protections the great additional protection of effective disclosure.)

Current office-holders would find it incomparably harder to mortgage away

their communities' futures in order to secure their own personal political ad-

vantage, if the communities knew the simple facts about the future costs, and

knew them when the commitments were being considered.
The best proof of the existence of that conflict of interest lies in the incredible

information gaps which characterize state and local pension plans, as recently

revealed for the first time in your Pension Task Force's Report:

Actuarial valuations.—None in last 10 years, for 25 percent of local plans, 5

percent of state plans; none for last five years, for another 15 percent of local

plans. and another 20 percent of state plans.
Audits.— % of all state and local plans have no annual audit (over lA of the

larger plans) ; less than half of the plans have independent annual audits, less

than 40 percent of the larger plans.
Unfunded liabilities.—Estimated by your report to be between $150 and $175

billion as of 1975, but at $270 billion as of the same year, according to another
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authority. So huge a range indicates not only methodological difficulties, but also
acute gaps in information.
Plan descriptions.—More than Y5 of the plans will not furnish, even to plan

participants, even upon request! And only 42 percent of the local plans furnish
these automatically.
Reports of employees' own contributions.—Half of the plans do not give this

information to participants automatically; and over 8 percent won't furnish
even upon request!
Number of plans.—Some States, like Pennsylvania, have found great difficulty

In simply determining how many systems are operating; Pennsylvania appar-
ently wins the prize, with 1,387 locally administered systems and 26 state sys-
tems. Until your report revealed the existence of about 6,630 state and local pen-
sion systems operating in the nation, the wildly erroneous figure always used,
produced by the Census Bureau, was about 2,300. The existence of 4,000 previ-
ously unknown plans in itself says a great deal about the diversity and unknown
weaknesses that characterize this sector.
Nor do those six categories exhaust the roster of crucial kinds of facts which•

are either kept secret, or are totally unknown, in so appallingly many com-
munities. The assets of these plans are only roughly known, since most plans
ignore market valuations even for marketable securities, instead showing only
original cost figures; fewer than 1/4 of the plans valued any assets on a market
basis. It follows, then, that investment performance information is even rougher.
Even among the largest plans, the monitoring of investment performance varies
from the most sophisticated to the obsoletely simplistic. Far too many get no
data (let alone disclose data) showing, one way or another, how risky was the
investment portfolio. The same is true as to data comparing the portfolio's per-
formance with comparable portfolios.
Disclosure is the best single answer toward ending other conflict-of-interest

abuses, such as giving inappropriate amounts of broker-dealer coanmission busi-
ness to a favored handful of firms, etc. It is not only self-serving politicians who
want to keep state and local pension facts in the closet: it is also firms that
want to exploit captive business relationships.
I hope you will ask witnesses who come before you, representing state and

local plans, to answer the key questions about what their systems disclose.
Let's see how plans' disclosure measures up compared with, say, the California
or New Jersey state systems, which are among the very best when it comes to
disclosure (and, for that matter, much else). Let's see this particularly in the
case of witnesses who argue that your PERISA bill isn't needed.
Does the lack of information matter? The taxpayers and pension participants

of Albany, Georgia could not be expected to protect their interests when they
didn't know that this city pension fund was earning an average investment
return of 1.1 percent over 11 years (in the good years, 1960-71 * * * because of a
conflict abuse). The citizens of Alabama weren't aware that $22,000,000 of state
pension assets were lying idle in demand deposits, until a new pension admin-
istrator came abroad in 1973. (The only information collected about this age-old
abusive public subsidy for selected banks, is in last May's report by the Comp-
troller General, for the Senate Committee on Human Resources, dealing with
fewer than 10 plans. The plans studied report what appear to be happily low
demand deposits, Virginia's even being negative. But without more comprehen-
sive and routine data, we can't be sure what is low and what is abusively high.)
Can anyone doubt that the citizens of New York City would have been better

able to act to protect their solvency, if they had not been victimized by budget
deceptions conceived and continued by politicians whose interests were servedby concealing the facts? Yes, the truth will come out. But by the time it does, thedeceivers have gone on to other posts, and the burden facing the community ismore massive and more troublesome than it would have been if appropriate dis-closure had been operating.
I have so much respect for the Dent-Erlenborn team's efforts in this area, andI so agree with your direction, that I trust you will allow me to register onecriticism.
When Chairman Dent introduced the 1978 PIDRISA bill two months ago, he• gave two reasons why we need Federal reporting and disclosure requirements:(1) only thus can we learn enough to decide what ought to be done with regardto funding, portability, and other aspects of such plans, and (2) only thus can
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we assure our public servants the informatio
n essential to their retirement

planning.
I submit that the key reason we need Fed

eral reporting and disclosure re-

quirements is to enable state and local political 
processes to operate effectively.

The facts your recent report reveals, prove that we 
cannot wait for voluntary

improvement. Indeed, as shown in a recent Coopers & 
Lybrand—Univ. Michigan

study of financial disclosure by our cities, only ab
out 100 of the 18,000 eligible

municipalities have even considered participating in t
he voluntary governmental

accounting, auditing and financial reporting program; 
over the last 30 years,

only about 15 cities per year actually complied.

II. THE LEGAL BASIS FOR FEDERAL LEGISLA
TION

No one could question Federal authority to deal wit
h this matter which has

great impact on Federal concerns, but for one case, th
e 1976 5-4 decision in

National League of Cities, 426,11.S. 833.
Even given, NLC, note what a "far cry" from NLC a

re the reporting, dis-

closure and fiduciary standards proposed in H.R. 14138.
 The "far cry" language

itself comes from an October 3, 1978 decision by Federal 
District Judge Schwar-

zer, in California v. Blumenthal, (BNA Pension Reporter 10
/23/78, p. D-1). The

Judge needed only five paragraphs (in a much longer opi
nion dealing with intri-

cate procedural issues before the NLC question could be rea
ched) to explain and

hold flatly that NLC and the Tenth Amendment did not free 
California from

the Internal Revenue Code requirement to file a Form 5500, an
 annual informa-

tion return about its pension plans.
Judge Schwarzer is the only judge who has had occasion to consid

er how NLC

bears on Federal regulation of state and local pensions, but he is 
far from the

only authority on the matter. The New York City pension funds r
efused to par-

ticipate in the "bail out", under which the funds are investing ov
er one-third of

their assets in NYC and MAC securities, unless the funds were 
explicitly ex-

empted from two Internal Revenue Code provisions. The IRC requi
res pension

assets to be managed for the "exclusive benefit" of the pension benefi
ciaries, and

also prohibits self-dealing. Obivously, neither the NYC fund trustees n
or their

counsel were willing to risk disqualification from favorable tax treatment o
n the

far-fetched argument that under NLC, the Tenth Amendment bars the
 Federal

Government from assuring compliance with the purposes underlying t
he grant

of favorable tax treatment.
There is no doubt that not only as a condition on favorable tax treatment, 

but

also as direct protection for other Federal concerns, the kind of provisions 
pro-

posed in H.R. 14138 are constitutional.
Consider the Federal concerns. This is not a general socio-economic improve-

ment, such as the minimum wage and maximum hour legislation at issue in NLC.

Rather, this is a problem of state and local solvency implicating the Federal

spending power. (Also, there are here Federal concerns to avoid discriminatory

or arbitrary use of public funds, implicating the Fourteenth Amendment, the

last section of which authorizes Congressional action.)
In fiscal 1977, the Federal Government spent about $60 billion in aid and grants

to state and local governments.
In 1974 and again in 1978, the Federal Government has come to the aid of New

York City, including specifically guarantees to the City's five pension funds, one

of which is already verging on insolvency (the Firemen's fund).
Since 1937, the Federal Government has administered a huge previously private

pension system, the railroad retirement system. In 1946 that system was coordi-

nated with Social Security, and in 1951 that system's benefits were guaranteed

to be at least equal to Social Security benefits. By means of the "financial inter-

change" between that system and Social Security, well over $6 billion has flowed
into the Railroad Retirement Account from Social Security. And since 1974,

another several hundred million dollars annually are flowing to that Account
from general Federal revenues, with predictions abounding that the flow will
have to increase to meet the Account's liabilities.
I agree that Congress could not let railroad employees go without the pensions

promised them. But is it not even more likely that Congress would be unable to
let state and municipal employees go without the pensions promised them, even
if their state and local pension plans had been so under-funded, or so ill run,
or both, that there would be no pension payments unless the Federal Treasury
paid?
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Recently, pension plans in Toledo and in Hamtramck, Michigan, have run out
of funds. As we experience steadily increasing numbers of retirements of persons
covered by the pension improvements of the 1960's, I fear we will see many plans
run dry. Congress will be able to ignore some, but not if "some" turn into many.
Now is the time to act to hold down the number of pension plan failures, lest the
pressure for rescue from Federal general revenues build up. The Federal Govern-
ment is the pension provider of last resort.
Another Federal concern, implicated directly and at all times even by wholly

solvent state and local pension plans, is the loss of Federal tax revenues caused
by deferring taxation on payments into pension plans. Such payments would be
immediately taxable as ordinary income to the employees and the investment
earnings of the pension plans themselves would also be immediately taxable—
but for the sound Congressional decision to defer such taxes in order to aid
building assets for retirement security. The IRC "exclusive benefit" and related
provisions exist to assure protection of the purposes for which favorable tax
treatment is extended.
Now, some people might make the shallow argument that since the favorable

tax treatment need not be extended, of course it can be extended subject to con-
ditions. That argument is shallow in the sense that only appropriate conditions
will stand up; we have a large doctrine of "unconstitutional conditions". But
there is no question that conditions which do not interfere with constitutionally
protected interests (e.g. the state sovereignty underlying the NLC decision), and
which do directly further the Federal program they are part of (e.g., disclosure
and fiduciary requirements to reinforce the IRC "exclusive benefit" condition),
will be upheld.
It is imperative to remember that there would be no need to discuss whether

the Federal Government has authority to enact something like H.R. 14138, but for
the NLC decision, so we must remember the limits on that decision. Some people
would argue that the 5-4 decision, involving a majority opinion joined by only
four Justices, is plainly wrong and will not last. But even if one agreed that the
doctrine underlying the decision is, as the dissent said, an "abstraction without
substance", the decision itself has legal substance, and we must note what that
substance is.

First, the majority's view that the Tenth Amendment bars Federal require-
ments as to minimum wages and maximum hours in state employment, was nar-
row. It went only to matters "essential to the separate and independent exist-
ence of the States". Only four days after NLC was decided, the Court unani-
mously upheld Federal statutory restrictions on employment discrimination in
state employment. (Fitzpatrick v. Bitzer, 427 U.S. 445 (1976).)

Second, lower courts considering Tenth Amendment arguments have interp-
reted NW narrowly in considerable variety of settings, just as Judge Schwarzer
did in rejecting California's effort to avoid filing Form 5500 annually. (See, e.g.,
cases in your Task Force Report, p. 19 n. 16.)
Third, NW invalidated legislative requirements which "operate to directly

displace the States' freedom to structure integral operations", and in a manner
that "directly supplants the considered policy choices of the States' elected offi-
cials and administrators".
While the NLC criterion of validity is not lucid, it does seem clear that mere

disclosure and reporting requirements, as in H.R. 14138, would pass the NW
test, indeed, are a "far cry" from NLC. As Julge Schwarzer held, the require-
ment to report on Form 5500 is "no more intrusive" than the long-standing, un-
protested practice by state governments of filing Federal information tax re-
turns on their employees, and even accepting the cost burdens of withholding
taxes.
In my own view, if a PERISA bill were proposed which included BRISA-like

requirements regarding funding, and/or vesting, and/or portability, then the
NW issue would have some reality; but for disclosure and reporting, it has none.
Similarly, with respect to the fiduciary provisions of H.R. 14138, since I believe
there is no doubt whatever about the constitutionality of the IRC "exclusive
benefit" provision, and since ERISA-like fiduciary provisions merely bring this
Committee's wisdom to bear on assuring that pension plans are operated for the
benefit of the pensioners rather than for the benefits of the operators, I submit
that H.R. 14138 has zero constitutional problems.
However, to get rid of the red herring which NW represents in discussion of

this bill, whatever might be the case regarding Federal requirements as to fund-
ing, etc., I urge this Committee to do as did the Senate Judiciary Committee in

37-684 0 - 79 - 9
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handling the question whether national no-fault motor vehicle acc
ident insur-

ance was constitutional: That Committee secured a formal Opin
ion Letter froni

Erwin N. Griswold, former Solicitor General and former Dean of H
arvard Law

School. (See Sen. Rept. No. 93-757, at p. 10; Hearings on No-Fault 
Insurance, 93d

Cong. 1st and 2d Sess., 1973-4, pp. 743-894). I urge you to secure a fo
rmal opinion

from such pre-eminent authorities as Dean Griswold, or Edward Levi,
 or other

persons whose care and reputation alone will help put the NLC argume
nt in its

proper place.

III. WHY THE FIDUCIARY PROVISIONS OF H.R. 14138 ARE NEE
DED

The first portion of this testimony makes clear why the disclosure prov
isions

are needed. Federal disclosure requirements are not merely a necessary first
 step

before sound legislation could occur on the further problems of fund
ing, etc.

Rather, H.R. 14138 is a step which may very well be the only Federal le
gislation

needed, activating local political processes to protect local solvency and
 fair

treatment of participants. (That step, by the way, furthers the concerns 
ex-

pressed by the NLC majority, as well as furthering the concerns of the
 dis-

senters.)
As for the fiduciary provisions, although the tax code has long barred 

self-

dealing and has required plans to be run for the "exclusive benefit" of 
benefici-

aries, ERISA had to be enacted with major provisions enlarging the gui
dance to

fiduciaries and limits on their acts. ERISA was needed because experience had

shown that the simple tax code command was inadequate. Abuses in the state and

local pension plans may, by some perspectives (be less dramatic than they were i
n

corporate and multi-employer plans, but abuses there have been, and there hav
e

been many, widespread, and persistent. Your Task Force Report refers repeat
edly

to a Twentieth Century Fund study which is part of a project I have chaired 
on

conflicts of interest in financial institutions. I will not here repeat the epi
sodes

and problems so tellingly written about by that study's author, Louis M. Kohl
-

meier. I am pleased that Mr. Kohlmeier's study has commanded the attention I

believe it deserves. (Some of that study's findings are set forth in my testimon
y

before this Committee three years ago, Hearings on PERISA of 1975, 94th Cong.

1st Sess., pp. 123-9.)
Illinois itself provides a good example of how inadequate existing fiduciary

law is. Illinois has five state plans, and 13 other "statutory" plans, such as the

Policemen's Annuity and Benefit Fund for employees of cities over 500,000. Of the

five state plans, only three have any explicit provision against self-dealing; the

other two have nothing beyond the trustees' oath to "diligently and honestly ad-

minister the affairs of" the plan, and not "knowingly violate or wilfully permit

to be violated any of the provisions of law applicable to the retirement system".

Of Illinois' 13 "statutory" local plans, seven have nothing about self-dealing

( See your Task Force Report, pp. 481-2, 494-5.)
Of course the general law of trusts is applicable, but that is inadequate for

three reasons: First, that body of law almost entirely involves simple trusts, as

distinct from pension funds with huge numbers of beneficiaries and even large

numiers of trustees and administrators; in addition, the persons holding the

trustee's or administrative posts change incomparably more frequently than

trustees of ordinary trusts. Second, it follows, then, that problems arise in the

pension setting involving questions unresolvable under the quite general ap-

plicable trust precepts. Third, trust law requires appropriate disclosure to bene-

ficiaries, but has not yet been extended to pension disclosure, and without ade-

quate disclosure the beneficiaries' rights will not be enforced.
If trust law had been adequate for pension problems, ERISA not only would

never have been passed, it would not even have won significant efforts toward

passage.
Are state and local plans' trustees so sophisticated, and so noble, compared

with the trustees of private sector plans, that they need nothing more than a
general direction to do no wrong?
As a telling example of what a blank slate is found when we seek guidance in

state law for the fiduciaries of most state and local pension funds, consider what
a distinguished recent pension commission, Illinois' in 1977, had to say about
fiduciary standards. The following is that Commission's complete treatment of
the subject:
Fiduciary standards for trustees.—A recent federal law, namely, the "Em-

ployees Retirement Income Security Act of 1975". commonly referred to as
"ERISA", mandated certain duties and responsibilities on trustees of retirement
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systems operating in private industry. Although this law applies to priva
te indus-

try systems, the standards and policies which it establishes could well be
 utilized

in the management of public retirement systems.
The term "fiduciary" may be defined to mean any trustee of a retirement sys-

tem, the investment counsel, the administrator or director, or any other 
person

having authority to direct, manage or dispose of assets of a retirement 
system,

and to any person who may not have an appropriate title but may have a 
dis-

cretionary role or some responsibilities in the management, operation or direc-

tion of a retirement system.
(Report of the Ill. Public Employees Pension Laws Commission, June 30, 1977,

p. 84.) (Emphasis added)
IV. PERISA and ERISA: Two commendable changes from ERISA, another

which is questionable, and a fourth provision where change is needed.

I am delighted that Congressmen Dent and Erlenborn, taking heed of the ex-

perience under ERISA, have made two major simplifications in PERISA, one re-

ducing the burden of reporting, the second re-casting the treatment of prohibited

transactions so as to allow legitimate activity to go forward without the burden

and delay of advance approval from an over-loaded bureaucracy.
However, the provision on fiduciaries' liability has been changed in a way

which, I believe, would create a situation no one wants. I fully understand why

Section 209 of H.R. 14138 creates a distinction between fiduciaries who are also

government officials or employees, and other fiduciaries. (I am not questioning

Section 214, which frees officials from fiduciary liability for their official acts
with respect to benefit or funding levels or appropriations, acts which do not oc-

cur in their role as pension plan trustees; I entirely agree with Section 214.
Rather, I am suggesting that Section 209, and surely that Section's mesh with
Sections 205 and 210, need at least clarification, probably reconsideration.)
At first blush it seems reasonable, even desirable, to free the former group

from the fear of personal liability, and instead render liable the employer which
such person serves. The problem emerges as one thinks about how the Section 209
distinction will operate in the case of pension boards composed of both govern-
ment officials or employees, and also persons outside government. Will private
citizens be as willing to serve as trustees where they are protected only to the
extent of their insurance, while some of their co-trustees are wholly insulated
from personal liability? The problem worsens as one considers that we have
significant experience of situations where abuses were engaged in by trustees who
were also government officials. And the problem looms important when one notes
that 42 percent of state and local pension boards include some persons from outside
government; at 15 percent of the systems, persons outside government constitute
more than 3/3 of the board membership; and at 34 percent of the teachers' pension
systems, such persons constitute over 1/2 of the board membership. (Pension Task
Force Report, pp. 206-7.)
I believe, as do many people, that pension boards should be both representative

and knowledgeable. (See my testimony at your 1975 Hearing, supra.) I believe
there should be some ordinary taxpayers, some private citizens sophisticated in
finance, and some retirees, sitting on such boards. But even if one did not agree
with that 'view on board composition—a view, reflected by a great many pension
systems today—surely PERISA's fiduciary provisions ought not to undercut those
States and localities which do want such representative boards, and which should
not have to overcome Federal legal hurdles in order to fill positions on such
boards.
If your hearings reveal that it is not feasible to impose personal fiduciary lia-

bility on government officials and employees sitting also as pension trustees, then
I suggest that you have the Employee Benefit Administration (proposed in H.R.
14138) act is insurer of state and local pension trustees' fiduciary liability.
There are enough precedents for such a step, but to me one of the most interesting
is the Federal Council on the Arts and Humanities, which, under the Arts and
Artifacts Indemnity Act, insures foreign art exhibits. In fiscal 1977, the Council
insured 17 exhibits for $131,626,121, commercial premiums for which would
have cost $1.5, making many of those exhibits unfeasible. (No claims have yet
been made.) Such an insurer is clearly the lowest-cost to the economy as a whole.
I close noting a provision which I believe is inadvertently unchanged from

ERISA. Section 207 of H.R. 14138 establishes a 10 percent limit on acquisition
of employer securities and other employer obligations or property. In ERISA.
such a provision was a clear step forward, because many corpoations had loaded
their pension plans with common stock of the employer, or with real estate in
sale and leaseback arrangements. Such practices rendered pension beneficiaries
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more exposed to harm if the employer failed, (or even failed to prosper). Thus,

in ERISA, the 10 percent limit improved the soundness of many plans.
But in the state and local pension setting, almost no plans hold substantial

employer-related assets. Consider these figures:

Percentage composition of assets of State and local retirement systems by type of
investment: 1950-77

State and local obligations:
1950 31. 3
1960 18. 1
1970 3. 3
1975 2. 4
1977 2. 3

Source: Federal Reserve Board flow of funds accounts.

Even that decline would be sharper but for recent events in New York City,

whose very large pension fund assets represent so considerable a proportion of

the aggregate figures above. Consider:

HOLDINGS OF NEW YORK CITY SECURITIES BY T HE NEW YORK CITY RETIREMENT SYSTEMS COMPARED TO TOTAL

ASSETS, 1952-53 TO DECEMBER 1977

Fiscal year Total assets

Holdings of
New York City

securities

Holdings
as a percent

of assets

1952-53 $1, 290,603,608 $965,£05,507 74. 8
1953-54 1,476,140,081 1, 074,066,777 72. 8
1954-55 1,671,044,419 1, 155,577,094 69.2
1955-56 1, 861,441,938 1,283, 133,208 68.9
1956-57 2, 074,628,554 1,462, 110,463 70.5
1957-58 2, 294,397,280 1, 642,076, 229 71. 6
1958-59 2, 527,228,010 1, 824,347,290 72.2
1959-60 2, 769,501,069 1, 942,046,400 70. 1
1960-61 3, 008,417,255 1, 976,600,591 65.7

1961-62 3, 241, 134,436 1, 859,618,739 57. 4
1962-63 3, 512,079,017 1, 690,811,238 48. 1
1963-64 3, 804,965,234 1, 537,952,193 40. 4

1964-65 4, 141,769,389 I, 449,402,671 35.0

1965-66 4, 516,349,361 1, 447,518,659 32.1

1966-67 4,920,773,156 1,446,861,222 29. 4

1967-68 5,249,734,778 1, 413,921,181 26. 9

1968-69 5, 481,329,731 1,361,573,402 24. 8

1969-70 5, 710,663,904 1, 270,575,359 22.2

1970-71 5,960,246,051 1, 100,779,087 18. 4

1971-72 6, 247,773,365 1,026,034,455 16. 4

1972-73 6, 438,818,893 386,673,959 6.0

1973-74 7, 264,790,701 330,733,900 4. 6

1974-75 7, 725,035,898 330,731,900 4.3

December 1977 9, 516,965,766 3,043,406,000 32. 0

Source: Annual Report of the Comptroller of the City of New York, respective years.

State and local pension trustees and administrators have fought for a genera-

tion to withstand intense local pressures for buying local muncipal securities

and other employer-related investments. To their enormous credit, the pension

people have almost completely won this battle. Even in New York City, Congress

has now imposed statutory safeguards on the amount and the terms of local

municipal (and municipal agency) securities which the pension funds there can

hold. ( See my testimony before the Senate Finance Committee, March 8, 1978;

Sen. Rpt. No. 95-956, Sept. 13, 1978; and the just-enacted H.R. 4007, 95th Cong.

2d Sess.)
I am concerned that if Congress authorizes state and local plans to hold up to

10 percent of their assets in local municipals, it will be harder for the trustees and

administrators to hold the line they have fought for so long and so well. It is

only a partial answer to say that even the 10 percent allowable must be "prudent".

Many local securities pay interest rates not far from taxable securities; and the

relative riskiness of securities is too arguable for us to rely wholly upon "pru-

dence" as the sole safeguard against undesirable investments. I submit that your

bill should go along with the gains of the last generation in state and local pen-

sion investing. Either bar such holdings or else adopt a low limit which reflects

actual experience, e.g., about 2.5 percent of assets, perhaps subject to waiver in

extraordinary circumstances.
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Questions about fiduciary conduct in state and local pension funds

(Prepared by a state pension fund investment officer, during discussions with
R. A. Schotland)

A. Administration
1. Are the members of our investment board or pension fund board appointed

by public officials? Are they elected by the public?

•2 Do the qualifications for membership on the investment board or 
pension

, 
fund board fail to include investment expertise?

3. Is the investment staff for a pension fund chosen for any reason other than
their investment expertise?

4. Do the members of the pension fund board or any investment board have a
material relationship with any bank, broker or corporation or person which
transacts business with the pension fund or whose securities are held by the fund?
5. Does any member of the investment staff for the pension fund have any

material relationship with any bank, broker, corporation or person who transacts
business with the pension funds?
6. Is any member of the investment board, pension fund board, investment ad-

visor or investment staff politically active?
7. Does the selection of money managers or investment advisors favor those

residing within the state or those who are politically active?
8. Is the selection of other services, such as custodial relationships, computer

services, performance measurement studies etc. made on any basis other than a
measurement of the best service for the best price?

B. Short-term securities transactions
1. Are purchases of treasury bills and notes, U.S. Government agency securities

and commercial paper effected in any way other than through competitive bid-
ding? If your pension fund has eligibility criteria for selecting vendors or bidders,
do these criteria favor in-state vendors in terms of rate, the amount of securities
that can be purchased, less stringent financial qualifications or by any other
means?

2. Are purchases of Certificates of Deposit limited to in-state banks? Do the
qualifications for any "approved list" favor in-state banks? Are in-state banks
provided with a rate advantage? Are in-state banks required to meet less stringent
delivery and collateral rules than out-of-state banks? Does the fund purchase
certificates of deposit at times when rates for treasury bills, U.S. agency obliga-
tions or commercial paper are comparable or superior?
3. Does the investment program favor the purchase of bankers' acceptances

from in-state banks?

C. Transactions in long-term bonds
1. When bonds are purchased from a syndicate, is the allocation of the order

made on any basis other than the financial services provided by the brokerage
firms to the pension funds? Are in-state firms favored?

2. When bonds are purchased in the secondary market, is any method other
than competitive bidding employed? If not, do the criteria for selecting the
broker include anything other than an evaluation of financial services? Are
in-state brokers favored?

3. In a bond swap, is any method employed other than competitive bidding on
both sides of the transaction? If not, do the criteria for broker selection include
any factor other than financial services? Does the analysis and documentation for
the swap include a justification for the swap based on a review of available
market prices for such a transaction? Are in-state brokers favored?
4. Does the bond investment program favor investment in in-state corporations

or utilities?

D. Transactions in mortgages
1. Are purchases of in-state mortgages favored over out-of-state mortgages? Is

any rate advantage provided for mortgages on properties within the state?
2. Are mortgage brokers, mortgage bankers, commercial bankers, mortgage

servicing organizations, and corporate or individual mortgagors favored in any
way over such out-of-state entities?
3. Are GNMA's purchased or sold through any method other than competitive

bidding?
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E. Transaction on private placements
1. Does the pension fund favor in-state investment in private placements of

corporate securities?
2. Does the pension fund take all of a private placement, either alone or in

combination with other pension funds administered within the state? Does it act
as lead purchaser? Does the fund ever act as lender of last resort? Do the rate
and terms offer an advantage over what might be available in the market place?
Is the appointment of council for the purchaser made solely on the basis of merit
and price?

P. Transactions in equities
1. Do you or your money managers give any preferences for the purchase of

equities of in-state corporations? Is the choice of stocks on any basis other than
a prospective maximization of total financial return to the pension fund?
2. Do you or your money managers favor using in-state brokerage firms for

executing stock orders?
3. Do your equity investment criteria include consideration of employment

within your state, taxes paid within your state or other indications of business
within your state?

4. Do you receive any guidance from politically elected officials in voting cor-
porate proxies?

5. In the voting of proxies, do you give weight to moral or social concerns?
6. When stocks are purchased from syndicates, is the allocation of the order

made on any basis other than the financial services provided by the brokerage
firm to the pension funds?

G. Cash balances
1. Are cash balances of pension funds maintained in custodial banks on any

basis other than the lowest cost for services rendered to the pension funds?
2. Are balances of the pension funds used to pay for services rendered to parties

other than the pension funds?
This is not meant to be an all inclusive list, nor do I believe that a "yes" answer

is necessarily indicative of a conflict of interest.

Mr. SCHOTLAND. At the core of the State and local pension scene is
a conflict of interest. That conflict is ignored in most communities
today but it promises—it does not merely threaten—much higher lo-
cal taxes or else insolvency. State and local political processes could
operate to correct this conflict but will not do so without Federal dis-
closure requirements.
Just about the time of your last hearings on PERISA, San Fran-

cisco's Mayor Alioto, who then was about to leave office but wanted
peace for the, remainder of his term, settled a dispute with his city
employees by agreeing to sharply higher pension benefits. Of course
an increase in current wages would boost the current budgets and
tp.es. But pension raises are a lovely vehicle, securing peace in the
official's own time and sending the bill forward to later officeholders.
The fact that in many States the legislature must act before a pen-

sion increase becomes effective serves as a valuable buffer or insula-
tor. But it is only part of the solution.
Current officeholders would find it incomparably harder to mort-

gage away their communities' futures in order to secure their own
personal political advantage if the communities knew the simple
facts about the future costs, and knew them when the commitments
were being considered.
The best proof of the existence of a conflict of interest in the State

and local sphere lies in the incredible information gaps revealed for
the first time by your Pension Task Force's report this year.

Actuarial valuations: None in the last 10 years for 25 percent of
the local plans, 5 percent of State plans; none for the last 5 years for
another 15 percent of local plans, 20 percent of State plans.

•
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Audits: Less than half of the plans with independent, annual treat-
ment.
Unfunded liabilities: Staggering both in amount and uncertainty

about the range. We are just $120 or so billion one way or the other.
Plan descriptions and reports of employees' own contributions:

Refused to participants even upon request, I was astounded to find
from your report, as I am sure other readers will be too.
You found almost three times as many plans as everyone had

thought existed. What could say more clearly than that simple dis-
covery by your staff, about the diversity and unknown weaknesses
that characterize this sector.
Those six categories do not exhaust the roster, of crucial kinds of

facts which are either kept secret or are literally completely unknown
in so appallingly many communities. The assets of the plans are only
roughly known, since literally most plans ignore market valuations
even for marketable securities, instead showing only original cost
figures.

It follows that investment performance information is even cruder.
Disclosure is the best single answer toward ending other conflict-

of-interest abuses, such as giving inappropriate amounts of broker-
dealer commission business to a favored handful of local firms, and
so forth. It is not only self-serving politicians who want to keep State
and local pension facts in the closet. It is also firms that want to ex-
ploit captive business relationships. '
Congressmen Simon and Erlenborn, I hope you will ask witnesses

who come before you representing any State and local plans to an-
swer the key questions about just what their systems do disclose. Let's
see, if they are not prepared in testimony to answer such questions
then by answers in subsequent appendices to testimony, just how their
plans' disclosure measures rip compared with, say, the California or
New Jersey State systems' disclosure, which I single out as not neces-
sarily the best but as known to me to be among the best.

Let's see particularly in the case of witnesses who argue that
PERISA isn't needed.
Does the lack of information matter? The citizens of Alabama

didn't know that $22 million of State pension assets were lying idle
in demand deposits, no interest, until a new pension administrator
came aboard in 1973.
Can anyone doubt that the citizens of New York City would have

been better able to protect their own solvency if they had not been vic-
timized by budget deceptions conceived and continued by politicians
whose interests were served by concealing the facts? Yes; the truth
will come out. But by the time it does, the deceivers have gone to
other posts and the burden facing the community is both more massive
and more troublesome than if it were known from the beginning.
I have so much respect for what the Dent-Erlenborn team have

done in the ERISA and now in the PERISA area, and I so much
agree with your directions that I hope I may register one small
criticism.
When Chairman Dent introduced the PERISA bill 2 months ago,

he gave two reasons why we need Federal reporting and disclosure.
One, only thus can we learn enough to decide what should be done
with regard to funding, portability, investing and so forth. Two, only
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thus can we assure our public servants the information essential to
their retirement planning.
I submit those are not the main reasons. The key reason why we

need this bill is to get Federal reporting and disclosure so as to en-
able State and local political processes to operate effectively to pro-
tect their own communities. The facts your recent report reveals prove
that we cannot wait for voluntary improvement.
In the second portion of my testimony I deal with the legal basis

for Federal legislation. There would be no need to deal with this but
for the National League of Cities decision. Whether or not one likes
the decision, it is there. But I submit with complete confidence that
there is no real question, as distinct from a red herring question,
about Federal authority to require disclosure reporting and fiduciary
standards.

There might be a question if the bill included, as it does not, fund-
ing, vesting, portability, and so forth. I set forth several pages ex-
plaining why there is no question about the constitutionality, start-
ing with the decision only last month rejecting California's consti-
tutional argument of immunity from Federal reporting requirements.
However, to get rid of the red herring which National League of

Cities represents in discussion of the bill, a device that can be used and
will be used to confuse the discussion of the bill, I urge your com-
mittee to do as did the Senate Judiciary Committee in handling the
very different question of whether national no-fault motor vehicle ac-
cident insurance was constitutional. That committee secured a formal
opinion letter, about 150 pages in length, from former Solicitor Gen-
eral, former Dean of Harvard Law School, Erwin Griswold. I urge
you to secure a similar formal full opinion from such a pre-eminent
authority as Dean Griswold or Illinois' own Edward Levi or other
persons whose care and reputation alone will put the National League
of Cities argument in its proper place, which is outside the discus-
sion of this bill.
Why are the fiduciary provisions of this bill needed? Although the

Tax Code has long barred self-dealing and has required plans to be
run for the exclusive benefit of beneficiaries, ERISA had to be en-
acted with major provisions enlarging the guidance to fiduciaries and
limits on their acts. ERISA was needed because experience had shown
that the simple Tax Code command was inadequate.

Abuses in the State and local pension plans may, by some perspec-
tives, be less dramatic than they were in the private sector plans.
But abuses there have been, and many, widespread, and persistent and
costly.
Your task force report refers repeatedly to a Twentieth Century

Fund study, which is part of a project I have chaired on conflicts of
interest in financial institutions. I will not here repeat the episodes
and problems so tellingly written about by that study's author, Lou
Kohlmeier. I am pleased that the study has commanded the attention
that I believe it deserves.

Illinois itself provides a good example of how poor, how inade-
quate, existing fiduciary law is. Illinois has 5 State plans and 13
other so-called statutory plans, such as the Policemen's Annuity and
Benefit Fund for employees of cities over 500,000. Of the five State
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plans, only three have any explicit provisions against self-dealing;
the other two have nothing beyond the trustees' oath.
Of Illinois' 13 statutory local plans, 7 have nothing about self-

dealing. I am referring only to the most simple prefatory direction to
"do no wrong." And they don't even have that. I submit that even if
they had that, we wouldn't be v,ery much advanced. The point is, the
problem hasn't been thought about. The direction to the fiduciaries,
the help to tell them what to do and what not to do isn't there.
That is why we need this kind of act, because State and local plans

trustees are neither so sophisticated nor so noble compared with pri-
vate sector trustees, that the State and local people need nothing. They
need something. This bill will start the road. ,
The last portion of my testimony deals with four contrasts between

this bill and ERISA. I am delighted that the sponsors have taken heed
of the experience under ERISA and have made two major simplifi-
cations, one reducing the burden of reporting and the disclosure bur-
den and the second turning around the prohibited transaction treat-
ment so that legitimate activity can go forward without the burden
and delay of advance approval from an overloaded bureaucracy.
Those two changes alone, if they had been made in ERISA, whether

or not they should have been made there I think would enormously
change general attitudes toward ERISA. So I think when people
talk about what large problems there have been under ERISA, that
needs to be taken with very heavy salt, in light of the changes that
I think have been so wisely made here.

However, the provision on fiduciaries' liability in this bill has been
changed in a way which I believe creates a situation that no one wants.
I understand why your section 209 creates a distinction between fidu-
ciaries who are also Government officials or employees, and the other
fiduciaries. At first blush it seems reasonable, even desirable, to free
the former group from the fear of personal liability and instead render
the State or local employer which such person serves as the liable
party.
The problem emerges as one thinks about how the section 209 distinc-

tion will operate in the case of pension boards composed of both Gov-
ernment officials or employees on the one hand, and also persons out-
side Government.
Will private citizens be as willing to serve as trustees where they

are protected only to the extent of their fiduciary insurance, while
some of their co-trustees are wholly insulated from personal liability?
The problem worsens as one considers that we have significant ex-

perience of situations where abuses were engaged in by trustees who
were also government officials. And the problem looms massive when
one notes that 42 percent of State and local pension boards include
some persons from outside government; at 15 percent of the systems,

• persons outside government constitute more than a third of the board
membership and at 34 percent of the teachers' pension systems, per-
sons outside constitute over one-half of the board membership.

Surely PERISA's provisions ought not to undercut those States and
localities which want boards with a mingled representation on the
board. Surely State and local systems ought not to have to overcome
Federal legal hurdles in order to fill positions on those boards.
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If your hearings reveal that it is not feasible for one reason or an-
other to impose personal fiduciary liability on government officials and
employees who sit also as pension trustees, then I suggest that you have
the Employee Benefit Administration proposed in this bill act as the
insurer of State and local pension trustees' fiduciary abuses. We have a
number of highly pertinent precedents, legislative precedents, for
such a step. I also think it will be far less costly overall.
I close noting a provision which I believe is inadvertently un-

changed from ERISA. Section 207 of H.R. 14138 establishes a 10-per-
cent limit on acquisition of employer securities and other employer ob-
ligations or property. In ERISA the 10-percent provision was a clear
step forward because many corporations had loaded their pension
plans with common stock of the employer or with employer real es-
tate in sale and leaseback arrangements. Such practices rendered pen-
sion beneficiaries more exposed to harm if the employer failed, or even
failed to prosper. Thus in ERISA the 10-percent limit improved the
soundness of many private sector plans.
But in the State and local pension setting, almost no plans hold sub-

stantial employer-related assets. Consider these figures: in 1950 this
sector as an aggregate held 31 percent of its assets in State and local
securities. In 10 years it was down to 18 percent, by 1970 down to 3.3
percent, by 1975 down to 2.4,1977 to 2.3.
The bill proposes 10 percent. And note, that 2.3 percent would be

even lower but for the events in New York.
I have on page 16 what I think is a dramatic table showing that

from 1952 until 1975, New York City's five local pension funds came
down from three-quarters of their assets in New York City securities,
to 4.3 percent of their assets. Then of course a rather unfortunate set
of events occurred. New York's funds are so large, proportionate to the
universe as a whole, they alone account for a fair bit of that 2.3 per-
cent in 1977.

State and local pension trustees and administrators have fought for
a generation to withstand intense local pressures to buy local munici-
pal securities and other employer-related investments. To their enor-
mous credit the pension people have almost completely won this bat-
tle. Even in New York City, Congress has now imposed statutory
safeguards on the amount and the terms of local municipal and munici-
pal agency securities which the pension funds there can hold.
I know Congressman Erlenborn would have liked even further safe-

guards, and I share that position with him. But I think we do have an
important precedent establishing that there is a point which is too far.
Our difference perhaps with the New York City people would be
where that point lies.
I am concerned that if Congress authorizes State and local plans to

hold up to 10 percent of their assets in local municipals, it will be
harder for the trustees and administrators to hold the line they have
fought for so long and so well and so successfully.
I submit that your bill should go along with the gains of the last

generation in State and local pension investing; and either bar such
holdings or else adopt a low limit, far from 10 percent, which re-
flects the actual current state of affairs so that we don't go backwards.
For example, a limit of about 21/2 percent of assets instead of 10 per-
cent, perhaps subject to waiver in extraordinary circumstances.

•
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Thank you very much, Congressmen.
Mr. SIMON. Thai* you.
If I may take up on your final point, you say "perhaps subject to

waiver in exceptional circumstances." The New York City situation
obviously is what we are all thinking about. How do we make such a
waiver? How do we move along the lines you are suggesting without
imposing a burden on New York City?
Mr. SCHOTLAND. Congressman, I think the story of the original

legislation exempting New York City funds from the Tax Code, the
exclusive benefit prolusion and self-dealing provision and then because
it expired this past June, the reenactment in October for the next 4
years, really constitutes the answer to that. '
The original 1975 legislation authorized the Secretary of the Treas-

ury to safeguard the Federal taxpayer concerns. He went along, I am
sorry to say, with a great watering down of the protection in the orig-
inal 1974 agreement between the city, MAC, the funds and the banks.
The watering down occurred in December of 1977. That took out a con-
tractual commitment to steadily reduce the amount and level of em-
ployee securities that would be held by the funds. They took out a con-
tractual commitment to limit the maturities to 10 years. They took out
a balanced budget commitment. The new legislation puts those back in.
They had been in the House Ways and Means Committee report. They
hadn't been in the statute. Now it is in the statute. Unfortunately, they
are allowed to go up to 40 percent of their assets, which is higher than
the present holdings, around 35 percent.
But they are committed by this act to coming down by 3 years

from now to only 30 percent of their assets. Senator Proxmire and
the unanimous Banking Committee had said: "Let them go. Let them
keep going." But Congress has said, "No, more than 30 percent is too
high. We have got to get down to that as fast as we can."
So I think it is a matter of the proportions, the terms, the length

of maturity. I would be willing to buy any amount of New York
City paper I could afford if it had a 30-day maturity on it. But I
sure wouldn't want to take 30-year paper. I think the question has
to be to write in the kinds of standards we have now in the New York
City situation and to delegate to the Secretary of the Treasury, the high
tax official.
Mr. SimoN. You used the figure of 35 percent. We have 32 percent.
Mr. SCHOTLAND. It rose.
Mr. SixoN. It has risen.
One other item you mentioned that intrigued me. Incidentally, your

testimony is very solid, substantial and I appreciate it.
Mr. SCHOTLAND. Thank you.
Mr. SimoN. You mention a number of States that have this buffer

of approval. Do you have any idea how many States have that?
Mr. SCHOTLAND. I would have to defer an answer. As best I recall

that, I remember that being in the Pension Task Force report. Per-
haps Dr. Winklevoss and Professor McGill would have specific an-
swers on that. It is only a buffer though. The question is how much
is the legislature willing to go along. Of course, if it is the State em-
ployees it isn't very much of a buffer at all. It is a better buffer for the
local employees.



136

We have another buffer in the fact that in many of the plans there
are employee contributions. They may not want to see a great increase
in benefits if it means a slight decrease in takehome. But that is only
a substantial portion of the plans, far from all. If I recall it is around
a half. That evidently is going down, that is, fewer of them are going
on employee contributions.
Mr. SIMON. Mr. Erlenborn.
Mr. ERLENBORN. Thank you very much, Mr. Chairman.
Mr. Schotland, thank you for your testimony. I would like to go

into it much more deeply than I think we have time for this morning.
I am pleased you have raised the issue as to the constitutionality

of Federal legislation in this area, and pleased about your conclusion.
I would like to have unanimous consent to introduce into the record,

following Professor Schotland's testimony, this opinion of the Library •
of Congress Congressional Research Service, American Law Division,
relative to the constitutional issues involved in the imposition of fidu-
ciary activity restrictions and liability on State and local governments
with regard to their pension plans.
Mr. SimoN. That will be entered in the record.
[The material referred to above follows:]

THE LIBRARY OF CONGRESS,
CONGRESSIONAL RESEARCH SERVICE,

-Washington, D.C., October 16, 1978.

To: Task Force—Welfare and Pension Plans, House of Representatives.
From: American Law Division.
Subject: Constitutional Issues Involved in the Imposition of Fiduciary Activity

Restrictions and Liability on State and Local Governments with Regard to
Their Pension Plans.
This memorandum is in response to your recent inquiry as to whether any

special constitutional questions may be involved under the provisions of H.R.
14138, 95th Congress, 2d Session, which would impose fiduciary activity restric-
tions and responsibilities upon State and local governments with regard to their
own pension plans, and would impose liability on such governments and cer-
tain of their employees for damages and injunctive relief if provisions of the
bill should be violated. The effect of H.R. 14138 if enacted would be to estab-
lish comprehensive standards of conduct, responsibilities and obligations for
fiduciaries of State and local public employee pension benefit systems under fed-
eral control, and would provide for appropriate remedies, including damages and
injunctive relief, including access to Federal courts.
The most relevant decision by the Supreme Court on this question is National

League of Cities v. Usery, 426 U.S. 833 (1976). The holding in this case is very
briefly to the effect that the 1974 amendments to the Fair Labor Standard Act
which extended minimum wage and maximum hour provisions to almost all em-
ployees of States and their political subdivisions were unconstitutional in that
they did not comport with the federal system of government embodied in the
constitution which guarantees to the States the freedom to structure their
integral operations in areas of traditional government functions.

Initially, it is to be noted that the Fair Labor Standards Act considered in
National League of Cities involved the exercise of authority by the Congress
under the Commerce Clause of Article I of the Constitution. 426 U.S. at 841.
Similarly, H.R. 14138 would be an exercise by the Congress of authority granted
by the Commerce Clause as well as by Section 5 of the Fourteenth Amendment.
This is made clear in its Section 2 (b ), where its purposes, to protect interstate
commerce and to prevent deprivations of rights without due process of law and
denials of equal protection of the laws, are cited. Thus, H.R. 14138 must be con-
sidered in the light of National League of Cities.
In National League of Cities, four justices joined in the opinion of the Court,

Mr. Justice Blackmun joined in the opinion of the Court with a separate state-
ment of his understanding, and four justices dissented. It is necessary, therefore,
to consider not only the holding of the Court but the reservations of Mr. Justice
Blackmun in an attempt to assess the impact of the holding.
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The principal opinion of the court notes that ther
e are attributes of state sov-

ereignty attaching to every state government whic
h may not be impaired by Con-

gress, even in the exercise of authority expressly 
granted to the Congress by the

Constitution, since one of the essential characteristics of 
the federal system estab-

lished by the Constitution is the continued existence 
and independent authority

of the States. Thus, Congressional power may not
 be exercised in a fashion that

either impairs the States' integrity or their ability to 
function effectively within

the federal system, materially interferes with the
 performance of functions

essential to separate and independent existence of the 
States, or operates directly

to displace the States' freedom to structure integral 
operations in areas of tradi-

tional government functions. The opinion of the Court th
en proceeds to consider

the effects in these areas of the minimum wage and 
maximum hour provisions of

the Fair Labor Standards Act as applicable to State an
d local government em-

ployees. Follcoing an enumeration of several of these effects, 
the opinion con-

cludes that thF provisions of the statute have a significant imp
act on the function-

ing of the governmental bodies involved, in some areas 
resulting in forced re-

linquishment of important governmental activities, and in others
 altering or

displacing various state policies and decisions regarding the m
anner in which the

State will structure delivery of governmental services or arr
ange its affairs.

Therefore, since these impacts are "significant" and "direct," the provisio
ns of the

Act which affect state employees are not within the authority of Congress
 granted

by the Commerce Clause. The opinion does not attempt any definition 
of impacts

of this nature which may be "significant" or "direct."
Mr. Justice Blackmun's opinion, which is essential to give the court the m

ajor-

ity required for a controlling decision, states his view of the opinion of the 
four

justices with whom he concurs. In his view, that opinion adopts a balancing ap
-

proach, and does "not outlaw federal power in areas such as environmenta
l

protection, where the federal interest is demonstrably greater and where state

facility compliance with imposed federal standards would be essential." 426 U.S.

at 456. The Justice then goes on to state that "With this understanding on my

part of the Court's opinion, I join it." Id. These statements are most significant

for in refusing to join the opinion of the plurality to the extent that it might be

read to require quantitative, non-balancing decision of the impact upon state

sovereignty of laws enacted by Congress under an express grant of power, Mr.

Justice Blackmun has effectively altered the controlling quality of that opinion.

In other words, his reservation in joining the opinion of the plurality denies to it

a majority insofar as it might be read as going beyond his reservation.

The issues then posed for consideration are whether the requirements of H.R.

14138, if enacted, would have significant and direct impacts upon the function-

ing of the governmental bodies affected, and whether such impacts are demon-

strably greater or lesser than the federal interests which underlie the proposed

legislation. The federal interests are set out in some detail in Section 2(a) of the

bill, and are, if supportable by evidence, of considerable substance. On the other

hand, the impacts which will be felt by the State and local governments if the

proposed legislation is enacted would principally consist of requirements for

greater safeguards for pension plan assets, more extensive disclosure to par-

ticipants of information relating to their plans, assumption of more exacting

fiduciary responsibilities, and less unfairness in the administration of the plans.
These might arguably be subsumed under a characterization of fair and honest
business practices. Although these impacts may involve increased costs in dollars
to the State and local governments affects, it is doubtful that they would even
approach the significant costs which were found to be resultant of the statute
considered in National League of Cities. It would appear, therefore, that the
severity and pervasiveness of the impacts of H.R. 14138 would be far less than
those noted in National League of Cities while the relative weight of federal
Interests would be not less than those involved in the Fair Labor Standards Act
which was considered in that case. Therefore, it is arguable that the enactment of
H.R. 14138 would be a valid exercise in this context of the power of Congress
granted by the Constitution.

This does not exhaust the inquiry, however. The Eleventh Amendment to the
Constitution provides,
"The Judicial power of the United States shall not be construed to extend to

any suit in law or equity, commenced or prosecuted against one of the United
States by Citizen of another State, or by Citizen or Subjects of any Foreign
State."
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the United States jurisdiction of civil actions under the proposed legislation.

The Eleventh Amendment has been held to afford the States a shield of sov-

ereign immunity against federal judicial action which will be effective un-

less it is waived by the State. Parden v. Terminal Ry. Co., 377 U.S. 184 (1964).

H.R. 14138, however, would present this issue: As against this Constitutional

shield of immunity, may Congress exercise powers expressly granted to it by the

Constitution or amendments thereto to authorize federal courts to entertain ac-

tions against a State or its local governments. This matter was recently considered
in the case of Fitzpatrick v. Bitzer, 427 U.S. 445 (1976). There, the conflict was

between the Eleventh Amendment and the enforcement power granted to Con-
gress under Section 5 of the Fourteenth Amendment. The statute in issue, which
had been enacted under such Section 5, authorized federal courts to award money
damages in favor of private individuals against a state governnent found to
have subjected that person to employment discrimination on the basis of race,
color, religion, sex or national origin. The Court held that:
"The Eleventh Amendment, and the principle of state sovereignty which it em-
bodies, . . . are necessarily limited by the enforcement provisions of § 5 of the
Fourteenth Amendment . . . When Congress acts pursuant to § 5, not only is it ex-
ercising legislative authority that is plenary within the terms of the constitu-
tional grant, it is exercising that authority under one section of a constitutional
amendment whose other sections by their own terms embody limitations on state
authority. We think that Congress may, in determining what is 'appropriate legis-
lation' for the purpose of enforcing the provisions of the Fourteenth Amendment,
provide for private suits against States or state officials which are constitution-
ally impermissible in other contexts." 427 U.S. at 456.
H.R. 14138, as noted above, is proposed legislation to enforce the provisions of

the Fourteenth Amendment due process and equal protection clauses, and is there-
fore arguably authorized under Section 5 of that Amendment. Thus, so long as
the Congressional intent to make States amenable to suit in federal court for
violations is specifically addressed by the legislation in question (see Employees
v. Department of Public Health and Welfare, 411 U.S. 279 (1973) ). which is, of
course, the case with respect to H.R. 14138, the Eleventh Amendment would
appear to present no constitutional obstacle to the grant of jurisdiction to federal
courts in that bill.
In summary, it would appear that the proposed legislation in H.R. 14138 does

not impermissibly impair the States' ability to function effectively within the
federal system or encroach upon the shield of immunity granted to the States by
the Eleventh Amendment.

MURL A. LARKIN,
Legislativ6 Attorney.

Mr. ERLENBORN. I might just summarize this paper by saying that
the legislative attorney who prepared this, Murl A. Larkin, says in
the final paragraph:
In summary it would appear that the proposed legislation, H.R. 14138, does

not impermissibly impair the state's ability to function effectively within the
federal system or encroach upon the shield of immunity granted to the states by
the Eleventh Amendment.

So it is the opinion of this attorney at least, representing the Library
of Congress, that legislation in this area would be constitutional, even
in light of the National League of Cities v. Usery decision.
I think this is a subject that should be addressed by as many wit-

nesses as possible during the course of these hearings.
I appreciate your recommendation that we get additional authorita-

tive opinions from people of stature in this area.
Mr. SCHOTLAND. Congressman, may I suggest that Federal District

Judge Schwarzer's decision in California v. Blumenthal, if it is not
substantially incorporated in that memorandum, you might wish to
add it to the record. I would request that you do. The last five para-

4.
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graphs of his decision, the bulk of his decision, deals with Federal
jurisdictional and procedural questions that he had to handle before
he could get to the 10th amendment issue. The 10th amendment issue
I think is dispositively handled by him, at least as to form 5500 filing
requirements, in only five paragraphs. I think that belongs in the
record.
Mr. SimoN. If my colleague will yield, I think your suggestion of

getting someone of the stature of Dean Griswold to provide such an
opinion I think would be a real plus in this area.
Mr. SCHOTLAND. It should be noted that after Dean Griswold's letter

the American Trial Lawyers Association got an opinion letter from a
lesser but still very distinguished constitutional law teacher. But I
think the issue really was stilled once the Griswold letter was in. I
think people said, "It looks fairly clearly constitutional. Let's go back
to the legislative merits."
Mr. ERLENBORN. Let me get to one of the issues that you raised in

your testimony this morning about the liability of elected State officials
as fiduciaries, in the proposed PERISA. I might admit to being one
who very jealously guarded the rights of elected officials in this area,
contesting with staff to a great extent during the drafting of PERISA.
But it appeared to me it is not unconstitutionally wrong to say, for
instance, that an elected State representative or State senator in voting
on legislation to establish the terms and conditions of the plan was
therefore a fiduciary and could be held personally liable.
I really think it is difficult or impossible for us to impose personal

liability upon a constitutional State official, elected official, in the
exercise of his official authority. Would you address that?
Mr. SCHOTLAND. I agree with that. Perhaps I misread the section;

or perhaps it needs to be a little more pointed so it doesn't get misread;
or perhaps I read it rightly.
I agree with you as to their voting. I am troubled if this section

draws a line between their liability once they are sitting on the pension
system board and the liability of other people sitting on that board.
Mr. ERLENBORN. I guess our problem here is to in some way either

redefine "fiduciary" in these cases so that acting in their official capacity
they are not acting as fiduciaries or to have liability attach to some
fiduciary activities where it does not to others. It might be just a matter
of drafting this very carefully.
The original provision was to say that all fiduciaries would be held

personally responsible. I don't think a Governor signing the bill or a
legislator casting a vote should be subject to that personal liability.
Mr. SCHOTLAND. With that I concur 100 percent. No question at all.

Maybe you should redefine "fiduciary" to cross out the votes of the
legislators or the action of the Governor, but to include their actions
in the capacity of board member.
Mr. ERLENBORN. I think we will have to turn some more attention to

that before we finally enact PERISA early next year.
Mr. SCHOTLAND. I think so. I submit that the problem with fiduciary

insurance is one of such costliness that serious consideration ought
to be given to what will for society as a whole be a very low-cost pro-
position, which is Federal fiduciary insurance of the State and local
plans.
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Mr. ERLENBORN. Under the PERISA proposal we do leave each
State the option of acting in this area if they so desire. They can pro-
vide at the State level insurance for the State and local public employee
fiduciaries.
I am also pleased with your comments relative to investment in the

employer's securities. We were tracking ERISA in making that 10-
percent limitation. I am not certain we perceived the trap we were
falling into. I know that I didn't believe we might be inviting invest-
ment in the employer's securities. The general feeling is that nontax-
able public securities are by and large a very bad investment for any
public employee pension plan. We ought not entice them into making
such investments.
Mr. SCHOTLAND. Congressman, you may have witnesses who will

say; "Leave the 10-percent figure because we still have the prudence
standard." But I know, for example, one of the largest State systems
has had to go along with intense pressure to lend money on a relatively
short-term basis to that system's State government. And they were
able to get the State to agree to prime or a quarter percent over prime.
So the tax-exempt rate doesn't impair their position. They still wish
they weren't doing it because it is short-term and they feel they could
make better investment use of the funds.
When I discussed this with a couple of State pension fund invest-

ment officers recently—I of course have no way of speaking for them —
but they did feel the 10-percent limit will take away a safeguard they
have. They will be told: "Look, Congress said you can go to 10 percent.
You are trying to be holier than Congress."
Maybe we should have an explicit limit rather than a flat bar. But

I think something like 21A percent, on which we have something to say
why we put it there, would at least avoid a step back.
Mr. ERLENBORN. I suppose it could be argued that the exclusive ben-

efit provision of the Internal Revenue Code also prohibits such in-
vestments. But the enactment of this may color the judgment as to
the interpretation of the exclusive benefit Internal Revenue provi-
sions.
Mr. SCHOTLAND. Precisely. And even if the State and locals hadn't

thought they had to worry about this tax code, surely the corporate
and multiemnlover plans knew they did. We know many of them were
way above 10 percent. So I think with all respect to the tax enforcers
the simple exclusive benefit provisions are a little bit general.
Mr. ERLENBORN. Talking about the tax code, we found in our

studies that very many public employers felt that their plans auto-
matically were tax qualified because they were public and they had
not souotht qualification under the code.
I might point out for those interested that PERISA as proposed

will extend automatic tax qualifications in the manner that they had
felt they were entitled to in the past but did not actually enjoy. Of
course there is the requirement that they comply with PERISA to
maintain that tax qualification.
Mr. SCHOTLAND. I am glad, Congressman, that you brought that up

because I think the record should show that Senator Stone's effort in
the last Congress, which started out as an effort to exempt the State
and locals from the form 5500 and qualifications requirements, turned
around and said that they should report and will be subject to only
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one or two conditions. When I heard the one or two conditions, I
said: "That is PERISA." That is, the leading proponent of removing
the tax code coverage I think has come a long way toward exactly
where this bill is.
Mr. ERLENBORN. Thank you very much.
Mr. SIMON. Thank you, Mr. Schotland. We appreciate your testi-

mony.
Mr. SCHOTLAND. Thank you, Congressman.
Mr. SIMON. I would like to call on an old friend, Senator Robert

Egan. I understand Roy Baker and Al Weinberg will be testifying
with him or will be accompanying him.
Mr. EGAN. Al Weinberg.
Mr. SIMON. Al Weinberg. All right.
Mr. EGAN. He is the foremost authority on pensions in Illinois.
Mr. SIMON. I would hardly dispute that.
Mr. EGAN. To take advantage of his expertise I brought him with

me.
Mr. SIMON. I might mention that Senator Egan is the chairman of

the Illinois Pension Laws Commission.
[The prepared statement of Hon. Robert Egan follows:]

PREPARED STATEMENT BY SENATOR ROBERT J. EGAN

My name is Robert J. Egan. I am a member of the Illinois State Senate and
appear before your committee today in the capacity of Chairman of the Illinois
Public Employees Commission which is a legislative commission whose member-
ship is composed of five public members, five members from the Illinois Senate
and five members of the Illinois House of Representatives. With me today, is
Mr. A. A. Weinberg, consulting actuary of the Commission.
The Illinois Public Employees Pension Commission was created in the year

1945. The Commission has an Executive Director and three consulting actuaries.
Its purpose is to conduct a research study of public employee retirement pro-
visions and formulate policies for standards in Illinois on this subject for the
information and guidance of the Governor and the General Assembly.
The Commission began as an interim legislative body. It continued in that

status until 1959 when it was made a permanent agency and is now an integral
part of the state governmental complex.
The Commission views with much concern the introduction at this time of

HR 14138. The bill would impose+upon the State of Illinois and its political sub-
divisions certain regulatory controls and functions which, in the opinion of this
Commission, are basically of a local responsibility.
These controls and functions have been in effect in Illinois for more than

30 years with highly satisfactory results due mainly to the work of this Com-
mission.

It is the opinion of the members of the Commission that insofar as the State
of Illinois is concerned, H.R. 14138 is unwarranted and unjustifiable for sev-
eral reasons which will be expanded upon in Mr. Weinberg's statement.
From the amount of information that has been requested of the Retirement

Systems by members of your staff during the last two years, we may conclude
that this bill will bring about a considerable amount of additional administra-
tive effort and expense for the Public Retirement Systems with the accompany-
ing cost burdens to be imposed entirely upon the taxpaying public.

It is the considered opinion of this Commission after many years of experi-
ence in this area of regulation and direction of the Public Retirement Systems,
that the problems confronting these plans can most effectively be dealt with at
the State and local levels since the systems are maintained as an adjunct of a
progressive personnel policy. The problem, therefore, is fundamentally one of
individual concern for each governmental unit.
The Commission, therefore, expresses objections to HR 14138 and records

its objections thereto restating and reaffirming its previous recommendation on
this •legislation.
Thank you for the privilege of appearing before your committee.

37-684 0 - 78 - 10
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STATEMENT OF HON. ROBERT J. EGAN, ILLINOIS STATE SENATOR
AND CHAIRMAN, ILLINOIS PUBLIC EMPLOYEES PENSION LAWS
COMMISSION, ACCOMPANIED BY A. A. 'WEINBERG, CONSULTING
ACTUARY FOR THE COMMISSION

Mr. EGAN. I have submitted a statement. I don't want to read it.
I think for the record I will leave it at that.
Mr. SIMON. Your statement will be entered in the record.
Mr. EGAN. There is one article that I might mention. Mr. Mueller

has been quoted in the Pensions and Investment publication, October
23, as saving, "I haven't heard of any opposition so far to the bill."
I think that was just the day after we sent a letter to the chairman of
the subcommittee expressing our opposition.
Mr. ERLENBORN. You know how the post office is.
Mr. EGAN. In any event, I think you know from the past our op-

position and the reason. Mv only reason for being here is to question
the need for the bill in Illinois. If we are doing something wrong I
'would like to know how you are going to correct it in Congress when
we can't. And I would like to know the answer to that question. If in
fact we have to have a Federal law to regulate our systems, the world
should know why, and I think the Governor should know why in par-
ticular. So that is my question.
Mr. SnioN. Before you got here. I mentioned that I am not nearly

as knowledgeable as my colleague from Illinois, Mr. Erlenborn, who,
along with Congressman Dent, has led in this area. But I do recall
back when I was serving on the committee in the State legislature, we
had some State pension systems that were in a pretty shaky state. As
you look around the Nation, that situation does exist elsewhere.
I can't help but feel that perhaps 5 or 10 years from now it could

once again exist in the State of Illinois.
Let me ask this question of you. Would the Federal statute impose

an undue burden on the systems of the State of Illinois, and if so,
why? I am aware of your opposition. But I am not aware of the de-
tailed reasons for the opposition.
Mr. EGAN. As briefly as I can put it,*let me just explore the facts

for a minute. We have the university system, the State system for em-
ployees, the judicial system, legislative and a few others, principally
about six. Al?
Mr. WEINBERG. Seventeen.
Mr. EGAN. Seventeen. Besides the downstate police and fire sys-

tems, which are multiple. We would like to unify those systems. That
is another problem. My hope is that we can unify those.
Mr. SimoN. If I may interrupt, as I recall it has been a hope for a

long time.
Mr. EGAN. That is right. The big problem we have is funding these

systems from general revenue funds. If we were to do this, we would
need—I think the unfunded liability for all the systems amounts to
almost the total of 1 year's State budget, about $7 or $8 billion.
So if you were to impose on us that requirement, the State would

have to borrow the money or raise the income tax. And we all know
what a disaster that would be.

•
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Mr. ERLENBORN. Mr. Chairman, might I point out to the witness, if
he is not aware of it, that the pending legislation, subject to this hear-
ing, has no funding requirement.
Mr. EGAN. I understand that. But I just want to point out the basic

facts. Congressman Simon has expressed his concern over some of
these systems being perilously close to bankruptcy.
Mr. ERLENBORN. What this bill would do, of course, is require that

there be accounting and actuarial evaluations of these systems and a
public disclosure of their condition. Do you object to that?
Mr. EGAN. We do that now. There is no objection to that. The objec-

tion is we are going to have to do it again. There is no need to dupli-
cate that which we are already doing.
Mr. ERLENBORN. How often do you do it? Annually?
Mr. EGAN. Yes.
Mr. ERLENBORN. That is what this bill requires.
You have no additional requirement whatsoever.
Mr. SimoN. I guess my question, maybe I am not being clear enough,

but how would that disclosure requirement adversely affect Illinois if
you are disclosing anyway?
Mr. EGAN. People from the systems are here. They will tell you why

that is a burden. All I am suggesting is that if there is a need in Illi-
nois, I would like to hear from the sponsor of the bill why that need
exists. I think I know the answer to the question. The State does not
contribute its sum, its employer's share. It has not for 40 years. Conse-
quently, we have unfunded liabilities amounting to $7 billion in these
systems.
The first thing I did when Governor Thompson was elected, before

he took office, was to meet with him at the John Hancock Center and
ask him if he would just contribute a little bit more than Governor
Walker had done. As a matter of fact, he reduced it below the payout
level. His budget contained less money than any Governor that I can
remember. Historically, the Governor's budget included money to pay
out only that which was necessary to retirees and not the total amount
that the employer sliftre should have been budgeted.
Mr. ERLENBORN. Excuse me. But for the record, which Governor

reduced it below the payout?
Mr. EGAN. Governor Walker.
Mr. ERLENBORN. That wasn't clear.
Mr. EGAN. At least Governor Thompson brought it back up to the

payout level. I asked him to do just a little bit better and for the next
40 years contribute more. He could not do that apparently because he
didn't. That is his problem. I think we can and we should. If we do
that, 40 years hence the systems will be fully funded.
If they are funded at a 65-percent level, we feel that that is a safe

level. There won't be a lot of requests for liberalizing the benefits. If
the systems were 100 percent funded, then everybody would want—in-
stead of 300 bills as previously, there would be 600 for liberalizing
benefits. So the State area is about 65 percent funded.
That is our only problem in Illinois. There is no problem with the

way these systems are run in my opinion.
Mr. ERLENBORN. Can I interrupt there for a moment? Does that

comment extend to the local municipal funds as well? Or are you talk-
ing only about the State funds?
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Mr. EGAN. I am talking about the five principal funds in the State.
I understand in local systems there is great variance in how they are
handled. It would help to unify the systems.
Mr. ERLENBORN. Is there any State legislation at the present time

that establishes fiduciary standards for the trustees of, say, the local
fire and police funds, requires annual accounting and actuarial evalua-
tions and requires that information about the systems be given to the
participants?
Mr. WEINBERG. Congressman Erlenborn, there is no legislation pend-

ing on that issue.
Mr. ERLENBORN. Or on the books?
Mr. WEINBERG. Or on the books. But in Illinois we have a public

employee pension fund division of the department of insurance that
has authority to make annual audits of these pension funds and check
their operations very closely.

Besides, that agency also publishes an annual report in which they
set forth the financial conditions of the funds. We do have thee reo-u-
latory controls in the measure that are contemplated by this H.R.
14138.
Mr. ERLENBORN. Let me comment in answer to your question, Sena-

tor. Even if we were to say that your State funds were in rather
good shape and you are doing the things that would be required under
PERISA, it certainly appears the legislation would be desirable so
that the local public pension funds would get the audits that they
should and that some fiduciary standards be established for those
who are fiduciaries managing those funds.
Besides that, let me say that this bill is not directed to Illinois

State funds. So don't take it personally. An awful lot of people in the
private sector didn't think ERISA was necessary either and there
were abuses. But they were not necessarily all that widespread or com-
pletely pervasive.
However, if there is sufficient information to show that there are

abuses that can be remedied by encompassing legislation, I think we
are then justified to go ahead without exempting those States that may
have been doing better than others.
Mr. EGAN. I appreciate your concern. Let me just say I don't think

it is necessary in Illinois. I am asking Congress if they intend to
pass this bill why it is. That is all my question is addressed to. Why
do we need this bill in Illinois? I think that we are doing as adequate
a job as can be done. I don't think that the Federal Government is going
to do any better.

It is not a matter really of jealousy. But we have attended to these
problems and we are serious about them.
Mr. ERLENBORN. Have you taken care of those local fire and police

funds? Have you established fiduciary standards?
Mr. EGAN. Which ones are you concerned about?
Mr. ERLENBORN. Let me give you an example. I probably shouldn't

mention names. There was one that I established when I was in the
practice of law in a very small community that happened to be tax
rich. It had a tremendous tax base. I don't know how they stand today.
But there is no requirement as I understand it that that or other local
fire and police pension funds have annual audits, nor is there a State
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law that establishes the fiduciary standards for the administrators of
those funds.
Mr. EGAN. Have they abused the trust laws? These systems are cer-

tainly subject to the trust laws of the State. Any participant in that
fund can take a court action and make sure that if they are making or
committing abuses that they be corrected. They are governed. My ques-
tion is which ones are you complaining about.
Mr. ERLENBORN. Let me recommend if you have not yet read it the

report that was approved by this subcommittee relative to public pen-
sion plans, I think in March of this year, which will point out that
at State and local levels throughout this Nation there are funds that
have not even had a financial accounting for 5 or 10 years, that do not
give information even on request to participants to let them know
what their rights are in the plan.
That doesn't necessarily point a finger at Illinois. But Illinois if

we pass Federal legislation will not be exempted. You will have to
follow the same standards that the other States do.
Mr. EGAN. The systems will have time to explain their opposition.

I just question the need for Federal regulatory intrusion. I think
we are doing a good job in Illinois. That is the reason I have come
today. I think the fact that you have the bill in Congress points a
finger at Illinois and in some measure, in some degree, is critical of
what is happening here. I just want to set the record straight. There
isn't a State in this Nation that is doing a better job with the public
employee pension systems than Illinois. I want to know who they
are.
Mr. ERLENBORN. To set your mind at ease I will publicly state that

I had New York and Pennsylvania in mind when we introduced the
bill, not Illinois.
Mr. EGAN. All right. Thank you.
I would like Mr. Weinberg to conclude. Then you can hear the real

objections from the system.
Mr. SIMON. I would still like to hear something solid addressed by

the two of you. The question is, is this any kind of a hardship im-
posed on Illinois if this is enacted?
Mr. WEINBERG. I presume there will be some expense entailed by

the application of this law in the case of the public pension funds.
As you know, the Federal Government generally requires the prep-
aration of periodic reports which may call for additional burdens to
the local areas.
I think generally this will be extended and expanded to the point

where it might become burdensome to the local governments.
Mr. EGAN. Congressman Simon, the question is not, does it burden

the system? The question is, is it necessary? Why enact a law that is
not necessary? My question is, where is the need in Illinois? Maybe
New York or Pennsylvania. But I am concerned about Illinois.
Mr. SIMON. I guess my own response to that is that at this point I

am not that familiar with abuses in Illinois, if there are any. But
there is no question that some of the pension systems around the Na-
tion are weak. There is also this problem of the disclosure problem.
That has improved appreciably in Illinois.
I see my friend Roy Baker back there. I think you are still with

the downstate teachers pension system. I can remember after Noble
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Lee and Al Weinberg gave me the information and I saw what the
situation was in the downstate teachers pension system under Roy
Baker's predecessors, when I wrote a column and said what the facts
were. He obviously alid not want that disclosed to the teachers at that
point. He is a fine gentleman, would make a fine neighbor. But he
felt threatened by the very fact that we were disclosing what the fi-
nancial situation was. That situation does exist.
Mr. EGAN. That is my question. What situation exists?
Mr. SixoN. I am not saying it exists in Illinois.
Mr. EGAN. I can't help but interrupt, Congressman. I am sorry.

But in Illinois we are in my opinion an example. Why this bill exists,
we should focus on the need. If there is no need for it then I want to
expose the idea to the world that we don't need it in Illinois or we don't
see the need in Illinois. Until I can be told why there is a need in
Illinois I must oppose the bill.
I am more than appreciative of your effort in this bill, Congress-

man Erlenborn. As a legislator, I appreciate what you are doing. But
we have got to tell the people the need for the bill in Illinois, as far
as I am concerned. And if there is no need, we have to tell them that
there is no need. My question still is, why do we need the bill?
Mr. ERLENBORN. My answer still is that I will make sure the staff

sees that you get one: read our report, March 15.
Mr. EGAN. We have been at this for 2 years. I still don't see a need.
Mr. ERLENBORN. There are plenty of abuses that are revealed in

that report.
Mr. EGAN. In Illinois?
Mr. ERLENBORN. In the Nation.
Mr. WEINBERG. In connection with that small police pension fund

that you established some years ago in your community, I might
point out I made reference a few moments ago to the public employee
pension fund division of the department of insurance that makes
these examinations and audits.
Through these audits the small funds have been required to provide

certain financial reports and as a result they are now compiling these
financial records. They have to do it. The division has prescribed the
forms that they are to keep.
Mr. ERLENBORN. Are these made public in the community?
Mr. WEINBERG. They are made public by the annual report by the

department of insurance, their publication. I assume anyone in the
community can get a copy. The funds themselves are given copies so
that they can refer to the copies and see what the status is of that
particular pension fund.
Mr. ERLENBORN. Are there requirements for vesting, minimum

funding standards, portability, fiduciary standards?
Mr. WEINBERG. Not specifically. But implied. The law itself and

its provisions-
Mr. EGAN. There are regulations.
Mr. ERLENBORN. Fiduciary you may have some. The State has not

yet seen fit to establish general standards as we have in ERISA.
Mr. WEINBERG. These laws do provide-
Mr. ERLENBORN. Funding?
Mr. WEINBERG. Yes, funding.
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Mr. ERLENBORN. Do local plans follow that law the way the Statedoes, honoring it in its breach?
Mr. WEINBERG. I would assume through these annual examinationsby the Department of Insurance they have to comply.
Mr. ERLENBORN. Does the department have authority to order themto fund if they are underfunded?
Mr. WEINBERG. I think they do have that authority.
Mr. ERLENBORN. I think we ought to research that. I am very wor-ried about many of these small plans as well as the State plans. I recallwhen Governor Walker was a candidate he campaigned on the pro-posal that he was going to fully fund the teachers pension. I recallthe Illinois Education Association later, after he became Governorand vetoed the funding bill, had to file suit. I think it was in the Courtof Claims.
I have always enjoyed telling about how the Republican attorneygeneral, Bill Scott, went in and pled guilty on behalf of the State. Iguess ultimately the court decided that there was no way that youcould force the State to live up to its obligation to fund. We are notrequiring that in this legislation. But the facts ought to be madeknown.
Mr. SimoN. If I may ask a more general question that does not ap-ply to this legislation, where do we stand on funding on, say, the fivemajor systems? What percentage are they funded now as comparedto,say, 3 years ago or 5 years ago or 10 years ago?
Mr. WEINBERG. I might say, Congressman Simon, the rate of fund-ing is gradually improving.
Mr. SIMON. Good.
Mr. WEINBERG. It is improving. The ratio of assets to liabilitiesMr. SimoN. Like the Downstate Teachers Pension System.
What is it funded at today, at what level roughly?
Mr. WEINBERG. It is in the forties, about 44 percent.
Mr. SimoN. I remember at one point it was about 28 percent or lessthan that.
Mr. BAKER. About 5% years ago we were 29 percent funded. Thelast annual report, which was July of 1977, a little over 46 percentfunded. So we have made some strides.
Mr. WEINBERG. It is above 40 now.
Mr. ERLENBORN. HOW is the legislative system?
Mr. WEINBERG. It is about 52 percent.
Mr. EGAN. Legislators are in better shape than anybody exceptmaybe the judiciary. That is because they work hard and they don'tretire.
I think if you hear from the individual systems you will find outtheir particular objections. I appreciate very much the opportunityto express on behalf of the commission, one of the hardest workingcommissions in the legislature.
Mr. ERLENBORN. Could I ask the senator to do one thing if youwould? On behalf of the subcommittee I would ask you if you wouldsubmit for the record a statement showing for the State systems un-der your jurisdiction where you are meeting the requirements ofPERISA currently and where you are not so that we will have anidea of additional burdens.
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Mr. EGA N. We have an annual report that is qui
te thorough. You

can have that. And I will be more specific about
 your question. I will

submit a statement.
Mr. SIMON. If you would also have the names o

f the members of

the Pension Laws Commission and send a copy 
of the report. I think

if you take a look at what is happening in som
e of the other States

that you might have a little more sympathy.

Mr. EGAN. I talked with Mr. Mueller in Washin
gton. I am familiar

with that but not enough. I am in sympathy 
with your objective. I

just want to make the record clear that in Illi
nois we don't need it in

my opinion. So thank you.
Mr. SimoN. We thank you. Good to see you aga

in, Senator. I recall

the position of chairman of the Pension Laws
 Commission was not a

much-sought-after position. I commend you for
 taking it on.

Mr. Weinberg, you have been a gem in the whol
e field. Great to see

you again.
Mr. WEINBERG. Thank you. Nice to see you.

I might mention in my paper that I believe yo
u have a copy of I

deal with some of the questions as to this discussio
n.

Mr. SimoN. We will enter your paper in the reco
rd.

Mr. WEINBERG. Yes.
Mr. SimoN. Thank you very much.

[The prepared statement submitted by Mr. Wei
nberg follows:]

PREPARED STATEMENT BY A. A. WEINBERG, 
CONSULTING ACTUARY, FOR THE

COMMISSION

We have studied the provisions of this measur
e. The bill is far-reaching in its

objectives and its implications. It seeks to im
pose certain functions in the federal

government which are basically of local cha
racter and concern. It will give rise

to many procedural and legal questions.

In the opinion of the Commission, the bill 
is decidedly objectionable because

it represents an unwarranted and unnecess
ary intrusion into the area of State

and local authority and responsibility. The
 effect of this bill would be to relinquish

State's rights to the federal government.
 The Commission is fearful that the

enactment of a measure of this kind and t
he establishment of the concept that it

embodies would ultimately lead to furt
her erosion of State's rights and local

authority and the extension of federal in
fluence into matters that are exclusively

of local concern and local policy determi
nation.

Administration.—The bill would brin
g about the enactment of the "Public

Employees Retirement Income Security
 Act of 1978" commonly referred to as

"PERISA". The "Employee Benefit Ad
ministration" created by the Employee

Retirement Income Security Act of 
1974, referred to as the "Administration"

would direct and administer the agency c
reated by this bill. The functions of the

"Administration" would be to formulate
 and prescribe standards of conduct and

responsibility and obligations for fiduciar
ies of State, local and federal pension

plans. It would prescribe remedies and civi
l sanctions for lack of compliance with

recommended standards and regulations.

The "Administration" would be monitored
 by an "Advisory Council on Govern-

mental Plans" consisting of 11 members 
appointed by the President. The Council

would make recommendations to the adm
inistration with respect to the regula-

tions to be issued and to otherwise prope
rly discharge its duties and responsibili-

ties under the Act. The Council would
 also establish voluntary guidelines on

related subjects not specifically covered
 by the Act such as funding or vesting

for the information of the Administration
.

Reporting, disclosure and fiduciary stand
ards.—The agency to be established

by this bill would require the filing by th
e public pension plans of periodic re-

ports on reporting, disclosure and fidu
ciary standards. Regulations and rules

defining these standards would be prom
ulgated by the Administration. Amend-

ments to the Internal Revenue Code wou
ld be proposed, presumably by the Ad-
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ministration, to formally declare that public pension plans have a qualified status
under the said Code with an exemption of these plans from taxation.
This part of the bill dealing with reporting and disclosure and the emphasis on

the fiduciary responsibilities of plan trustees has little relevance to the public
pension plans in Illinois. In addition to the "Illinois Public Employees Pension
Laws Commission" which has been a part of the State government complex for
more than 30 years, we have in our State a "Public Pension Fund Division" of
the State Department of Insurance. This division, in essence, is a regulatory
agency with respect to reporting, disclosure, and fiduciary standards and policies.
It has authority to audit and examine the pension plans at any time and inquire
into the results of their operations and management activities. This division re-
quires the filing of annual reports by the pension plans, in a detailed and com-
prehensive form, similar in scope and content to the form of report filed by
insurance companies.

Existing controls.—The aforesaid procedures and requirements may be con-
sidered as constituting regulatory controls in the State of Illinois concerning the
operations of the pension plans. It is understood that during recent years similar
measures to regulate the management and administration of public pension plans
are being instituted in other States. Incidentally the Public Employee Pension
Fund Division of the Department of Insurance referred to above was created
some years ago upon recommendation of the Pension Laws Commission.
Another form of control or regulation exists in Illinois which is proving of

increasing practical value. I have reference to the Illinois State Board of In-
vestment created also upon the recommendation of the Pension Laws Commission.
This unit is intended to provide expert investment management for the reserves
being accumulated by the several pension plans, thus giving these plans the
advantages and benefits of a joint effort in this highly important management
function and responsibility.
Small membership units.—There is one important area in pension plan opera-

tions in Illinois that requires resolution. It is a problem that is common to all
other States in varying degrees. We have reference to the small membership
units. The maintenance of a sizable number of small membership units under two
statewide pension statutes, for policemen and firemen, is certainly indefensible
from the standpoint of a constructive pension policy. It is a situation, however,
that can only be resolved by local initiative, and not by action of the federal
government.
Funding.—In the area of funding which is a subject facing all public plans

including those maintained by the federal government, increased appropriations
by the State in the case of the state-funded plans, and upward adjustments in
existing tax levies, is the only way such a situation may be alleviated. Certainly
the federal government is not going to authorize special grants to these plans for
the purpose of bringing about improved funding.
Over the years the Pension Laws Commission has consistently recommended

the current budgeting concept for providing the employer's share of the accruing
pension liability since such cost is basically an integral part of the current salary
expense. This, in the opinion of the Commission, is a realistic approach to an
important basic problem in the funding of the public plans. Sound financing re-
quires that the employer's cost be budgeted and paid over concurrently with the
payment of salaries. This method brings into focus the cost accounting concept
and is referred to as "current budgeting".

Conclusion.—It is understood that certain constitutional questions of enforce-
ment arise in the case of State or local governments which render enforcement
remedies for public plans somewhat questionable. Tnese matters may be cited
in onn-sition to any federal regulation of reporting, disclosure and fiduciary
standards.

It is the considered judgment of the Commission, after a review of all aspectsof this problem that any attempt to regulate standards of conduct or procedurein the operation of public plans, will give rise to many legal and policy questionsthat will be difficult of resolution. It is our view that the most practical way toinsure proper management and administration of the local plans and the main-tenance of adequate and effective reporting and disclosure standards, is throughappropriate State agencies, as in the case of the State of Ilinois.
Creating a new division of government at the federal level to deal with theselocal matters, cloaked with auditing and investigative authority, and directed byan "administration" and an "advisory council" as proposed by H.R. 14138, is un-
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necessary and unwarranted, as we ha
ve stated. In our opinion such actio

n would

constitute an infringement of State and
 local authority and respons

ibility. Such

an arrangement would also give ri
se to serious constitutional questio

ns and op-

erating problems rendering admini
stration and enforcement difficult 

of accom-

plishment.
We are therefore impelled to strong

ly recommend the disapproval of t
his bill.

Mr. SIMON. Mr. Henry Bayer, director of A
FSCME, Council 101.

If you would identify those with you, Mr.
 Bayer, we would appre-

ciate it.
[The prepared statement of Mr. Bayer follow

s:]

STATEMENT OF HENRY BAYER, EXECUTIV
E DIRECTOR OF DISTRICT COUNCIL 10

1,

AFSCME, AFL—CIO

I am Henry Bayer, Executive Director 
of District Council 101 of the Ameri

can

Federation of State, County and Munic
ipal Employees, AFL-CIO. With me to

-

day are Michael Leibig, of the Wash
ington, D.C. and Detroit, Michigan law 

firm

of Zwerdling and Maurer, and Robert 
Kalman, Assistant Director of Public

Policy for AFSCME International. Bob a
nd Mike have just completed a book 

on

the reform of public pensions which wi
ll be published by Hopkinson and Blake

Press later this year.
District Council 101 is based in the Chic

ago area and represents over 10,000

state, local and college employees. AFSC
ME represents over 50,000 public em-

ployees in Illinois, has over one million 
members nationally, and is the largest

union in the AFL—CIO. As the primary repr
esentative of non-teaching public em-

ployees in the nation. AFSCME is vitally inter
ested in the soundness, security and

reform of public pension systems.

As a number of other witnesses in these hea
rings demonstrate, the problems of

public pensions are becoming an increasingly imp
ortant issue.

There are a great number of issues in the pub
lic pension area which the Sub-

committee will be addressing in the next session
 of Congress. I would like today,

however, to concentrate on three of them—fund
ing, fiduciary responsibility and

reporting and disclosure.
The Report of the Pension Task Force, prepared

 under the direction of this

Committee, is particularly helpful here. Appendi
x VII of that report is a de-

tailed review of the State and Local Pension Plans
 for the State of Illinois pre-

pared by the American Law Division of the Library o
f Congress.

Illinois has over 450 state and local pension plans. Al
l but two of these plans

are covered by the Illinois Pension Code. The Libr
ary of Congress Report con-

tains a summary and analysis of these plans on the poi
nts of coverage, funding,

financing, and fiduciary standards, as well as an in-dep
th examination of them

on the same basis. A first reading of the report creates the 
appearance of a com-

plicated but sophisticated modern system of pension
 protection for the public

employees of Illinois. But what does a more careful revie
w show?

Begin with the fact that the Illinois Department of Insur
ance reports a total

unfunded liability of $7 billion dollars for these funds.
 And yet, the Library of

Congress report describes systems which would seem to
 have adequate safeguards

and guarantees in the funding area. What could these mea
n? The problem is that

there exists no remedy in Illinois for persons injured by fail
ure of the existing

plans to meet their funding obligations or by failure of trustee
s of these plans to

fulfill their duty to manage the plans in the interest of partic
ipants and bene-

ficiaries. At the same time, inadequate reporting and disclosur
e both with regard

to plan, operation and the financial management of the plans lea
ves participants

and beneficiaries without access to understandable, meaningful
 or usable in-

formation.
Let us look at each area separately for a moment:

FUNDING AND FINANCING

The Library of Congress defines funding as "the required contributions
 of

both employees and the government." It defines financing as "the resources b
ehind

the promised government contribution." The key question for the Subco
mmittee

is what happens when a gap opens between funding and financing? Whe
n a plan

fails to meet the funding promises which have been imposed at the
 local level,
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what happens? When a participant or beneficiary making contributions to a plan
finds that the government has not been meeting its obligation, what recourse -does
he have?
The Constitution of the State of Illinois provides that:
"Membership in any pension or retirement system of the State, any unit of

local government or school district, or any agency or instrumentality thereof,
shall be an enforceable contractual relationship, the benefits of which shall not
be diminished or impaired. Article XII, Section 5."
The Library of Congress reports, however, that "the applicability of this pro-
vision to the financing of pension benefits is not totally clear." In fact, it is cur-
rently impossible in Illinois to insure that a government making a promise tofund a pension commitment at a given level will keep that promise. The Consti-
tutional Commentary to the Illinois Annotated Statutes, for instance, states that
the constitutional provision "does not require the funding of pension programs."In fact, the $7 billion in unfunded liabilities stands in testament to the impossi-
bility of enforcing state pension commitments.
The Courts in Illinois have consistently refused to require that these promisesbe kept. See, for example, the Illinois State Employees v. McCarter, People, exrd l JET v. Lindberg, and Illinois Education Association v. Illinois cases, and a1977 article on public pensions in Volume 90 of the Harvard Law Review at p.992.

FIDUCIARY STANDARDS

The Library of Congress' most forceful statement on the duties of the trusteesof Illinois public pension systems is that "The general duties of trustees wouldappear to apply to these trustees in the absence of special provisions."
It is generally believed, and may be generally accurate, that public pensionplans must be managed for the benefit of participants and beneficiaries accord-ing to the same fiduciary standards that control private pension funds. As atechnical, legal point, this may be more difficult to establish than at first ap-

pears. Efforts to enforce traditional fiduciary obligations against decision makers
and trust managers must overcome sovereign immunity and separation of power
defenses. It must then be established that the plan is indeed a trust, designedto be managed for the exclusive and sole interest of participants and beneficiaries.
Depending on the statute involved, this may be relatively easy or very compli-

cated to prove. There may be no specific "fund" involved in the plan. It may be
far from apparent that public pension participants and beneficiaries have equi-
table title in a public pension fund. Furthermore, no explicit declaration of trust
with respect to the fund's assets may exist. It may also be difficult to establish
clearly that plan assets are, in fact, a separate trust fund, rather than a simple
division of the budget or accounts of the governmental employer involved.
Even if it is established that a trust fund does exist and that fiduciary duties

do apply, the specific duties of plan fiduciaries may remain in question. Publicfund fiduciary duties may vary considerably from those of private trust fund
fiduciaries. Statutory provisions may exist, allowing any investment gains to be
returned to the general fund of the government. Trustees may not be obligated
to consider investment return against risk.
A statute may also impose requirements to invest in governmental securities,

securities of businesses within the jurisdiction, or limiting investments in other
ways. Other statutory requirements may change traditional rules of diversi-
fication of trust assets. Traditional rules of prudence may be relaxed somewhat
during situations of grave financial crisis.
In Withers, et al v. Teachers Retirement System of the City of New York, et

al., a federal district court in New York recently found that public pension fund
trustees did not breach fiduciary duties by investing in employer bonds, when
the public employer sponsoring the plan was thought to be on the brink of
bankruptcy. The court concluded:
"[that the trustees' initial] hesitation as to the quality of the bonds and the

undesirability of committing so large a proportion of the fund's assets to a single
class of security was outweighed by what they conceive as their paramountobligation to insure the survival of the fund."
This is contrary to the general rule applied to privatQ pension trusts in

Blankenship v. Boyle, which held that pension trustees should not consider the
interest of employees and pension participants in maintaining the economic
strength of the employer when making pension investments..
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REPORTING AND DISCLOSURE

The problems of funding and fiduciary abuse
 might be mitigated to some degree

if the argument could be made that ever
yone involved is aware of the situa-

tion and knows that the promise to pay a 
pension is conditional, that promises

to fund are less than fully reliable, and t
hat the duties of fiduciaries to manage

funds in the interest of their beneficial ow
ners are less than they would be

in the private sector. This argument ca
nnot be made; however, where strict

independently enforced reporting and disc
losure requirements do not exist or

where they are not enforced.
CONCLUSION

There is a clear need for reform of the pu
blic pension systems of the State

of Illinois. Reporting and disclosure, fiduci
ary duties, and remedies for those in-

jured by broken pension promises are the a
reas where such reform should begin.

We are prepared to answer questions on thes
e or other points.

[From Pension World, August 19781

How MUCH FEDERAL REGULATION Do PU
BLIC FUNDS NEED?

(By Michael T. Leibig and Robert W. K
alman)

The unregulated control by plan managers a
nd the private financial community

over the $110 billion in public pension fund 
assets and the lack of adequate public

pension plan reporting and disclosure dem
and urgent reform.' Conflicts of interest

and inadequate reporting and disclosur
e, unfortunately, are the rule among the

more than 6,000 state and local pension plans
.

Claims to the contrary are extremely mi
sleading. In a recent editorial in a

prominent pension journal, for example, C
armen Elio, Director of the Massachu-

setts Retirement Law Commission, claimed 
that "tremendous progress" has been

made in the area. He suggests that the rema
ining problems will best be solved by

the "velvet glove" of the private financial 
community, rather than the "sledge-

hammer" of federal legislation.2 Such claims a
re refuted by the facts.

CONFLICTS OF INTEREST

In a widely cited study of the asset manage
ment practices of state and local

pension funds, Louis Kohlmeier documents th
e widespread nature of conflicts of

interest that exist in public employee pengon p
lans.3

Kohlmeier demonstrated that to a "consider
able degree [public pension funds]

are controlled by city and state employers." 
He has shown that of the $93.5 billion

(1974 value of assets) held by public pensi
on funds, much is managed in the in-

terests of those who control the funds rathe
r than in the interests of those whom

the funds are intended to benefit.4

ESTABLISHING STATUTES

Statutes which establish state and local pe
nsion funds usually create a board

of pension fund trustees. Most often, the tr
ustees are appointed by an elected

official; typically they are charged both with fu
nd administration and investment

management. "Most frequently, the boards are
 composed largely or exclusively of

public officials, lawyer representatives, and 
others who are not professionally

trained to invest large sums of money." 3 Typi
cally, professionals are not on the

board of trustees. Money managers, usually b
anks, are used.3

How do these pension trustees rate as "mana
gers"? The Congressional Pension

Task Force found that the standards which
 plan officials must meet in their con-

duct are vague. The Task Force observed in i
ts 1976 Interim Report that:

Bureau of the Census, U.S. Department
 of Commerce, Financial of Selected Public Em-

ployee Retirement Systems, Quarterly Report. Decem
ber 1977.

2 Carmen Elio. "Public Reporting and Disclosure,"
 Guest Editorial, Pension World, De-

cem})er 1977. p. 3.
3 Louis M. Kohlmeier. Conflicts of Interes

t: State and Local Pension Fund Asset Manage-

ment (New York Twentieth Century Fund, 1976).
4 Ibid., p. 11. •
6 Ibid., p. 9.
6 See Note, "Public Employee Pensions in Times

 of Fiscal Distress," 90 Marv. L. Rev. 992

(1977) pp. 1013 through 1116 on the selection
 of trustees and the relative merits of gov-

ernmental officials, union representatives and "ne
utrals" on boards of trustees.
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•

. . . public plans in general do not appear to be operated within the general
financial and accounting parameters established by custom and practice [and
now by ERMA] in the private pension retirement plan field. The absence of ainy
external independent review has perpetuated a level of employer control and
attendant potential for abuse unknown in the private sector. [Emphasis supplied.]7
In 1977, Greenwich Research Associates carefully reviewed over 150 of the

largest public sector funds and found major problems in their management. The
report concluded:
Forty-eight percent of the public pension funds report they have problems with

their investment manager, and some of the problems they have with their own
managers are those they would consider most harmful: portfolio managers don't
give each account the individual attention it deserves: managers don't keep
clients properly informed between meetings; investment review meetings and
written material are too superficial; and portfolio managers are changed too
often.9
Kohlmeier has pointed out that the most fundamental question in this area

is, whose interests come first: the pension beneficiaries, the employers, or the
Investment managers?
[The] possibilities for conflicts are numerous. For example, some trustees and

their staffs decide how the brokerage commissions generated by the fund's port-
folio transactions will be allocated; and when they make these decisions, it ap-
pears that the commission business is often channeled to favored regional broker-
dealers with political influence or friends in the state or city government. But
when investment advisors decide where portfolio securities will be bought and
sold, other conflict questions arise—for example, when the investment advisor
is a bank having commercial relationships with broker-dealers to whom it allo-
cates brokerage business. Almost all public pension funds appear to allow their
investment advisors to obtain research from broker-dealers through "soft dollar"
payments—that is, in exchange for commission business. But few if any pension
funds have established controls to ensure that safe dollar benefits obtained by in-
vestment advisors accrue to the benefit of the pension funds paying the trans-
action costs rather than the benefit of the advisors' other customers . . .
[If] pension fund trustees and staffs fail to equip themselves with more sophisti-
cated money management techniques and with more effective surveillance of
their hired money managers, conflict-of-interest problems—and abuses—will also
continue to proliferate. [Emphasis supplied] 9
Boards of pension trustees have too often ignored funding and investment

requirements. Kohlmeier describes abusive situations in Illinois, Maryland, New
Jersey, Philadelphia, Los Angeles, Virginia, Maine, Nevada, Georgia, North
Carolina and other areas.
It is clear that the "velvet glove" of the private sector financial community too

often hides a grasping hand and that the frequent tie between banks or private
financial managers and public funds endangers the funds' position. Investment
decisions are motivated by the investment needs of those controlling public pen-
sion funds, rather than the security needs of the consumers of public pensions—
plan participants and beneficiaries.
Too often, public funds, on the advice of the private financial community, invest

a disproportionate share of their assets in local mortgages or unwisely concen-
trate investments in other ways. Largely inexperienced public pension fund ad-
ministrators, especially those of smaller funds, must rely on such advice, intensi-
fying these problems."

REPORTING AND DISCLOSURE

Equally as important as conflict of interest problems is the degree to which
secrecy and lack of public disclosure dominate the public pension area. il In fact,
Kohlmmeier found that conflicts of interest problems:

7 Pension Task Force, Subcommittee on Labor Standards, Committee on Education and
Labor, U.S. House of Representatives, 94th Congress, Second Session, Interim Report of
Activities (Washington. D.C. : U.S. Government Printing Office, 1976), p. v.
8 Pubtsc Pension Fund Trustees Reports (Greenwich Research Associates, 1977). P. 17.9 Louis M. Kohlmeier, Conflicts of Interest: State and Local Pension Fund Asset Manaoe-

ment, pp. 9 and 10; See also A. H. Raskin, "Pension Trustees Juggling Inherent Interest
Conflicts." The New York Times, March 16, 1977.

im/hid., pp. 11-26, As one part of the Congressional public pension study mandated by
ERISA, the Senate participants in the Joint Pension Task Force have recrested that theGeneral Accounting Office make a study of pension asset management practices in six states,following the Kohlmeier format. The results of this study, however, are not yet available.n See Robert Blixt, Pension World, December 1976, pp. 3-4.



154

* * * are compounded by the general failure of 
public pension funds to make

full public disclosure of how investment authori
ty is divided and the methods

by which depository banks, investment advisor
s, and broker-dealers are se-

lected . . . Control and surveillance can mini
mize the effects of conflicts. And

in itself, greater disclosure should help prevent th
e unavoidable conflicts from

growing into situations that are harmful to both pe
nsion fund beneficiaries and

the general public, which must ultimately pay the 
bills.'

The preliminary results of the Congressional Tas
k Force study of public pen-

sion plans show that:
Almost half of the 800 plans surveyed do not 

regularly distribute plan de-

scription booklets to participants, including mo
re than 25 percent of plans with

more than 1,000 participants.
60 to 70 percent of all state and local systems do

 not disclose (or know) the

market value of plan assets; of those that do, ab
out 40 percent show a market

value of less than 90 percent of book value.

25 percent of all state and local plans have never
 had an actuarial valuation

and about one-third have not had one within the l
ast five years.

Nearly one-third of large state and local plans are n
ever audited by a certified

public accountant.
Public retirement sytsems suffer from other serious 

deficiencies in disclosing

plan information to participants and beneficiaries.

Because of the absence of disclosure, plan partici
pants and beneficiaries sel-

dom know their pension entitlements, let alone how t
o object to the practices

involving the management of plan assets.la

Kohlmeier's study reinforced these conclusions. He fou
nd that:

Most public pension funds make financial reports of so
me kind to the legisla-

ture, to the governor or mayor, to employees and/or to
 the general public. The

great majority of such disclosures are wholly inadequat
e to allow legislators,

employees or the public to judge the adequacy of f
und administration . . .

Rarely do reports disclose individual [investment infor
mation capable of being

analyzed]."
Few, if any, public pension systems provide for reg

ular, meaningful report-

ing and disclosure. Often the data necessary for such disc
losure are unavailable,

even to the asset managers. Detailed investment stud
ies are rare; actuarial

reports, on a regularly updated basis, are neglected.

The problem with secrecy concerning basic information
 of public pension sys-

tems is not limited to backward, small or outmoded
 plans. Confidentiality and

the privacy rights of plan participants are, at times, re
lied upon to prevent re-

porting and disclosure of even general or aggregate i
nformation about a plan's

finances, its actuarial health, or the cost of plan am
endments. This is so even

when the request for such information comes direct
ly from plan participants

or their representatives.
For example, the problem of limited disclosure i

nfects even "reforms." In

April 1977, the Department of Labor announced a
 $200,000 contract with the

Massachusetts Retirement Law Commission to es
tablish a New England Re-

tirement Law Council to do a study of public pen
sion systems within the six

New England states. The eighteen month study aim
s at coordinating a network

of pension plans and establishing a computer dat
a bank. The Department of

Labor has announced that the New England Co
uncil "will create a complete

data base on the characteristics, funding status, an
d coverage of all public pen-

sion systems within the boundaries of the si
x New England states." It is

planned that the computer program developed 
will, among other things, be

equipped to calculate the cost of any proposed cha
nge in a public pension system

in New England.
There is no question that such a system establish

ed with federal funds, and on

the basis of expert actuarial service, is a real pu
blic pension reform. As things

12 Louis M. Kohlmeier, Conflicts of Interest: Sta
te and Local Pension Fund Asset Manage-

ment, pp. 9 and 10.
Is See Russell Mueller. Actuary for the Congre

ssional Pension Task Force. "Public Pen-

sions," address before the American Council of
 Life Insurance, November 1. 1977; Howard

Kline, Counsel to the House Pension Task Force, ad
dress to National Conference on Public

Employee Retirement Systems, March 28, 1977;
 and "Public Pension Reform," Pensions

and Investments, June 6, 1977. p. 11.
14 Louis M. Kohlmeier, Conflicts of Interest: State a

nd Local Pension Fund Asset Manage-

ment, p. 54.
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currently look, however, even this new developing reform system has a fatal
problem. The information developed by the Commission is to be in the complete
control of the executive and legislative departments of the jurisdictions in-
volved. While an initial report will go to the Department of Labor, access to the
use of the data bank will be severely restricted. Labor unions, taxpayer repre-
sentatives, participant and beneficiary representatives, and independent re-
searchers are not currently anticipated to have access to the data bank. This
will be the case even when these outside groups offer to pay the cost of a speci-
fic answer to a general question such as the cost of integrating a system with
Social Security.
The program's Advisory Committee chaired by Alicia Munnell has discussed

the problem and the importance of full reporting and disclosure with Director
Carmen Elio. Furthermore, the initial unsolicited proposal to the Department
of Labor described the program as providing the basis for full reporting and dis-
closure. However, unless something is changed before the eighteen month study
is completed, only those now controlling access to the information about the
systems involved will have access to the new computer program.'"

LEGAL REMEDIES

It would be misleading to leave the impression that there are no legal reme-
dies for fiduciary abuse of public pension plans. This would imply that no re-
course exists to plan participants faced with lack of disclosure or secrecy.
For the most part, private remedies are technically available. Common law

and, often, statutory fiduciary protections frequently do exist. State freedom of
information and consumer protection systems are available.

REMEDIES CUMBERSOME

These remedies, however, are cumbersome and expensive. They are not de-signed to provide specific remedies to pension participant or beneficiary prob-
lems. Fiduciary duty litigation against the state systems face difficult separation
of power and sovereign immunity problems. For the most part, these problems
cannot be overcome without sophisticated, expensive legal skills.
Three particular problems without easy solution are: (A) application of tra-

ditional fiduciary standards and "prudent man" rules in the public sector; (B)
refusal of the government to fund a plan as required; and (C) investment of
public pension funds in governmental securities.

FIDUCIARY PROBLEM

It is generally believed, and may be generally accurate, that public pension
plans must be managed for the benefit of participants and beneficiaries accord-ing to the same fiduciary standards that control private pension funds. As a
technical, legal point, this may be more difficult to establish than at first ap-
pears. Efforts to enforce traditional fiduciary obligations against decisionmakers
and trust managers must overcome sovereign immunity and separation of power
defenses. It must then be established that the plan is indeed a trust, designed to
be managed for the exclusive and sole interest of participants and beneficiaries.

DIFFICULTIES IN ESTABLISHING

Depending on the statute involved, this may be relatively easy or very com-plicated to prove. There may be no specific "fund" involved in the plan. It may
be far from apparent that public pension participants and beneficiaries have
equitable title in a public pension fund. Furthermore, no explicit declaration of
trust with respect to the fund's assets may exist. It may also be difficult to
establish clearly that plan assets are, in fact, a separate trust fund rather thana simple division of the budget or accounts of the governmental employer involved.
Even if it is established that a trust fund does exist and that fiduciary duties

do apply, the specific duties of plan fiduciaries may remain in question. Public

1" See "New England Pension System Study Contract Awarded." BNA Pension Reporter,May 23. 1978. p. A-8; see also correspondence between Leihig and Kalman and the Depart-ment of Labor, May 11, 1977, Map 18, 1977, and June 8, 1977; see also New EnglandRetirement Law Council letter to Kalman, July 12, 1977.
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fund fiduciary duties may vary considerably f
rom those of private trust fund

fiduciaries. Statutory provisions may exist, 
providing that any investment gains

must be returned to the general fund of th
e government. Trustees may not be

obligated to consider investment return again
st risk.'

A statute may also impose requirements to
 invest in governmental securities

or securities of businesses within the ju
risdiction. Other statutory require-

ments may change traditional rules of di
versification of trust assets. Tradi-

tional prudent man rules may be relaxed s
omewhat during situations of grave

financial crisis."
In Withers, et al. v. Teachers Retirement

 System of the City of New York, et

al., 76 Civ. 4474 (WOO) ( S.D.N.Y., 1978)
 a federal District Court in New York

recently found that public fund trustees di
d not breach fiduciary duties by in-

vesting in employer bonds when the emplo
yer was thought to be on the brink of

bankruptcy. The court concluded—

"[that the trustees' initial] hesitation as to 
the quality of the bonds and the

undesirability of committing so large a p
roportion of the fund's assets to a

single class of security was outweighed by
 what they conceived as their para-

mount obligation to insure the survival of
 the fund." This is contrary to the

general rule applied to private pension tru
sts in Blankenship v. Boyle, 329 F.

Supp. 1089 (D.D.C., 1971) which held that 
pension trustees should not consider

the interest of employees and pension parti
cipants in maintaining the economic

strength of the employer when making pensio
n investments.

ENFORCEMENT

On a number of occasions, governmental emp
loyers have failed to fund their

plans in line with the statutory requirements:

Courts have uniformly held these missed ap
propriations to be contract vio-

lations. Depending on their view of the app
licable doctrines of separation of

powers and sovereign immunity, the states'
 courts have adopted various re-

sponses to requests that they order the stat
e legislator or state executive ac-

tually to make the appropriations [needed to
 fund the plan] .17

In Dombrowski v. The City of Philadelphi
a, for example, the court ordered

the City to put its pension plan on an actua
rially sound basis." In Illinois, a court

agreed that failure to fund a public pla
n is illegal. However a separation of

power argument convinced the court that no
 such order was permissable. There-

fore, only a declaratory judgment resulted."

INVESTMENT

Some statutes require public pension plans 
to invest a certain portion of their

assets in governmental securities. The pro
s and cons of such requirements have

been developed in detail by the Harv
ard Law Review. Under the Harvard

analysis, trustees making the investmen
t might properly look beyond the direct

security interests of active plan participa
nts and beneficiaries. They also might

consider their own interest in the stabili
ty of the government sponsoring the pen-

sion plan; the security interests of acti
ve plan participants, exclusive of the

interests of beneficiaries; and the general
 interests of beneficiaries and partici-

pants in avoiding governmental bankrupt
cy."

Investments of this type should be co
nsidered highly suspect. They should be

opposed unless made after all ramificat
ions of these investments are fully and

carefully considered.
In the recent New York fiscal crisis, 

very careful consideration of all ele-

ments of the decision was made prior
 to City pension fund investment in New

York securities. Special legislative app
roval and adjustments of fiduciary re-

18 Report of the New York State 
Permanent Commission on Public Employ

ee Pension

and Retirement Systems. Financ
ing the Public Pension Systems, Part I: A

ctuarial As-

sumptions and Funding Policies, March
 1975, pp. 34-35.

18 See also 90 Harv. L. Rev. 992 (1977).

37 90 Harv. L. Rev. 992 (1977), p. 1006.

18 254 A. 2d 2 -̀'8 (1968)•
" Illinois Education Association v. Illin

ois, No. 6891 (Ct. Cl. June 25, 1973) ; s
ee also

Weaver v. Evans, 495 P. 2d 639 (1972) (e
n bane.)

20 90 Hare. L. Rev. 992 (1977).
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quirements were granted; special and specific Federal policy and tax decisions
were made which protected the funds.21

CONCLUSION

Conflicts of interest in the management of public pension plans and their
assets present a major challenge for reform. At the heart of the problem is the
disinterest and lack of understanding by public plan managers, participants
and beneficiaries, their representatives, and the taxpaying public.
Consumers of public pensions have no active enforcement advocate. No one

can control or effectively challenge self-dealing and poor management. There
is no agency with adequate authority to demand full, meaningful, and under-
standable reporting and disclosure comparable to the ones that oversee private
plans.

Technical, legal avenues adequate to secure complete information about public
pension plans are expensive and complicated. Meaningful access to private legal
remedies to these problems does not exist. The disinterest of the past generated
present problems. Pension plan participants and beneficiaries and the taxpaying
public deserve better.

PUBLIC REPORTING

This is the real world of public sector reporting and disclosure and asset man-
agement. Public pension reform is needed in this area. The argument for reform
is stranger than the private sector argument which resulted in ERISA. Abuses
are widespread; employer and private financial community control is disturbing;
plan participant and taxpayer knowledge is kept to a minimum. Views to the con-
trary, citing "tremendous progress" through the "velvet glove" of the private
financial community do not match the facts. They represent a myopic perception
of the disturbing reality of reporting, disclosure, and conflicts of interest in the
public sector today.

[From Pension World, April 1978]

PUBLIC REPORTING AND DISCLOSURE: ANOTHER VIEW

(By Robert W. Kalman and Michael T. Leibig)

The complete control that plan sponsors and the private financial community
exert over reporting and disclosure of public pension plans and their $110 billion
in assets demands the most urgent reform. Conflicts of interest and lack of ade-
quate disclosure to plan participants and the taxpaying public, unfortunately, are
the rule rather than the exception among the 6,000 plus state and local pension
plans.
Claims to the contrary, including Carmen Elio's December 1977 Pension World

guest editorial, "Public Reporting and Disclosure," are misleading. Mr. Elio's
statement that "tremendous progress" has been made in this area and that the
remaining problems will best be 'solved by the "velvet glove" of the private finan-
cial community, rather than the "sledgehammer" of federal legislation is not
supported by the facts.
Louis M. Kahlmeier, in his widely-respected Twentieth Century Fund study—

"Conflicts of Interest: State and Local Pension Fund Asset Management"—docu-
ments the disturbing conflicts of interest, secrecy, and lack of public disclosure
that dominate the public pension scene. Mr. Kohlmeier demonstrates that the
"velvet glove" of the private sector financial community too often hides a grasp-
ing hand and that the frequent tie between banks or private financial managers
and public pension funds endangers the funds' position. Investment decisions
are motivated by the investment needs of those controlling public pension funds,

2i See American Bar Association, 1976 Labor Relations Law Committee Reports, (1976),
pp. 416 and 417: Agreement between Municipal Assistance Corporation, N.Y. Banks and
the City of New York, November 26, 1975; New York State Statute on indemnification and
fiduciary obligations, 1975, N.Y. Laws, Chap. 890; New York Seasonal Financing Act and
its legislative hsitory. P.L. 94-143 (Dec. 9, 1975) : special amendment to Internal Revenue
Code Section 401(a) and its legislative history, P.L. 94-236 (March 19, 1976) ; 90 Harv. L.
Rev. 994 (1977) pp. 1005-1016; Michael S. Gordon, "The Politics and Perils of Reforming
Public Employee Pension Plans," Employee Benefits Journal, Fall 1976, pp. 5 and 6;
Withers, et at. v. Teachers Retirement system of the City of New York, et at.. 76 Civ. 4474
(WCC) (S.D.N.Y.) ; and International Foundation of Employee Benefit Plans, "Public
Fund Trustees Did Not Breach Fiduciary Duty in Investing in New York City Bonds."
Legal-Legislative Reporter, News Bulletin, (June 1978), pp. 6 and 7.

37-684 0 - 79 - 11
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rather than the security needs of fund p
articipants and beneficiaries. Often, pub-

lic funds, on the advice of the "private sec
tor financial community," invest a dis-

proportionate share of their assets in l
ocal mortgages or unwisely concentrate

investments in other ways. Largely inexp
erienced public pension fund adminis-

trators, especially those of small funds
, must rely on such advice, further in-

tensifying these problems. As Mr. Kohlmei
er writes,

"Most public pension funds make financi
al reports of some kind to the legisla-

ture, to the governor or mayor, to employ
ees, and/or to the general public. The

great majority of such disclosures are wh
olly inadequate to allow legislators, em-

ployees, or the public to judge the adequacy
 of fund administration. . . . Rarely do

reports disclose [investment information 
capable of being analyzed]." (p. 54)

Similar deficiencies have been uncovered 
by the House Labor Standards Sub-

committee's Pension Task Force. Prel
iminary findings of the Task Force's co

m-

prehensive survey of public plans reveal
 some very disturbing realities about

public reporting and disclosure. For exam
ple, it has discovered that 60 to 70

percent of all state and local plans do no
t disclose (or know) the market value

of plan assets. Twenty-five percent of a
ll state and local plans have never had

an actuarial valuation and about one-th
ird have not had one within the last five

years. Furthermore, one-third of large state
 and local plans are not audited an-

nually and about 4.5 percent of all plans
 are never audited.

These and other findings further reinforce 
the conclusions drawn by the Task

Force in its 1976 Interim Report. The Task
 Force observed in the Report's dis-

cussion of public reporting and disclosure th
at,

"* * * public plans in general do not appe
ar to be operated within the general

financial and accounting parameters esta
blished by custom and practice in the

private retirement field. The absence of 
any external independent review has

perpetuated a level of employer control an
d attendant potential for abuse un-

known in the private sector." (p. v)

This is the real world of public reporting an
d disclosure, an area that is in ur-

gent need of federal attention. Abuses are w
idespread; employer and private fi-

nancial community control is disturbing; p
lan participant and taxpayer knowl-

edge is kept to a minimum. Views to the 
contrary, citing "tremendous progress"

through the "velvet glove" of the private 
financial community, do not match the

facts. They represent a myopic perception 
of the disturbing reality of reporting

and disclosure in the public sector today.

MEMORANDUM OF OPINION OF THE U.S. DISTR
ICT COURT FOR THE EASTERN DISTRICT

OF CALIFORNIA IN STATE OF CALIFORNIA V.
 BLUMENTHAL

NO. CIV. S-78-356-TJM OCTOBER 3, 1978

THE STATE OF CALIFORNIA, BY AND THROUGH 
EVELLE J. YOUNGER, ATTORNEY GEN-

ERAL OF THE STATE OF CALIFORNIA, PLAINTIF
F

V.

THE HONORABLE W. MICHAEL BLUMENTH
AL, SECRETARY OF THE TREASURY OF

THE UNITED STATES, DEFENDANT

Appearances:
William J. Power, Deputy Attorney Gen

eral, State of California, 555 Capitol

Mall, Suite 350, Sacramento, California 9
5814, Attorney for Plaintiff.

Richard A. Scully, Tax Division, U.S. Dep
artment of Justice, Washington, D.C.

20530, Attorney for Defendant.

SCHWARZER, U.S. District Judge

Plaintiff filed this action on July 10, 197
8, seeking broad declaratory and in-

junctive relief against the application of t
he Employee Retirement Income Se-

curity Act of 1974 ("ERISA."), 88 Stat. 829,
 29 U.S.C. § 1001 et seq., to pension

and retirement plans maintained by the State
 of California or any of its agencies.

Plaintiff asserts that Congress did not inte
nd the Act to apply to governmental

plans, and that even if Congress intended ot
herwise, its application to such plans

would violate the tenth amendment. ERIS
A requires, among other things, the

filing of an annual information return by e
very employer maintaining a pension

plan described in part I of subchapter D of 
chapter 1 of the Internal Revenue
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Code, 26 U.S.C. § 401 et seq.1 An unexcused failure to file may result in penalties

of $10 for each day during which the failure continues up to a maximum of

$5,000.26 U.S.C. § 6652 (f ).
Plaintiff has moved for a preliminary injunction to prevent defendant "from

imposing. . . or threatening to impose a fine upon plaintiff . . . for plaintiff's re-

fusal to file with defendant the return mentioned in Section 6058. . ." Defendant
takes the position that the declaratory and injunctive relief sought by plaintiff is
prohibited by the federal tax exception of the Declaratory Judgments Act, 28

U.S.C. §§ 2201-2202, and by the Anti-Injunction Act, 26 U.S.C. § 7421(a). Even
if those statutory prohibitions were inapplicable, defendant contends, plaintiff

has failed to establish that it is threatened with irreparable harm, a prerequisite
to the granting of equitable relief, and on the merits is not entitled to declaratory
relief.

1. Case for Controversy
The documents filed in support of plaintiff's motion show that beginning about

April, 1977, the Internal Revenue Service ("IRS") issued a series of News Re-
leases announcing that governmental units maintaining employee pension bene-
fit plans must file annual returns with the IRS pursuant to Code Section 6058(a),
regardless of whether there has been a determination that the plans are qualified.
In subsequent releases, the IRS reduced the amount of information required of
governmental plans and extended the filing date. Under regulations promulgated
by the IRS and published on July 7, 1978, 43 Fed. Reg. 29291, returns for the
years 1975-1977 are to be filed by September 1, 1978, and penalties waived for all
returns filed by that date. The reporting requirements for governmental plans
were limited to items one through seven, nine, ten (a)-(d), eleven and seventeen
of Form 5500.
The parties agree that there is a present controversy over defendant's authority

to require plaintiff and its agencies to file annual information returns with re-
spect to employee pension plans maintained by them. While plaintiff's request for
preliminary injunctive relief is directed primarily at the imposition of penalties,
it does not appear necessary to reach that issue. No penalties having been im-
posed, that issue is not ripe for decision. Instead, the Court will treat plaintiff's
motion as one for declaratory relief directed to defendant's power to require
plaintiff to file annual information returns pursuant to Code Section 6058 ( a ) .2
With respect to that requirement, the Court finds that a justiciable controversy
exists with respect to which the Court has jurisdiction to grant declaratory re-
lief, 28 U.S.C. §§ 1331(a), 1340, 2201; Aetna Life Ins. Co. v. Haworth, 300 U.S.
227 (1937) ; Maryland Casualty Co. v. Pacific Coal & Oil Co., 312 U.S. 270 (1941).
unless barred by the federal tax exception of the Declaratory Judgments Act?
None of the other issues raised in the complaint presents a justiciable case or

controversy. Plaintiff argues that the threat of future taxation, with the possi-
bility of retroactive application, creates a present controversy under Lake Car-
riers' Assn. v. MacMullan, 406 U.S. 498 (1972). Even assuming the argument to

1 This requirement is found in Section 6058 of the Code which provides, in relevant part:
"(a) In general.—Every employer who maintains a pension, annuity, stock bonus, profit-

sharine. or other funded plan of deferred compensation described in part I of subchapter
D of chapter 1. or the plan administrator (within the meaning of section 414(g) ) of the
plan, shall file an annual return stating such information as the Secretary may by regula-
tions prescribe with respect to the qualification, financial condition, and operations of
the plan; except that, in the discretion of the *Secretary, the employer may be relieved
from stating in its return any information which is reported in other returns."

"(c) Employer.—For purposes of this section, the term 'employer' includes a person
described in section 401(c) (4) and an individual who establishes an individual retirement
account or annuity described in section 408."
26 U.S.C. § 6058.
2 It is, of course, also unnecessary to reach other issues concerning the power of the

federal government to regulate or control pension plans maintained by states or their
agencies. Those issues are not ripe for decision in this litigation inasmuch as defendant
has acted, or threatened to act, only with respect to the filing of annual information
returns. Nor need the Court be concerned with potential burdens on plaintiff should de-
fendant require the filing of returns more elaborate and burdensome than those currently
required.

3 Defendant contended initially that he had not been properly served. The file now
Indicates, however, that defendant was served by certified mail and that, in addition, the
United States Attorney in Sacrameno was personally served. Thus, service appears to
have been sufficient. 28 U.S.C. § 1391(e) ; P. R. Civ. P. Rule 4(d) (4), (5).
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have merit, it proves too much If the
 threat of taxation created a con

troversy,

that controversy, unlike that over 
the required filing of information r

eturns,

would clearly be one with respect to 
the assessment and imposition of fed

eral

taxes and subject to the usual asses
sment and refund procedures. Thus, th

e case

would fall within the tax exemption
 of the Declaratory Judgments Act

 and

would also be barred by the Anti-Inj
unction Act. All claims except those re

lated

to the Section 6058(a) filing requiremen
ts must therefore be dismissed with

out

prejudice for lack of jurisdiction.

//. Applicability of the Federal Tax Exce
ption of the Declaratory Judgments 

Act

By amendment adopted in 1935,4 Con
gress excluded controversies "with r

e-

spect to Federal taxes" from the scope
 of the Declaratory Judgments Act of

 1934.6

The Court must therefore determin
e whether the controversy over the 

reqiure-

ment under Code Section 6058(a) tha
t annual information returns be fi

led is a

controversy with respect to federal taxes
.

The information called for by Form 5
500 is general rather than financial

 in

nature. The filing requirement is a par
t of a broad federal scheme of pension 

plan

reform incorporated in ERISA. The le
gislative history of ERISA indicates 

that

one purpose of requiring employers to
 file annual information returns, which

 are

open to public inspection, was to enabl
e plan participants and beneficiaries to

 ob-

tain information needed to enforce thei
r plan rights and to oversee the oblig

a-

tions owed by fiduciaries to the plans 
generally.6 Another purpose mentioned i

n

the history, and stressed by defendant, is
 to provide the IRS with annual stat

is-

tical data for its evaluation and to pro
vide information to the Department o

f

Labor.7 Whatever the primary purpose 
of the requirement, however, the statu-

tory authority is found in the Internal Reve
nue Code. See, Bob Jones University

v. Simon, 416 U.S. 725, 740 (1974). The fo
rm, moreover provides the IRS with in-

formation which still assist it in keeping tr
ack of governmental plans and deter-

mining the taxability of benefits paid and inco
me incurred by governmental plans.

Lewis v. Sandler, 498 F.2d 395, 399 (4th Cir. 
1974). An order relieving plaintiff

from having to file Form 5500 would to some 
extent hamper the Government's

ability to assess and collect taxes, and to protect
 its revenue in general. It follows

that plaintiff's claim for declaratory relief wou
ld be barred by the federal tax

exception of the Declaratory Judgments Act u
nless special circumstances make

it inapplicable.
No taxes or penalties have been assessed agai

nst plaintiff nor is assessment

imminent or threatened. Plaintiff is theref
ore subject to the reporting require-

ment, without having access to any assessme
nt and refund procedures in which

the requirement can be challenged.

The question whether the Anti-Injunctione a
nd Declaratory Judgments Acts

will bar relief in a tax controversy when the p
laintiff has no adequate alternative

forum in which to challenge the validity of 
IRS action was explicitly left open

in Bob Jones, above, 416 U.S. at 746 and 74
7, n. 21. The Court of Appeals relied

upon this exception in Eastern Kentucky
 Welfare Rights Org. v. Simon., 506

4 Amendment of August 30, 1935, 49 Stat. 
1027.

5 The Act of June 14, 1934. 48 Stat. 955, 28
 U.S.C. §§ 2201-2202 provides:

"§ 2201. Creation of remedy,
"In a case of actual controversy within 

its jurisdiction, except with respect to Fed
eral

taxes, any court of the United States, 
upon the filing of an appropriate pleading, 

may

declare the rights and other legal relation
s of any) interested party seeking such declar

ation,

whether or not further relief is or could
 be sought. Any such declaration shall have

 the

force and effect of a final judgment or decree
 and shall be reviewable as such.

"1 2202. Further relief.
"Further necessary or proper relief based on

 a declaratory judgment or decree may be

granted, after reasonable notice and hearin
g, against any adverse party whose rights 

have

been determined by such judgment."
1974 U.S. Code Cong. & Ad. News 4639, at 4827.

Id. at 4919.
The Act of Mar. 2, 1867, § 10, 14 Stat. 475

; Rev. Stat. § 3224 (1874) ; Int Rev. Code

of 1939, § 3653. Section 7421(a) of the Intern
al Revenue Code of 1954 states:

"Except as provided in sections 6212(a) and 
(c), 6213(a). and 7426(a) and (b) (1),

no suit for the purpose of restraining the assess
ment or collection of any tax shall be

maintained in any court bv any person, whethe
r or not such person is the person against

whom such tax was assessed."
In Bob Jones University v. Simon. 416 U.S. 725. 733. 

n.7 (1974) and in Commissioner v.

"Americans United" Inc., 416 U.S. 752, 759, n.10 (1974),
 the Supreme Court held the

federal tax exception of the Declaratory Judgmen
ts Act to be at least as broad as the

Anti-Injunction Act. Thus, any claim for relief fall
ing within the prohibition of the Anti-

Injunction Act is also within the tax exception to 
the Declaratory Judgment Act. (See

note 10, below.)
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F.2d 1278 (D.C. Cir. 1974) , vacated, 426 U.S. 26 (1975) (on the ground that plain-

tiffs failed to establish their standing to sue, without reaching the question

whether the action was barred by the Declaratory Judgments or Anti-Injunction

Acts). The district court had granted summary,judgment to plaintiffs (various

health and welfare organizations and indigent persons), holding that private

nonprofit hospitals seeking tax exempt status as charitable organizations must

provide free or low cost treatment to individuals unable to pay for such services,

and invalidating the revenue ruling which modified that requirement. Defendant-
appellant argued that the district court lacked jurisdiction because the action was
barred since plaintiffs were seeking to force the Government to impose a tax on
Judgments Act. The Court of Appeals held, however, that the action was not
barred since plaintiffs were seeking to force the Government to impose a tax on
the contributors to certain hospitals, not to prevent assessment of a tax, and had
no other adequate legal remedy.'
Defendant argues that because plaintiff may refuse to file Form 5500, incur a

penalty under Code Section 6652, and then contest payment of that penalty,
plaintiff has an adequate legal remedy. That argument was rejected by Judge
Bryant in National Restaurant Ass'n v. Simon, 411 F. Supp, 993 (D.D.C. 1976),
where a group of trade associations sought to enjoin the IRS from implementing
a ruling requiring employers to include on the employee's W-2 form the amount
shown by the employer's records to have been paid to the employee in charge
tips. Plaintiffs claimed that the requirement conflicted with other provisions of
the Internal Revenue Code and that the IRS failed to follow proper rulemaking
procedures. Defendants moved to dismiss on the ground the action was barred
by the Anti-Injunction Act. The court decided that the action was within the
Anti-Injunction Act but that because it would have left the aggrieved party with
out access to judicial review, the Act was not intended to apply to such a situa-
tion. Noting that under the Anti-Injunction Act, initial IRS determinations are
ordinarily not reviewable until the enforcement stage, the court explained:
"In the normal case, the enforcement stage means refund litigation: a taxpayer

may either pay a disputed sum and sue for a refund, or refuse to pay the sum
and defend against a government suit in the Tax Court. Here however plaintiffs
are not faced with the usual assessment process, but rather with an administra-
tive determination that existing regulations require them to report certain infor-
mation about payments to employees. Significantly, no sum of money is at issue
in any facet of the requirement, and consequently the ordinary options of refund
litigation are not available to plaintiffs. Put another way, there is no enforcement
process to which to look for judicial review. While the Supreme Court has held
that the delay occasioned by postponing review until refund litigation does not
pose constitutional problems, it has nowhere held or implied that such problems
could be avoided if a judicial forum was absent altogether." (411 F. Supp. at 996)
The court then rejected the Government's suggestion that the penalty provi-

sions of Code Section 6652 afforded plaintiffs an adequate legal forum in which
to contest the validity of the reporting requirement:
"It puts the plaintiffs in the untenable position of either complying, with no

judicial review, or of defying the government's interpretation of their legal obli-
gations under the code, of being in essence a lawbreaker. The Court cannot
imagine that the Congress intended such an anomalous result in a system which
depends for its very existence on the principle of voluntary compliance. Nor does
the Court believe that Congress intended to condition access to any judicial review
of such a revenue ruling on subjecting oneself to a fine. In order to test the in-
stant ruling, plaintiffs would become liable for a fine for each W-2 they failed to

The court reasoned that obviously neither the tax exempt charitable hospitals nor
their contributors would institute refund litigation because the contributions were tax-free.
506 F. 2d at 1284.
The court also relied on McGlotten V. Connally, 338 F. Supp. 448 (D.D.C. 1972) (three-

judge court), a case in which the district court rejected the defendant's contention that
the Anti-Injunction Act barred a nontaxpayer from challenging the exempt status of a
fraternal organization with racially discriminatory membership policies. In McGlotten
the court stated:

"Plaintiff's action has nothing to do with the collection or assessment of taxes . . .
The preferred course of raising his objections in a suit for refund is not available. In this
situation we cannot read the stai ute to bar the present suit." (338 F. Supp. at 453-454)

See also Investment Annuity, Inc. v. Blumenthal, 437 F. Supp. 1095, 1099-1101, and
Supplementary Order at 1103 (D.D.C. 1977), where the court relied on the no access
to judicial review exception raised by the Supreme Court in Bob Jones and held that the
Anti-Injunction Act was not intended to preclude pre-enforcement review of Service action
when the action will otherwise never be subject to judicial review.
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complete properly. This is money not due to govern
ment in taxes, but rather is

an extra sum the plaintiffs would apparently be 
required to risk merely to test

the validity of a reporting and information require
ment. This risk is not found

in the ordinary refund litigation procedure. The Cour
t therefore concludes, in

light of these considerations and the obvious constitut
ional problems they may

raise, that the Anti-Injunction Act was not intended t
o, and does not apply in

such a situation."
(Id.)
Defendant argues that even if plaintiff's claim, under 

National Restaurant

Ass'n, is not barred by the Anti-Injunction Act, it is ba
rred by the allegedly

broader federal tax exception of the Declaratory J
udgments Act. The question

whether the Declaratory Judgments Act is more preclus
ive than the Anti-Injunc-

tion Act was raised, but left unanswered in Bob Jon
es and Commissioner v.

"Americans United" Inc., 416 U.S. 752 (1974).1° For purpo
ses of this decision, it

is necessary only to hold that the lack of an adequate
 alternative forum excep-

tion, raised in Bob Jones and adopted in National 
Restaurant Ass'n, should apply

to claims for declaratory relief as it does to claims fo
r injunctive relief, no reason

appearing for making a distinction.0

10 There the Supreme Court stated:
"Some have noted that the federal tax exception to the 

Declaratory Judgment Act may be

more sweeping than the Anti-Injunction Act. E.g., E. Bo
rchard. Declaratory Judgments

855 (2d ed. 1941) ; Bittker & Kaufman, . . . [Taxes and Ci
vil Rights: 'Constitutionalizing'

the Internal Revenue Code 82 Yale L. J. 51 (1972)] at 
58. See S. Rep. No. 1240, 74th

Cong., 1st Sess., 11 (1935). The Service takes that position
 in this case. . . . There is

no dispute, however, that the federal tax exception to the D
eclaratory Judgment Act is

at least as broad as the Anti-Injunction Act. Because we hold tha
t the instant case is

barred by the latter provision, there is no occasion to resolve
 whether the former is even

more preclusive."
(Bob Jones, above, 416 U.S. at 733)

"The Court of Appeals also held that the scope of the 'except with
 respect to Federal

taxes' clause of the Declaratory Judgment Act, see n. 8, supra, is cotermi
nous with the

Anti-Injunction Act ban against suits 'for the purpose of restraining t
he assessment or

collection of any tax' despite the broader phrasing of the former provision. 
155 U.S. App.

D. C. 284, 291, 477 F. 2d 1169, 1176. While we take no position on this 
issue, it is in any

event clear that the federal tax exception to the Declaratory Judgment Act
 is at least as

broad as the prohibition of the Anti-Injunction Act. Because we hold that the 
latter Act

bars the instant suit, there is no occasion to deal separately with the former."

(Americans United, above, 416 U.S. at 752)
Prior to the Bob Jones and Americans United cases, a number of courts const

rued the

federal tax exception of the Declaratory Judgments Act and the Anti-Injunction 
Act as

having coterminous application. See, e.g., Tomlinson v. Smith, 128 F.2d 808, 81
1 (7th

Cir. 1942) ; McGlotten v. Connally, 338 F. Supp. 448. 452-453 (D.D.C. 1972) (three-ju
dge

court) •, and Jules Hairstylists of Maryland, Inc. v. United States, 268 F. Supp. 51
1, 515

(D. Md. 1967), aff'd, 389 F. 2d 389 (4th Cir.), cert. denied 391 U.S. 934 (1968).

Since the Bob Jones and Americans United decisions the D.C. Circuit has held, as it did

in Americans United, that Congress intended the two statutes to be coterminous. Eastern

Kentucky Welfare Rights Org. v. Simon, 506 F. 2d 1278, 1283-1286 (D.C. Cir. 1974),

vacated, 426 U.S. 26 (1976). The court based its conclusion upon a reexamination of the

legislative history of the 1935 Amendment to the Declaratory Judgments Act found in S

itep. No. 1240, 74th Cong., 1st Sess. 11 (1935) :
"Your committee has added an amendment making it clear that the Federal Declarator

y

Judgments Act of June 14, 1934, has no application to Federal taxes. The application of

the Declaratory Judgments Act to taxes would constitute a radical departure from the

long-continued policy of Congress (as expressed in Rev. Stat. 3224 [the Anti-Injunction

Act, as formerly numbered] and other provisions) with respect to the determination, assess-

ment, and collection of Federal taxes. Your committee believes that the orderly and prompt

determination and collection of Federal taxes should not be interfered with by a procedure
designed to facilitate the settlement of private controversies and that existing procedure
both in the Board of Tax Appeals and the courts affords ample remedies for the correction

of tax errors."
To the same effect, see H. Rep. No. 1885, 74th Cong.. 1st Sess. 13 (1935).
The Court of Appeals' conclusion may be further supported by the observations of

Professor Borchard. Co-Draftsman of the Federal Declaratory Judgments Act. He questioned
the necessity and purpose of the amendment and advocated a coterminous construction:
"While no precise place for declaratory relief in the scheme of federal tax procedure

had been worked out when the Federal Declaratory Judgments Act was adopted in 1934.
it was an error for Assistant Attorney General Wideman to suggest to the Senate Com-
mittee on Finance in 1935 that Congress intended to apply. the Act to matters of private
law and that tax matters were intended to be excluded. A simple reading of the Senate
Renort on the Declaratory Judgments Act and an examination of the first edition of
this book should have refuted so unfounded an assumption. But the Department of Justice
moved the Congress without narticination in the regular hearings and without opportunity
for opponents to be heard, to amend the Federal Declaratory Judgments Act so as to
exclude from its scope all actions involving 'federal taxes.' . . .
"But the Government's argument for the amendment of 1935, while suggesting that the

declaration was a circumvention of Section 3224 in the matter of income tax assessment.
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III. The Interpretation of Section 6058(a)
On the face of it Section 6058(a) appears to be applicable to plaintiff. Section

6058(a) by its terms is applicable where the employer maintains a funded plan
described in part I of subchapter D of chapter 1 of the Internal Revenue Code
(Code Section 414(d) ) which includes a "governmental plan." ia The definition
of employer provided in subsection (c) of Section 6058 neither excludes nor in-
cludes government employers expressly!' Plaintiff, of course, is an employer in
the sense that it has employees; it maintains several funded plans of deferred
compensation described in part I of subchapter D of chapter 1 as governmental
plans; and neither plaintiff nor its plans are expressly exempted from subsec-
tion (a) although their plans are expressly exempted from other ERISA pro-
visions.

Reference to the preceding Section 6057, which requires the filing of registra-
tion statements (as opposed to information returns) discloses that the require-
ment is imposed only with respect to plans to which the vesting requirements of
ERISA apply. Governmental plans are specifically exempted from those re-
quirements. 29 U.S.C. §§ 1002 (32), 1003(b) (1), 1051,26 U.S.C. § 911(e). Thus,
Congress spoke directly when it meant to exclude governmental plans from the
scope of any of the ERISA requirements, a conclusion which is confirmed gen-
erally by the coverage provisions of 29 U.S.C. §§ 1081 and 1101, expressly exempt
ing governmental plans from various other ERISA requirements by reference to
the Section 1003 (b ) (1) exemption.0

If, as plaintiff contends, Congress intended to exclude governmental plans
from the Act entirely, Congress could easily have provided a blanket exclusion.

goes much beyond the reason advanced in its support and denies the possibility of challeng-
ing federal taxes of any kind on any ground by declaratory action. On its face, it might
seem that while injunction may still be granted within numerous exceptions to Section
3224, the milder declaration could not be granted. This would be anomalous. A. sounder
view would make the prohibition of declaratory judgments in tax cases cover precisely
the ground reserved against injunction by Section 3224 and no more, thus merely prevent-
ing the use of the declaratory judgment to escape the now limited restrictions of Section
322.4. Even this is pretty harsh, since the need for equitable relief is a condition of injunc-
tion but not necessarily of a declaratory judgment. But at least such a construction would
limit the destructive and anti-social effects of the Amendment of 1935." (footnotes omitted,
emphasis supplied)
(H. Borchard, Declaratory Judgments 850, 855, (2d ed. 1941) )
n Indeed a stronger argument can be made for applying the exception to permit claims

for declaratory relief. Generally speaking, existence of an adequate alternative legal remedy
precludes the granting of equitable relief; it would not, however, preclude the granting of
declaratory relief. 28 U.S.C. H 2201-2202, Fed. R. Civ. P. 57; Pacific Indemnity Co. v.
McDonald, 107 F.2d 446, 448 (9th Cir. 1939).
The Court is aware of Crouch v. C.I.R., 447 F. Supp. 385 (N.D. Cal. 1978), where the

plaintiff tax preparer sought relief against compelled disclosure of his Social Security
number on the ground that it violated his constitutional privacy interests. From what
appears in the opinion in that case, plaintiff sought only to enjoin the IRS from enforcing
the Section 6695(c) penalty provision and did not seek declaratory relief as to the statutory
and constitutional validity of the underlying disclosure requirement found in Section
6109(a)(4) of the Code. The court held that in light of Code Section 6671. the penalty
imposed by Section 6695(c) is a tax within the meaning of the Anti-Injunction Act. With-
out discussing the National Restaurant Ass'n ease or the adequate alternative forum
exception, the court dismissed the action on the ground it was barred by the Anti-Injunction
Act.
The case appears to be distinguishable. Here the Court has already dismissed, for lack

of jurisdiction, plaintiff's claim for injunctive relief against imposition of a penalty under
Code Section 665. Unlike plaintiff in Crouch, nlaintiff here seeks declaratory relief with
respect to the underlying but separate reporting requirement of Code Section 6058(a)
(violation of which may trigger a Section 6652 penalty).

(d) Governmental plan.—For purposes of this part, the term 'governmental plan'
means a plan established and maintained for its employees by the Government of the
United States, by the government of any State or political subdivision thereof, or by any
agency or instrumentality of any of the foregoing. The term 'governmental plan' also
Includes any plan to which the Railroad Retirement Act of 1935 or 1937 applies and which
Is financed by contributions required under that Act and any plan of an international
organization which is exempt from taxation by reason of the International Organizations
Immunities Act (59 Stat. 669).
26 U.S.C. § 414(d).
is See note 1, above.
14 Review of the legislative history, 1974 U.S. Code Cong. & Ad. News 4639-5190 and S.

Rep. No. 1090. 93d Cong., 2d Sess. (1974), has disclosed no evidence of an intention to
exempt governmental or non-qualified plans from the Act entirely or from the scope of
section 6058(a) suecifically. To the extent it indicates anything at all, the history, like
the statutory scheme itself, indicates an intention to grant both governmental awl non-
nualified plans limited exemption only from certain specified provisions of the Act. It also
indicates that Congress was very much concerned with the question how far it should
go in imposing ERISA requirements on governmental plans. With that preoccupation
manifest, one cannot say that section 6058(a) is ambiguous with respect to its applicability
to governmental plans.
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Instead it provided specific, limited exemptions from certain ERISA require-
ments, none of which apply to Seetion 6058(a). The failure to provide an ex-
clusive or exemption under that section compels the conclusion that Congress
intended the Section 6058(a) reporting requirement to apply to employers main-
taining governmental plans, i.e. government employers.
Nor is there any basis for limiting the applicability of Section 6058(a) to

employers maintaining qualified plans. The section refers to plans described in
part I of subchapter D of chapter 1 of the Internal Revenue Code. That part
describes nonqualified as well as qualified plans. The scope of ERISA itself is,
of course, not limited to qualified plans—its remedial provisions are intended
to reach deferred compensation plans generally. See, e.g. 29 U.S.C. § 1002 (1) and
(2). Again, when Congress chose to limit the application of a provision to
qualified plans, it did so expressly. See e.g. 26 U.S.C. §§ 219(b) (2) (A) (i) and
401 (a). Therefore, the fact that plaintiff's plans may be nonqualified does not
exclude the plans from the scope of Section 6058(a).

Counsel for plaintiff has directed the Court's attention to Code Section 6058
(b) which provides that:
"Not less than 30 days before a merger, consolidation, or transfer of assets or

liabilities of a plan described in subsection (a) to another plan, the plan admin-
istrator (within the meaning of section 414(g) ) shall file an actuarial statement
of valuation evidencing compliance with the requirements of section 401(a) (12)."
It is urged that reference to Code Section 401(a) (12), the final paragraph of

Section 401 (a) following subsection (21), and Section 411(e) demonstrates that
the reporting requirement imposed by subsection (b) in the event of a merger
is inapplicable to governmental plans because Section 401 (a) (12) applies only
to plans to which the vesting standards of Section 411 apply, and the provisions
of Section 411, other than Section 411(e) (2), do not apply to governmental
plans. Therefore, says plaintiff, if subsection (b) does not apply, the distinct
reporting requirement of subsection (a), which is imposed annually regardless
of whether or not a merger has occurred, likewise does not apply to governmental
plans.

While plaintiff's argument raises an interesting but abstract question whether
Section 6058(b) may validly impose a requirement of compliance with Section
401 (a) (12) on plans otherwise not subject to that requirement, it does not es-
tablish that governmental plans must be excluded from Section 6058(a). The
reference in subsection (b) to plans described in subsection (a) does not com-
pel the conclusion that if governmental plans must, for the sake of consistency,
be exempted from subsection (b), they must also be exempted from subsection
(a). Moreover, since the reporting requirement imposed by subsection (a), as
opposed to subsection (b), does not appear to be inconsistent with any other
provision of ERISA, the Court sees no reason to alter its conclusion that Con-
gress did not intend to exempt government employers from the reporting require-
ment imposed by Section 6058(a).

IV. The Impact of the Tenth Amendment
The tenth amendment to the Constitution reserves to the States the powers

not delegated to the United States nor prohibited to the States. In its most
recent decision in this area the Supreme Court held that among the powers
reserved to the States as sovereign entities is the power to determine the com-
pensation of persons employed to carry out the States' governmental functions.
National League of Cities v. Usery, 426 U.S. 833, 845 (1976). The Court held
this power to be "essential to the separate and independent existence" of the
States, and hence one with respect to which Congress may not abrogate the
States' plenary authority. 426 U.S. at 851-852.
The instant case is a far cry from one involving 'fundamental employ-

ment decisions upon which [the States'] systems for performance of [their
governmental] functions must rest. . ." 426 U.S. at 851. All that is before the
Court is the validity of the requirement that plaintiff file annual informa-
tion returns. Defendant has not sought to impose any requirements which would
affect plaintiff's management or operation of its pension plans. Unlike in
National League of Cities, application of the Section 6058(a) reporting re-
quirement to the States will not withdraw from them the authority to make
any fundamental employment decision, nor will it limit the States' ability to
structure employer-employee relationships.

Section 6058(a) merely requires every employer (including government em-
ployers) maintaining a funded plan of deferred compensation to file an annual

Als

•
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information return. Examination of the Form 5500 items which plaintiff wouldbe required to complete discloses that they call for information which plan ad-ministrators are likely to have at hand and thus can readily furnish. Plaintiffhas made no showing that completion of those few items would be either undulyburdensome or impractical.
Plaintiff cites no authority, and the Court is aware of none, which pre-cludes the federal government from requiring state governments and agenciesto file information returns in their capacity as employers. Apparently, the vari-ous States and their agencies have for years complied without challenge withthe employment tax provisions of the Internal Revenue Code, involving with-holding and reporting. 26 U.S.C. § 3404. The instant requirement is no more in-trusive. Furthermore, that the federal income tax laws, when applied to the in-come of State employees, may have an adverse impact on the States in the dis-charge of their governmental functions is no ground for invoking the tenthamendment. Helvering v. Gerhardt, 304 U.S. 405 (1938). See also Wilmette ParkDistrict v. Campbell, 172 F.2d 885 (7th Cir. 1949), aff'd, 338 U.S. 411 (1949).That compliance with Section 6058(a) will increase to some extent the expenseof state operations does not make the requirement violation of the Constitution.Such burdens are but normal incidents of the organization within the sameterritory of two governments, each possessed of the taxing power. (Helvering,above, 304 U.S. at 422)
The Court concludes that plaintiff's constitutional objections to the filing ofForm 5500 are without merit.
Plaintiff is faced with no action, or threatened action, by defendent otherthan the imposition of a lawful reporting requirement. Accordingly, insofar asplaintiff seeks declaratory relief against the application of Section 6058(a) to itsplans, the motion is denied on the merits. In all other respects, the complaint isdismissed for lack of jurisdiction.
Jr Is SO ORDERED.

WILLIAM W. SCHWARZER,
United States District Judge.
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Public Pension Benefit Protection
Litigation and the Courts As

Protectors of Participants' Rights

MICHAEL LEIBIG
and

ROBERT KALMAN

The legal rights of public pension plan participants, like those of their
private sector counterparts prior to ERISA, are controlled primarily by
state and local law. Existing protections are far less than they should be.
Confused, ambiguous statutes and legal theories lead to great uncertainty.
Public pension plan participants, faced with a sudden or unexpected reduction
in anticipated benefits resulting from a change in their pension plan, have
no readily available, inexpensive legal remedy.
A 1976 Congressional Task Force study of public pension plans reported

that:

... [the] distinguishing characteristic of governmental pension plans is the unclear
legal status of the participants' rights in such plans under state law. Our hearings
and studies indicate that the exact nature of the participants' entitlement —
contractual, gratuitous, and such, is seldom made clear in the various governmental
plans. Further, these interests in plans are frequently subject to various ambiguous

MICHAEL T. LE1BIG received a juris doctor from the University of Virginia in 1971. He is
a member of the Bars of the District of Columbia and Virginia. He is with the law firm of
Zwerdling and Maurer in Washington, D.C.

ROBERT W. KALMAN received his master of science degree in labor studies from the Labor
Relations and Research Center of the University of Massachusetts at Amherst in 1970 and his
post-master's degree graduate certificate in health care administration from George Washington
University in 1972. He is assistant director of the department of public policy analysis at the
American Federation of State, County and Municipal Employees in Washington, D.C. He has
been previously published as an author in the public pension and Social Security areas.

This article is based on a chapter from a forthcoming book on the reform of public employee
pension plans. The book is tentatively entitled The Public Pension Crisis: Myth, Reality, Reform.
It will be published later this year by the American Federation of State, County and Municipal
Employees.
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and conflicting statutory and constitutional provisions. This legal uncertainty also

has been shown to involve other elements of the public plan system, particularly

in the areas of (1) standards which plan officials must meet in their conduct, and

(2) remedies which are available to aggrieved participants and beneficiaries.'

In March 1977, the Harvard Law Review examined public pension law and

agreed with the Task Force's conclusions that public plan growth in recent

years "has generally taken place apart from any legislative or judicially

imposed controls.'" This view has been reinforced by a number of general

studies of the legal rights of public pension plan participants.

In 1968, law pi ofessor Rubin Cohn, writing in the Illinois Law Review,

found that "the blunt fact is that the law [of public pensions] is contradictory

and confusing; more disturbingly, it is immature, and, with few exceptions,

it is based on contrived and unconvincing logic." Cohn summarizes his detailed

study of court decisions in the area, observing that:

Despite the contradictions there is a beguilingly deceptive facade of principle. The

decisions abound in classic legal concepts. Thus the "rights" are "contractual"

or "vested" or "noncontractual" and "nonvested"; they are "gratuities" or

"earned but deferred compensation"; and depending on the label which is

conveniently appended, these "rights" may or may not be subject to legislative

modification. From time to time constitutional limitations which preclude the

making of gifts of public monies or the granting of extra compensation require

interpretation and application, and the gloss thus imparted to the analysis strengthens

the illusion that logic and sound policy are indeed shaping the law. A closer

analysis, however, provides a less flattering conclusion. One is left with a nagging

notion that the courts are groping for both principle and rationale without

comprehending that the quest will be futile as long as they continue routinely and

uncritically to apply labels as a substitute for logic and policy.'

Levy Anderson reviewed Pennsylvania case law on public pensions for the

Temple Law Review. Professor Anderson's article discusses legal cases without

editorial comment. Nevertheless, Anderson establishes convincingly that even

within a single, fairly sophisticated jurisdiction, the principles followed

in the decisional law on public pension questions are unreliable. He writes,

for example:

The entire theory of "vested rights" in public retirement benefits is a direct

outgrowth of the contractual concept. However, this principle is not followed to

its ultimate conclusion by the decisions and is subject to modifications by

consideration of public policy.'

A full review of the case law in the area reveals inconsistent interpretations

of the many different statutory schemes (sometimes hundreds in a single

1. Pension Task Force, Subcommittee on Labor Standards, Committee on Education and

Labor, U.S. House of Representatives, 94th Congress, Second Session, Interim Report

of Activities (Washington, D.C.: U.S. Government Printing Office, 1976), p. vi.

2. Note, "Public Employee Pensions in Times of Fiscal Distress," 90 Harv. L. Rev. 992

(1977).
3. Rubin G. Cohn, "Public Employee Retirement Plans — The Nature of Employees' Rights,"

1968!!!. L. Rev. 32 (1968).
4. Levy Anderson, "Vested Rights in Public Retirement Benefits in Pennsylvania," 34

Temple L. Rev. 259 (1961); See also Note, "Contractual Aspects of Public

Pension Plan Modifications," 56 Col. L. Rev. 251 (1956).
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state!); complicated legal concepts of gratuity, contract, constitutional, and
property law are borrowed to simplify the law, but result in increasing the
law's confusion; funding and fiduciary obligation rules are also inconsistent
and difficult to apply; state and local administrative and public disclosure law
play a role which is also complicated.'
The final conclusion of such a review shows that public pension law is a

quagmire. Lack of uniform, well-developed legislative policy leaves the judicial
approach to public pension problem-solving a muddy tangle of cross-currents,
backtracks, detours, and special exceptions.6
A simple review of some of the basic theories used by pension attorneys

underscores the confusion of public pension law. Two theories used traditionally
to settle questions raised by state and local government attempts to modify
public pension benefits are the gratuity (or gift) theory and the contract (or
agreement) theory. The difficulties resulting from these theories have generated
a third, the property law theory, which only adds to the confusion.

5. See "Public Sector Pension Law," Annot., 52 A.L.R. 2d 437 (1957) and supps. to 197/.
6. A full review of public sector pension case law is beyond the scope of this article. For

those who wish to follow a detailed review of specific cases, a basic outline is provided
below.

PENSION PLAN LAW OUTLINE

A. State Statutory Systems.
Robert Tilove, Public Employee Pension Funds (New York: Columbia U.
Press, 1976).
Thomas Bleakney, Retirement Systems for Public Employees (Homewood,
Ill.: Richard D. Irwin, Inc., 1972). "Public Sector Pension Law,"
Annot., 52 A.L.R. 2d 437 (1957) and supps. to 1977, see note 5.

B. Benefit Theories.
Cohn, "Public Employee Retirement Plans — The Nature of Employee
Rights," 1968 U. Ill. L.F. 32 (1968).
Anderson, "Vested Rights in Public Retirement Benefits in Pennyslvania,"
34 Temple L. Rev. 255 (1961).
Note, "Public Employee Pensions in Times of Fiscal Distress," 90 Harv. L.
Rev. 992 (March 1977).
Note, "Contractual Aspects of Pension Plan Modifications," 56 Col. L. Rev.
251 (1956).
Annot., 52 A.L.R. 2d 437 (1957 and supps. to 1976, see note 5.

1. Gratuity Theory (Decreasing Majority).
Richardson v. Belcher, 404 U.S. 78 (1971);
Fleming v. Nester, 363 U.S. 603 (1960);
Pennie v. Reis, 132 U.S. 464 (1889); and Annot., above.

2. Contract Theory (Minority).
(a) Based on State Constitution: Alaska, Illinois, Massachusetts,

Michigan and New York.
(b) Based on Court Decision: Arizona, California, Colorado, Georgia,

Pennsylvania and Washington.
(c) Very rigid in some states, New York, for example, see Birnbaum

v. N.Y. State Teachers Retirement System, 5 N.Y. 2d 1, 152 N.E. 2d
241, 176 N.Y.S. 2d 984 (1958) and Sgaglione v. Levitt, 37 N.Y. 2d 506,
337 N.E. 2d 592, 375 N.Y.S. 2d 79 (1975).

(d) More flexible, Michigan, see In re Enrolled Senate Bill 1269,
389 Mich. 659, 209 N.W. 2d 200 (1973); and California, see, for
example, Allen v. City of Long Beach, 45 Cal. 2d 128, 287 P. 2d 763
(1955); and Pennsylvania, see Temple L. Rev., above.
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I. The Gift Theory

The traditional gratuity theory is followed technically in the case law by a

majority of the states and the federal government. This theory holds that

public pensions are "gifts" of the government, which the government is free

to confer, modify, or deny as long as it avoids arbitrary action.'

Some states have constitutional provisions against the granting of gifts.

It is difficult to reconcile these provisions with the theory that public pensions

are "gifts" to public employees. In others, policymakers, legislators, and

courts have been disturbed by the obvious inequities of a truly full allegiance

to this theory, which would allow a government to void pension promises at

any time. It is reasonable for a public employee to plan his retirement around

his employer's promise to provide a pension. The hardships caused by the

frustration of his reliance on such a promise can generate forceful arguments

which undermine vigorous application of the gift theory.

II. The Contract Theory

In an increasing number of states, case and statutory law have adopted a

contract theory of public pensions.' In some states, the contract theory is

embodied in the state constitution.' It holds that a government has contracted

with its employees to provide certain benefits in exchange for their labor. The

contract or agreement, once made, is mutual — both the government and the

employee are involved. The government may not change its pension commitment

unilaterally without violating the contract.

The contract theory can lend an inflexibility to pension plans which is

unrealistic. A New York constitutional provision, which follows the contract

theory, for example, has prevented the use of realistically updated mortality

tables." The contract theory makes every "crisp word" of a pension statute

immutable, at least as it applies to current employees."

3. Property Theory.
New Jersey. Spina v. Consolidated Police and Fire Pension Fund
Commission. 21 N.Y. 391, 197 A. 2d 169 (1964).

C. Funding Litigation.
1. Philadelphia. Dombrowski v. City of Philadelphia, 431 Pa. 199, 245 A. 2d 238 (1968).

2. Washington State. Weaver v. Evans, 80 Wash. 2d 461, 495 P. 2d 639 (1972

(en banc)).
3. Illinois. Illinois Education Assoc. v. Illinois No. 6891 (Ct. Cl. June 25, 1973)

see 90 Harv. L. Rev. 992 (AT).
4. Application of doctrines of separation of powers and sovereign immunity key to

cases in this area.

7. Richardson v. Belcher, 404 U.S. 78 (1971); Fleming v. Nester, 363 U.S. 603 (1960);

Dallas v. Trammel, 101 S.W. 2d 1009(1937); see also note 6, above.
8. Arizona, California, Colorado, Georgia, Pennsylvania, and Washington, see also note 6,

above.
9. Alaska, Illinois, Massachusetts, Michigan, and New York.
10. Birnbaum v. New York State Teachers System, 152 N.E. 2d 241, 176 N.Y.S. 2d 984 (1958).

II. See note 12, below.
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In some states, courts have read implied provisions into statutes, allowing
"reasonable" changes under the contractual theory. This, again, increases the
confusion, since no consistent test has been developed to determine which
changes are reasonable and which are not."

III. An Alternative — The Property Rights Theory

The confusion generated by the gratuity and contract theories moved a
New Jersey court to reject these theories in favor of more flexibility. In
Spina v. Consolidated Police and Fire Pension Commission, the court rejected
the wooden "one crisp word" implications of the contract theory. The court
found that participants had a property interest in their pensions which must be
protected, but this may be balanced against other interests. The case dealt
with an employee's property rights in funds set aside for pension purposes.
The Federal Constitution prevents the taking of property without due process.
If public pension rights are property rights, a whole series of complicated
legal consequences results. Spina ignores the difficult federal due process and
constitutional issues raised by the property theory. Whether a property analysis
protects participants' rights to promised benefits, rather than merely to
pension funds already set aside, is also left unanswered by Spina." The
theory has not been widely used since this 1964 New Jersey decision.

Conclusion

The actual decisions in these cases are based more on the facts and arguments
as presented in a given case than on any generally applied principle.

In a single state, elements of the gratuity, contractual, and property theories
can be found. No reliable rules are applied consistently. For example, a
destitute widow suffering as the result of a pension administrator's bureaucratic
decision is likely (if she can afford to get into court with adequate representation)
to find relief in a flexible application of legal principles which might otherwise
defeat her claim. On the other hand, a group of police officers, already
receiving liberal benefits, are likely to have difficulty winning a lawsuit against
a pension plan under fiscal stress, regardless of the theory used.
The law of public pension plans suffers a clear disability — it is blind. The

conceptual theories currently available to courts faced with public pension
claims are inadequate for solving the problems raised. Without basic legislative
policy guidelines beyond those which currently exist, no judicial system will
adequately resolve the problems associated with public employee pension
rights.

12. See, for example, In Re Enrolled Senate Bill 1269, 389 Mich. 659, 209 N.W. 2d 200
(1973); see also note 6, above.

13. 41 N.J. 391, 197 A. 2d 169 (1964); and innovative discussion in 90 Harv. L. Rev. 1003
(1977).
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The Harvard Law Review article discussed previously concludes:

...that courts should assume an active role in protecting the rights of public employee

pension beneficiaries. The wisdom and necessity of such action might be questioned

under certain circumstances. First, it has been suggested that principles of fairness

and flexibility require legislators and administrators, rather than the courts, to

assume greater responsibility for protecting [the obvious] property and just

compensation rights [of public pension participants and beneficiaries]. Second, it

might be argued that judicial protection is unnecessary because public employees

exercise considerable power in the state and local political process... [However] in

such circumstances [of fiscal and other pressure on public plans] potential flaws

and gaps in the political and legal process may be exploited to the disadvantage of

even well-represented groups of citizens. Thus, a gratuity characterized pension

benefit and an employer-controlled pension fund, while not normally subjects of

great concern, may become escape hatches for a financially pressed government.

If so, public employees may suffer disproportionately, simply because it is

politically dangerous or impossible for legislators to advocate or attempt a

fair and broader spreading of the sacrifice. It is precisely in this situation that it

becomes the duty of the judiciary to check the other branches by vigorously

enunciating and enforcing legal rights."

Judicial protection of the rights of public employee pension participants

and beneficiaries should be reformed — new theories should be developed

which fit the realities of today's public pension problems. This should be

pressed strongly as part of a broad public pension reform movement. Adequate

judicial protection of public pension rights will not develop, however, without

the involvement of plan participants, beneficiaries, and their representatives

in achieving legislative reform.

14. 90 Hurv. L. Rev., 1016f.
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STATEMENT OF HENRY BAYER, EXECUTIVE DIRECTOR, DISTRICT
COUNCIL 101, AMERICAN FEDERATION OF STATE, COUNTY AND
MUNICIPAL EMPLOYEES, AFL—CIO, ACCOMPANIED BY MICHAEL
LEIBIG, ATTORNEY, ZWERDLING AND MAURER; AND ROBERT
KALMAN, ASSISTANT DIRECTOR OF PUBLIC POLICY, AFSCME
INTERNATIONAL

Mr. BAYER. On my left is Mike Leibig of the Washington, D.C.
and Detroit, Michigan law firm of Zwerdling & Maurer.
On my right is Bob Kalman, who is assistant director of public pol-

icy for the international union.
These gentlemen have coauthored a book which will soon be pub-

lished on the whole question of public employee pension plans.
Mr. SIMON. Before you give your testimony, if I can just commend

it, I believe AFSCME was the only union that took a stand on behalf
of the universal social security coverage. I was one of that lonely
band of 38 who voted with you. It Was a courageous position for you
to be taking and I think a right position. I appreciate it.
Mr. LEIBIG. We hope it is going to come up again.
Mr. SIMON. The President just appointed a commission to study

that. So I assume that it will once again be a recommendation as it has
been of every commission that has ever studied it.
Mr. BAYER. We hope that Mr. Erlenborn will be with us in vote as

well as spirit.
You have a copy of my testimony. Rather than read it, because I

presume it will be entered in the record, I would like to make some
comments about the need for this legislation and the need for it in-
deed in the State of Illinois. I agree with Senator Egan that the State
of Illinois is probably as good or better than any other State

' 
given

the State pension plans are in. But even the best at this point is not
good enough.
I would like to point out some of the problems that we face here. As

was indicated earlier, regarding the current funding of the pension
plans in Illinois, there is $7 billion less than what full funding would
call for. Also reference has been made to the five largest State pension
plans, which cover most employees. But according to our information,
over 450 State and local pension plans in the State of Illinois alone.
We feel that that number is too large. Perhaps some of the require-
ments that this law would impose would force pension plans to merge
so we wouldn't have the large number which we now have.

Reference has been made to some of the laws on the books regard-
ing pension plans in the State and some of the powers of the Illinois
Department of Insurance. In a court case that the teachers entered
into, where they said that the pension plans were underfunded and
the law required that they be funded, the judge said, "Yes, you are
right. They should be." That was it. There was no mechanism for en-
forcing the law that was on the books.
The State has made a promise to the employees covered by pension

plans. When that promise is broken and the employees go to the
courts for legal remedy the court says "Well, there is no remedy."
We 'are not saying necessarily that the current laws which require

full funding are necessary. Perhaps 65 percent, as Senator Egan re-
ferred to, would be sufficient to keep these pension plans afloat.

37-6114 0 - 79 - 12
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But you shouldn't make a promise to employees, saying the money
is there and then not have it there and then have the courts say, "Well,
even though the law is there, you can't have it." If the employees are
required by law to put up a certain percentage of their income into
the pension plan, they can't say, "Well, my bills are too high this
month" or "I didn't get a pay raise that I wanted. Therefore I am
not going to put in the 6 percent which the law requires. I am only
going to put in 4 percent of my income this year." There is no out
for the employees. So we feel the same obligation that the employees
are required to meet by law should be placed upon the employer.
The Illinois Department of Insurance does send out to municipali-

ties each year a notice telling them how much money they are re-
quired by law to put into the pension plan in order to see that it is
funded. Unfortunately many villages just disregard the notice from
the Illinois Department of Insurance, either sending it no money or
less money than is required. And again, there is no mechanism by
which the Illinois Department of Insurance can force the municipal-
ity into putting up the money that they are legally required to do.
We have, year in and year out, instances of villages simply disre-

garding notices which they receive from the Illinois Department of
Insurance. So again, it is a question that even though things may
look good on the books, in fact there are no mechanisms there to in-
sure that what the law says is lived up to.
Our main areas of concern are of course, one, funding levels. In

the State of Illinois we currently have a liability of $7 billion for
450-plus public plans in the State. Second, the standards for the
trustees of the pension fund, we don't feel that what we currently
have is adequate, that they in any way insure that the funds will be
invested in the best interest of the pension plan participants. They
simply do not exist here in the State of Illinois.

Finally we do not believe that disclosure of the conditions of these
plans is adequate. People are not aware of the conditional nature of
the pension plans that they operate under. I think most people op-
erate under the false presumption that the pension that they faith-
fully contribute to every week or every 2 weeks when they get their
paycheck is going to be there when they retire. They have no knowl-
edge that even though they are putting in the amount of money that
they are required to each pay period that their employers aren't nec-
essarily doing that. When they reach retirement age they face the real
possibility of the money not being there and then having no mecha-
nism for recovering the monies that were supposed to be on deposit in
their behalf.
Those are our main areas of concern. We are here to answer any of

your questions.
Mr. LEIBIG. I would like to mention one thing. We attached to our

testimony two articles that we wrote that were published on these
areas. One deals specifically with the difficulty where you have a stat-
utory rules in the public sector that says fiduciaries shall follow good
management practices. It is an extremely difficult legal matter to en-
force that in the public sector, much more difficult than it is in the pri-
vate sector.
Even if you have a law in Illinois that sets a certain standard—we

are very concerned about that and mention this in the prepared testi-
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molly—how do you show it is really a trust? How do you show these
people are common law trustees? It is very difficult.
Mr. SimoN. We will enter the article in the record.
Unfortunately we can't get pictures in the record.
Mr. LEIBIG. We have submitted a copy of Judge Schwarzer's deci-

sion as mentioned by Professor Schotland. We also agree that that is
the best court decision so far that deals with the constitutional issue.
It may be the only one.
Mr. SIMON. At some point in the record, either in your testimony or

his testimony, it will be entered.
You mentioned a number of cities or villages not complying with

the Department of Insurance recommendation. Do you have any idea
how many, what percentage?
Mr. BAYER. No; I don't. I do know that the $7 billion liability is

there. But part of that of course applies t,o villages which simply don't
tender the full amount as a general practice. I can't give a percentage.
Mr. SimoN. You say it is a general practice not to comply?
Mr. KALMAN. That is what we understand.
Mr. LEIBIG. In Illinois it is not only the villages. The State of Illi-

nois, as has been testified, has not put aside the amount of money the
statutes require. The big plans are doing the same thing.
Mr. SimoN. So if Senator Egan is still here, if someone from the

staff of the Pension Laws Commission could send us that information,
we would insert it in the record here, how many villages and cities ac-
tually do comply with the amounts requested.
Mr. EGAN. I will get it from the Department, if they have it.
I will be happy to do it.
Mr. SIMON. Great.
Mr. Erlenborn.
Mr. ERLENBORN. Let me just say thank you, Mr. Bayer and associ-

ates, for your support of this legislation. I take it from the tenor of
your presentation that you would say even in Illinois this legislation
might have a salutary effect.
Mr. BAYER. Yes.
Mr. ERLENBORN. Illinois may not be one of the worst of the States

in its management of its public pension funds. But deficiencies may be
remedied by the passage of this legislation.
Mr. BAYER. Correct.
Mr. ERLENBORN. I have no further questions.
I assume the chair will excuse you.
Thank you for your testimony.
Next will be Mr. Robert Wilkie, president of the board of trustees,

Chicago Teachers' Pension Fund, accompanied by Mr. Ward, James F.
Ward, executive director.
[The prepared statement of Mr. Wilkie follows:]

STATEMENT OF ROBERT T. WILKIE, PRESIDENT, BOARD OF TRUSTEES, PUBLIC
SCHOOL TEACHERS' PENSION AND RETIREMENT FUND OF CHICAGO

Chairman Dent, members of the Subcommittee on Labor Standards, my name
is Robert T. Wilkie and I am President of the Board of Trustees of the Public
School Teachers' Pension and Retirement Fund of Chicago. I had almost com-
pleted reading the 900 page Dent Report (Pension Task Force Report on Public
Employee Retirement Systems) when I was informed that H.R. 14138 had been
introduced. We in Chicago diligently attempt to obtain copies of any law that
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might affect us. We were first able to read H.R. 14138 just five days ago last Fri-
day. Nevertheless, on short notice, we have read both the Report and this bill.
I wish to make only a general comment on the bill at this time. In the Eco-

nomic Report of a recent Republican President a persuasive case was made that
we have too much federal regulation in the United States and that general dereg-
ulation would benefit our overly encumbered national economy. Just the other
day a Democratic President told us that it will make economic sense for him to
reduce the size of federal government operations as part of an anti-inflationary
program.
Now comes a bill that is certainly regulatory and, further, also creates another

federal agency, the Employee Benefits Administration. Since this seems clearly
contrary to both Presidential statements, I resolved to ask what compelling na-
tional interest might require such a bill. To find this I referred to the bill: Title
I, Subtitle A, Section 2, Findings and Declaration of Policy.

Approximately forty lines of type are devoted to stating that the problem is a
federal one. Two of those lines told me the problem: that some public employees'
rights have been "diminished in value because of inadequate safeguarding" and
some public employees have been subject to "arbitrary decisions without due proc-
ess of law."
I am specifically familiar with the Chicago teachers' plan and generally fa-

miliar with public retirement plans in the United States. I know of no evidence or
assertion that such problems exist for Chicago teachers, and it has been my im-
pression that they do not exist for most public employees in the United States.
I would like to introduce Mr. James F. Ward, Executive Director of our Sys-

tem, who will present some facts showing where we in Chicago stand on the
problems alleged by this bill. But, before I do, may I say that I discern an im-
portant question of priorities here. I most earnestly ask that you consider these.
If you sincerely believe that there are public employees in the United States
whose rights are being diminished to any substantial degree or who truly do not
have access to due process, then prosecute this type of law. But, if you think the
costs of implementation over the many years to come will be inflationary and in
excess of alleged "losses," then please do not pass unnecessary and expensive
legislation that does not even include a sunset clause in the event it is truly
superfluous.

STATEMENT OF ROBERT T. WILKIE, PRESIDENT, BOARD OF
TRUSTEES, PUBLIC SCHOOL TEACHERS' PENSION AND RETIRE-
MENT FUND OF CHICAGO, ACCOMPANIED BY JAMES F. WARD,
EXECUTIVE DIRECTOR

Mr. WILKIE. Thank you. First of all, Mr. Congressman, I want to
thank rou on behalf of the Chicago Teachers' Pension Fund for this
opportunity to appear today and at least present our point of view.
Mr. Ward is here with me. He is the executive director of our fund.

His report will be more or less the substance of our appearance here
today.
I do want to make a couple of comments. My main concern with

the bill is really what inflationary impact or aspects it would have on
our fund. I share Senator Egan's and Al Weinberg's opinion that
Illinois is in pretty good shape in comparison to some other funds
throughout the country.
One of the things that I think in Illinois we are attempting to do—

and this is a concerted effort—is to bring our pension funds up to a
more acceptable level of funding. In our own fund in the last 8 years
we have grown somewhere around 11 percent in funding. We have
gone, from 1971 to .1978, from 31 to 42 percent. So we are making pro-
gress in solving our problems.
I just received a copy of this bill last Friday. So consequently we

weren't really given too much time as far as the hearing is concerned.
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As I say, I am more concerned about the inflationary impact of this
matter. We have been holding the line on benefit improvements for our
pensioners in this State because of the funding problem. And yet as
a pension fund we should certainly have built-in safeguards to keep
people in the ball park as far as their pensions not being eroded by
inflation.
It has taken us several years to finally get a bill passed which will

go into effect this January increasing our pensioners' cost-of-living
factor by 1 percent. Certainly considering inflation today that is really
a token gesture. But we are holding the line as far as trying to bring
our funding responsibilities up to at least an acceptable level.
The only comment I would like to make would be to deal along the

line of inflation. I recall in President Ford's economic report—and
this is a Republican President—where he made a pretty persuasive
case that we have too much Federal regulation in the United States and
in general deregulation would benefit our generally overencumbered
national economy.
The other day I listened to President Carter, a Democratic Presi-

dent, telling us that it makes economic sense for him to reduce the size
of Federal Government operations as part of an anti-inflationary
program.
Now comes along this bill which certainly is regulatory and would

also create another Federal agency, the Employee Benefits Adminis-
tration. This seems at least to me contrary to what the President and
former President were saying. I asked myself just what compelling
national interest might be served by such a bill.

After going through the bill I did find in title I, subtitle A, section
2, Findings and Declaration of Policy, that there are approximately
40 lines of type devoted to stating that the problem is a Federal one.
Two of those lines more or less tell me, and I quote, that some public
employees' rights have been "diminished in value because of inade-
quate safeguarding" and, again I quote, that some public employees
have been subject to "arbitrary decisions without due process of law."
I happen to be more familiar with the Chicago plan than most other

plans. I can find no evidence that anything in that applies to the
Chicago Teachers' Pension Fund. And as I travel throughout the
country attending many pension conferences I find very little evi-
dence that this problem exists for most of the public employee pension
funds throughout the country.
You have alluded to New York arid Pennsylvania. And I would

agree.
I have Mr. Ward here now, who will present his report.
I would just like to say that if you sincerely believe that these abuses

do exist throughout the United States where the rights of public em-
ployees are being diminished, to a great degree, let's say, and that they
are being denied access to due process, I probably would encourage the
enactment of such a bill. At the present time I really am not that
convinced.
In fact, an interesting item I came across the other day in a Merrill

Lynch report, which suggested that since 1974 under ERISA there
have been upwards of 30 percent of private employee pension funds
that have disappeared since ERISA and some of them were very well-
managed funds.
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There seems to be very little action since ERISA of encouragement
of companies really to initiate and promote new pension funds. That
is just a comment I came across the other day in a Merrill Lynch
report.
At this time I would like to introduce Mr. Ward, who as I said will

present the substance of our report.
[The prepared testimony of Mr. Ward follows:]

TESTIMONY OF JAMES F. WARD, EXECUTIVE DIRECTOR, PUBLIC SCHOOL TEACHERS'
PENSION AND RETIREMENT FUND OF CHICAGO

My comments will consist of two parts. The first is a description of the Chi-
cago teachers' plan, and the second is an indication of how H.R. 14138 would
affect our system. Our plan is the oldest teachers' pension fund in the United
States. We have consistently been functioning since 1895, continuously improv-
ing benefits and operation, and never missing a pension payroll for over 80 years.

PLAN DOCUMENT

The Plan Document governing the administration of the Public School
Teachers' Pension and Retirement Fund of Chicago is contained in Article 17
of the Illinois Pension Code (Chapter 1081/2, Illinois Revised Statutes). The
statute provides for the administration of the pension plan and contains in de-
tail membership, benefits, qualifying conditions, employee and employer contri-
bution rates, guidelines for investing funds, selection and responsibilities of
trustees, and custodian of funds. This Article also contains reference to Article
20 of the Illinois Pension Code which provides for the continuity and preserva-
tion of pension credit in the case of employees transferring employment from
one governmental unit of the state to another.

PLAN ADMINISTRATION

The Public School Teachers' Pension and Retirement Fund of Chicago is ad-
ministered by a Board of Trustees composed of nine members. Three members
of the Chicago Board of Education are appointed by the Board of Education to
our board for a term of 2 years (two are appointed in odd-numbered years and
one in even-numbered years). Six members are elected by the contributors for
a 3-year term. This is an annual election, electing two trustees each year. This
has been the composition of the Board of Trustees since 1909.

PLAN PARTICIPATION

Members of the teaching force of the Chicago Public Schools, numbering over
30,000, including teachers, administrators and all other persons whose employ-
ment requires a teaching certificate issued by the Chicago Board of Examiners,
and employees of the Fund, are required to contribute 8 percent of salary to the
Fund. Persons on an hourly basis or temporary teachers working less than 5
days in a pay period do not contribute to the Fund. Membership is a condition
of employment and is compulsory.

VESTING

A contributor of the Public School Teachers' Pension and Retirement Fund
may resign after 5 years of service and qualify for a pension at age 62. The
vesting provision is more liberal than the provision in ERISA.

BENEFIT STRUCTURE

1. Service retirement pensions
Pensions after 20 years of service are paid on a percentage of average salary

based on the following formula: 1.67 percent for each of the first 10 years of
service; 1.90 percent for each of the next 10 years of service; 2.10 percent for
each year of service in excess of 20 but not exceeding 30; and 2.30 percent for
each year of service in excess of 30 to a maximum of 45 years. Average salary
is the highest consecutive 4 years within the last 10 years of service. The result
is base pension with a maximum of $1,500 per month or 75 percent of average
salary, whichever is greater.

a
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2. Disability retirement pensions
After a minimum of 10 years of service a contributor may apply for a perma-

nent disability retirement pension provided application has a physician's certi-
fication. The Fund appoints two additional physicians to certify that the appli-
cant is presumably permanently incapacitated for service.

3. Survivors' benefits
The Fund also provides a single-sum death benefit to both contributors and

annuitants and a survivors' monthly benefit.

4. Reversionary pensions
An optional reversionary pension may be exercised (any time prior to retire-

ment) by any contributor by taking a lesser amount of service retirement pen-
sion and providing with the remainder of his equity, determined on an actuarial
equivalent basis, a reversionary pension benefit for any person named in a writ-
ten designation filed by the contributor.

5. Refund of contributions
Four months after permanent separation from service a member may apply

for a refund of contributions. All employee contributions are refunded without
interest, at which time the member shall have no further interest in the Fund.
If a member accepts a refund of contributions and at a later date returns to
teaching, provisions are made to repay contributions and re-establish service

REPORTING AND DISCLOSURE

Each employee is provided with a copy of "Pension Facts" and a set of bro-
chures. These basically provide the member with the operation of the Fund,
summarizing the benefit and contribution provisions, and giving contributors
information regarding their rights, privileges and obligations in the Fund.
The proceedings of each trustees' meeting are published in detail and dis-

tributed to each school.
Bulletins are sent to the schools periodically to keep the contributors informed

of legislative matters, new items and any administrative changes affecting the
operation of the system.
An annual report is printed for distribution after an independent certified

public accounting firm audits the records and financial status of the Fund. The
independent auditors also make recommendations for changes in recordkeeping
and procedures.

Actuarial statistics are reported and published as a supplement to the annual
report which tabulate age, service, salary and other characteristics of the con-
tributors and statistics relating to service, disability retirement and su-vivor
pensioners. This constitutes 69 tables of accumulated membership data. The
availability of the statistics in a cumulative form for a number of years en-
hances their value in an analysis and interpretation of the results of operations
of the Fund.
At the end of each fiscal year each member is provided with a detailed state-

ment of his account, which gives his accumulated contributions and his years of
service with an explanation of contributions.
The By-laws and Rules of the Board of Trustees are also published.

STATE DEPARTMENT OF INSURANCE

Article 22 of the Illinois Pension Code requires that each public employee
retirement system submit to the State Department of Insurance each year a finan-
cial balance sheet statement of income and expenditures, an actuarial balance
sheet, statistical data reflecting age, service and salary characteristics concerning
all participants and pensioners, special facts concerning disability and other
claims, details on investment transactions, administrative expenses and such
other supporting data and schedules which in the judgment of the Department
may be necessary for a proper appraisal of the financial condition of the system.
Article 22 of the Illinois Pension Code provides that the Director of Insurance

shall call to the attention of the State Attorney General violations of the Code,
and the Attorney General shall take whatever legal steps are necessary to force
the governing body, pension system of public officials covered by the Code to
comply with the provisions of the Illinois Pension Code.



180

FUNDING

The Public School Teachers' Pension and Retirement Fund of Chicago is

funded through a combination of four major sources:
1. Member contributions.—Each member has deducted from his salary an

8 percent contribution: 61/2 percent for retirement pension, 1 percent for sur-

vivor's pension and 1/2 percent for automatic annual increase.
2. City revenues.—ln 1975 the State statute was amended to authorize the

Chicago Board of Education to demand and direct the City Council to levy a

tax annually at a rate on the dollar of the value, as equalized or assessed by the

Department of Local Government Affairs of all taxable property in the city,

which when extended will produce an amount in 1979 and each year thereafter

equal to the member contributions during the school year two years prior to the

year for which the annual applicable tax is levied.
3. State appropriation.—Since 1951 the legislature provided that a reserve for

teachers' pensions under the School Code shall be paid to the Public School
Teachers' Pension and Retirement Fund of Chicago in proportion to that paid to

the Illinois Teachers' Pension Fund.
4. Investment revenue.—At present the yield on the portfolio of the Fund is

over 8 percent.
Because our revenues come from two public sources, we are now meeting the

current funding problem. Our revenue pattern has undergone many changes
throughout the years. For the first 12 years of existence no employer revenues
were provided. In 1921, after 26 years of operation, the first tax revenue was
provided. It started as a city-fixed tax rate, then a pegged levy and now a for-
mula related to employee contributions.
The appropriation of sufficient funds to meet present costs of benefits and funds

for future liabilities has received constant vigilance over the years. The Fund
has current assets of over $600,000,000 and is 42.3 percent funded. Our financial
strength is gradually increasing:

Assets a percentage of actuarial liabilities (funded)
Funded

1950   15. 67
1955   24. 39
1960   30. 81
1965   31.57
1970   31. 14
1975   35. 56
1978   42. 30

INVESTMENT OF FUNDS

Article 17 of the Illinois Pension Code sets forth in detail the types of securities
which may be purchased by the Board of Trustees. The By-laws and Rules of the
Board of Trustees further define the investment policies and procedures. Up to
331/2 per cent of the funds may be invested in stocks which are listed on the New
York Stock Exchange provided the company has paid cash dividends for 5 con-
secutive years preceding the date of purchase.
At present we have authority but have no investments in state or local obliga-

tions because the tax-exempt feature has no attraction for the Fund.
An investment advisor is engaged for the Fund and counsels the Board on all

matters pertaining to the portfolio investments. The trustees evaluate the recom-
mendation and approve the purchase or sale of securities. The City Treasurer is
custodian of the securities of the Fund and all securities are held in the Fund's
name.

SECURITY

For the past 80 years the Public School Teachers' Pension and Retirement
Fund of Chicago has administered the fund without problems related to benefits,
vesting, payment of annuities, reporting and disclosure, violation of fiduciary re-
sponsibility or investment of funds. The pension rights of the members and their
dependents are adequately protected by the City Treasury, State Department of
Insurance, Constitution of the State of Illinois, the Illinois Public Employees Pen-
sion Laws Commission, and existing courts of record.

•
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CONCLUSION

As you can see from this description, H.R. 14138 would only require the Chi-
cago system to do what it is already doing. To audit these requirements, the bill
would create a board of directors of five people paid at the executive level III
compensation rate with four officers at the executive level IV and V rates, an
eleven-member advisory Council on Government Plans, all to be paid at a G.S.-
18 daily rate, and a new federal agency staff corps. May we suggest to the sub-
committee that the Chicago teachers' plan and most other large public employee
plans already have a substantial body of auditors. Please be reminded that plans
such as ours could be categorized as operating "under glass" in that our auditors
include not only official ones such as state attorneys, departments of insurance,
auditors-general and certified public accountants . . . but also the 40,000 contribu-
tors and beneficiaries in our system, the Board of Education, and the taxpayers
of Chicago and Illinois.
The Dent Report could be summarized as saying public plans have a good but

not perfect record and are making substantial progress. We submit that there
have been no scandalous episodes such as those that surfaced in the private sector
before ERISA, again because of the public nature of our operations. Further, we
hold that reporting, disclosure, or other regulation must take a low priority be-
hind the real problem facing retirees in the United States in both the public and
private sectors. That is inflation.
We know in Chicago that the constitutionally guaranteed retirement package

provided to our teachers is an excellent bargain, considering the dollars we pay
into the plan compared to the dollars we draw as benefits. Whether or not these
benefit dollars will be rendered virtually worthless by inflation is the truly federal
problem. It cannot be solved by Illinois, Chicago, and Board of Trustees, or
additional reporting, disclosure, or other regulatory legislation. Our local report-
ing, disclosure and fiduciary responsibility are in good health. The federal dollar
you provide us from Washington is not. Shouldn't we address ourselves to larger
problems first?
That part of H.R. 14138 that codifies qualification for public plans is laudatory.

This type of law is needed because of inconsistent IRS rulings on the taxability
of benefits paid by public employee retirement systems. Most federal law regulat-
ing retirement plans was written for private plans with little consideration given
to public plans. This part of the law would allow for fair and consistent federal
tax treatment of public employee benefits throughout the country.
In summary, I can't say that the bill has some good and some bad, but probably

more accurately, some good and some unnecessary. We need and should have the
qualification section. The rest of the bill is a replication of what already exists.

Mr. WARD. My comments consist of two points. The first is simply a
description of the Chicago Teachers' plan. We provided you with
copies. I won't read the entire report. I will just go to our conclusions.

Essentially, our description shows that H.R. 14138 would only re-
quire us to do what we are already doing. To audit these requirements
the bill would create a Board of Directors, five people, paid at the
executive level III, four officers, and a new Federal agency.
We would like to suggest to the subcommittee that the Chicago

Teachers' plan and most other large public employment plans already
have a substantial body of auditors. Inasmuch as we are public, we
operate under glass. Our auditors are not only the State attorneys, the
department of insurance, the auditors general, and certified public
accountants. But here in Chicago we have 40,000 contributors and
beneficiaries of our system as well as the board of education and the
taxpayers of Chicago and Illinois.
We see the Dent report as saying that public plans have a good but

not perfect record and are making substantial progress. We suggest
that there have been no scandalous episodes in the public sector as
there were in the private sector before ERISA.
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Furthermore we feel that reporting disclosure and other regulatory
legislation should really take a back seat to the important issue con-
fronting retirees in the United States and that is inflation. We know
in Chicago that the constitutionally guaranteed retirement package
provided to our teachers is an excellent bargain. We actuarially can
calculate the dollars we pay in and can compare them to the dollars
we draw out in benefits. Whether or not those benefit dollars will be
rendered worthless by inflation is the Federal problem. It can't be
solved in Illinois or Chicago, or by the board of trustees of our fund.
We submit that local reporting, disclosure and fiduciary responsi-

bility are in good health. The Federal dollar you provide us from
Washington is not. We ask whether you should be addressing your-
selves to a bigger problem first.
That part of the bill that codifies qualification for public plans is

laudatory. We need this type of law because of inconsistent IRS rul-
ings as to the taxability of benefits paid by different public employee
plans. This part of the law would allow for fair and consistent Federal
tax treatment for all public employee benefits throughout the country.
In summary, I guess I am echoing Senator Egan. I can't say the

bill has some good and some bad but some good and some unnecessary.
We need and should have the qualification part. The rest of the bill is
a replication of what already exists.
Thank you.
Mr. SIMON. If I could just comment, Mr. Ward, on one point that

you made, as you say, you have seen no scandalous conduct to require
this kind of thing. Two points mentioned this morning by our first
witness, and these are two of many that have been made, to have $22
million lying idle in Alabama drawing no interest whatsoever and you
now have 20 percent of the public systems that deny information about
their financial status to the participants of those systems, I don't know
if "scandalous" is the right word. But I think you would agree that is
not desirable conduct.
Let me give you the same question I gave to Senator Egan. Will this

bill impose a hardship in any way on your system?
Mr. WARD. Inasmuch as I am a taxpayer and I would have to pay

the tax bill for the new Federal administration, yes. The amount of
money you are going to spend to create this new Federal agency I
would have to pay.
Mr. SimoN. I understand. And since I am a taxpayer I face that

same burden. Assuming that it cost $200,000 to maintain the office, I
don't know what your figure might be for the office, do you have any
idea?
Mr. WARD. Whatever size it is, if it is not necessary it seems to me

to be a lot of dollars to spend.
Mr. ERLENBORN. Mr. Chairman, might I suggest—I don't know what

the figure is—that what this would create is an Employee Benefits
Administration for this and ERISA. It would consolidate those activi-
ties now being duplicated by the Department of Labor and Internal
Revenue Service. So what we would have is one Administration doing
what is now being done at three or four different places. As a matter
of fact it may be a net savings.
Mr. SimoN. But even assuming it cost another hundred or $200,000

you are talking about almost nothing.



183

Mr. WILKIE. What this would do for our fund in particular is a
moot question. I think that is more in line with the question you are
raising.
Mr. SIMON. That is really what I am interested in. If it is a hard-

ship to your fund, then we want to modify it.
Mr. WILKIE. I don't think Mr. Ward and I have an answer for that.

But I do know some of the problems we are faced with as far as our
retirees are concerned. As I mentioned in my brief few remarks, we
just had a bill passed this past year which went into effect in January.
We are finding our retirees will receive a 1-percent increase in their
pensions. Many of them are living, I might add, at somewhere at
poverty level, just slightly above poverty level. So I said this was
more or less just a gesture without substance as far as I am concerned.
I don't know what the administrative cost of PERISA would do

for our fund. We have demands from people who leave our system.
This was covered in the task force report. There are provisions in
many funds that when people leave they get no interest on their
money. We do not refund interest on employee contributions that are
given back as refunds. I am strongly opposed to it because I feel that
we represent the interest of career teachers, not passing traffic.
But yet we penalize and restrict career teachers in many areas

because they are concerned to keep up with inflation. They are not
keeping up with inflation. They are falling behind.
If we were to turn our fund into a savings and loan association with

the in and out traffic and pay interest on money in return, obviously
it would diminish any potential action we could recommend to the
State for increasing benefits for those people who make teaching a
career.
I feel if there is any inflationary cost involved to our fund with this

type of bill, again it will be penalizing the people that the fund was
designed for.
I don't have figures. I don't know. But that primarily is our big

concern, just what would this do to us as far as our fund. With our
fund we have had over $600 million in assets but yet we have an
unfunded liability of $800 million. I certainly don't think we can afford
to take this on.
Mr. Ward indicated there are staff people who comply with govern-

mental redtape, reports, et cetera.
Mr. SimoN. The bill does not require the payment of interest.
Mr. WILKIE. I know that. But I am saying we have demands and

pressures on us for things of this nature.
Mr. WARD. If I might respond to the question of whether or not

it would add an extra burden to us, of course it would. We haven't
missed a check in 80 years. Getting that check out each month is of
paramount importance to us. We are also filing various reports with
State agencies and with the Federal Government. Of course you add
a 210-day deadline and you also add the penalty clause. Yes; that will
be an extra burden. Certainly we have to obey the law. To the extent
that we have to prepare those reports and perhaps even incur one of
those penalties because we didn't make the 210 days, that would, of
course, be an additional burden on us.
Other than that, without getting into the details of it, the 210 days

and the other time deadlines, we are generally doing what this bill
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asks us to do. We do send statements. We do send the checks. We do
file all of our returns on time with the State department of insurance.
We are audited by certified public accountants every year as the
statute requires. We are doing all of that.
You would require us to do what we are doing. We may have some

trouble fitting the various statements together. I suppose we would
have to do it if you indeed passed this law.
Mr. SimoN. Mr. Erlenborn.
Mr. ERLENBORN. I don't have any questions, Mr. Chairman. I am

pleased to hear the requirements of this bill are already being met by
the Chicago Teachers' Pension Retirement Fund. Apparently the only
burden would be that of actually completing the forms, which I would
hope might be coordinated with State agencies so you can file one
form both places, so long as the same information is being required.
In any event it appears to be no great burden, the change in your
operating procedures required by the passage of this legislation.
Mr. WARD. We had only 5 days to read the bill. We read it very

quickly. I don't know if I can be any more responsive. I don't think it
provides an extraordinary burden and extra paperwork. But it would
be extra to whatever degree we have to meet it. The deadline, 210 days,
kind of bothers me. That might give us some problems. We could be
sending the same reports we are now making to you in Washington.
Mr. ERLENBORN. Let me suggest that if on further reading of this

legislation after this hearing you do find any additional problems,
feel free to ,contact either my office or the subcommittee to give us the
additional information for the record.
Mr. WILKIE. Thank you.
Mr. SmoN. Thank you.
Mr. WILKIE. I think we have a challenge here in Illinois. I would

like to see us meet this challenge without the Federal Government try-
ing to solve it for us.
Thank you.
Mr. SnioN. Thank you.
Dr. Howard E. Winklevoss, Philadelphia, Pa.
[The prepared statement of Mr. Winklevoss follows:]
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Statement by

Howard E. Winklevoss, President
Winklevoss & Associates, Inc.

November 15, 1978

My name is Howard E. Winklevoss. I am an associate professor of
actuarial science at the Wharton School and president of Winklevoss and
Associates, Inc., an actuarial consulting firm. I am a member of the
Pension Research Council, an Affiliate of the American Academy of
Actuaries, and an Enrolled Actuary under ERISA. I have conducted
actuarial audits and related research on approximately 25 public pension
plans during the past several years and have co-authored a book entitled
Public Pension Plans: Standards of Design, Funding, and Reporting which
will be published by Dow Jones/Irwin in January 1979.

I have reviewed the provisions of H.R. 14138 and find it difficult
to argue against the basic provisions of the bill. Disclosure to plan
participants, uniform reporting, and fiduciary standards are fundamental
to the equitable treatment of pension plan participants in both the public
and private sectors. There are two factors, however, that cause me to
be reluctant in supporting the passage of the PERISA bill. The first is
that most of the larger public plans substantially meet the requirements
imposed by H.R. 14138. For these plans, which cover the vast majority
of public employees, Federal legislation will simply place an added layer
of regulation, with its concomitant costs at both the Federal and non-Federal
level. My second reservation is that much of the bill's thrust will be
dampened by the Federal bureaucracy created to carry out the provisions
of the law as has been evidenced by the passage of ERISA. It is question-
able whether the creation of the Employee Benefit Administration under
PERISA will eliminate this criticism. I would prefer to see the EBA
created under separate legislation and to observe its effectiveness in
administering ERISA before subjecting public pension plans to Federal
regulation.

I have had the distinct impression during the past few years that
Federal legislators have not sought to answer the question of whether
or not there should be Federal legislation of public pensica plans, but,
rather, have concentrated on what type of legislation to consider and
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whether or not it would be constitutional. I have observed a phenomenon

which has led me to conclude that the laudable objectives of H.R. 14138

can be achieved without the passage of the bill. The phenomenon has been

the flurry of activity among public pension plans to upgrade themselves

to ERISA-type standards since the passage of ERISA. In part, this has

been caused by the greater awareness with respect to pension plans and

their potential problems and shortcomings in the minds of taxpayers, plan

participants, administrators, and non-Federal policymakers as a result of

the passage of ERISA. Perhaps the more significant factor, however, is

the threat of Federal legislation. For many public plans, this has been

a strong motivator. For example, the National Conference of State Legis-

lators has been working hard to improve public pension plans and has

adopted a set of pension planning principles that will undoubtedly have

a significant effect on such plans. Nearly all conference and association

meetings during the past few years which involve individuals associated

with public pension plans have considered at length the need to upgrade

these plans to ERISA-type standards, and such deliberations are indeed

having a positive impact. I feel confident that if the data collected

by the Pension Task Force on public pension plans were updated, the

results would show a substantial improvement in those areas that were

found to be deficient and I feel that such improvements will continue.

I would like to offer for your consideration an alternative to a

PERISA bill. I propose that legislation be passed that establishes the

right and intention of the Federal Government to regulate public pension

plans along the lines as described in H.R. 14138, but that such regulation

not be imposed if, within a reasonable period of time suchas 3 to 5

years, public pension plans have substantially complied with each of the

provisions through state laws. This proposal would avoid the inevitable

and unproductive clash between Federal and non-Federal policymakers,

eliminate an added layer of Federal bureaucracyin the administration of

public pension plans, allow non-Federal policymakers to add vesting,
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funding, and other standards to their state laws as they deem appropriate,
and--most importantly--accomplish the same ultimate goal of protecting
the benefit rights of employees of public pension plans. The one draw-
back to this proposal is that full compliance may take an additional year
or so--a seemingly small price to pay for the benefits describe above.
It should be noted that Public Law 15, or the McCarran-Ferguson Act, which
became law on March 9, 1945, accomplished essentially this same end with
respect to the regulation of the insurance industry. In effect, Congress
insisted that it was the right of the Federal Government to regulate the
insurance industry, but stated in the Act that the Federal Government
would not regulate insurance as long as the states did an adequate job
of such regulation. This has proved a workable solution to avoiding
Federal regulation, and some of the often stated disadvantages of state
insurance regulation (such as one insurance company doing business in
more than one state) do not apply to the area of public pension plans.

I recognize that the above recommendation will not rest well with
legislators and staff members who have worked hard to formulate PERISA
legislation over the past four years, as evidenced by the massive study
produced by the Pension Task Force. But I would hope that this effort
in an of itself would not cause you to continue to pursue Federal legis-
lation of public pension plans--especially if there is a viable alternative.

Participation and Vesting Requirements 

The data presented in the Pension Task Force Report on Public Employee
Retirement Systems, as well as the experience I have had with such plans,
suggests that the vast majority of public employees are in plans that
meet the minimum participation requirements of ERISA. Thus, legislation
would not appear to be valuable along this dimension of plan design.

With respect to vesting, employees of large public pension plans
are generally afforded vesting provisions equal to, or more liberal than,
the minimum requirements under ERISA. Smaller plans are frequently more
restrictive. Even for plans with vesting more restrictive than ERISA
minimum requirements, however, the problem is not nearly as critical as
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it was for private pension plans. The reason for this lies in the fact

that private pension plans are predominantly non-contributory while public

plans are predominantly contributory. When a public employee terminates

employment his contributions are nearly always returned; and the value of

such contributions are not likely to be significantly lower than the value

of the benefits that would have been vested under ERISA minimum standards.

This is illustrated in Chart 1, where the value of accrued benefits beyond

5 years of plan participation are compared to the value of accumulated

employee contributions. In this example, the benefit formula is one

providing 2% of final 5-year average salary per year of service, employee

contributions are assumed to be 51/2% of salary, and the interest credited on

such contributions is 5%. Under these assumptions, the accumulated value

of employee contributions exceeds the value of accrued benefits during

the first 13 years of participation. Thus, even if full vesting were

deferred until 15 years of service, the value of benefits lost to the

participant terminating after 13 years and prior to 15 years of service

would be minor. In fact, in situations like this, more rapid vesting may

work a disservice on employees who are not aware that electing a deferred

vested benefit is not in their economic best interest.

The major problem in this respect for public pension plans, however,

is the fact that a large number of vested employees request a refund of

their contributions at ages where the employer-provided portion of the

vested benefit forfeited is substantial without knowing the full conse-

quences of taking such a refund. Legislators at either the Federal or

state level, however, must weigh the advantages of imposing an ERISA-type

standard on public pension plans, which would preserve the employer-provided

portion of the vested accrued benefits, against the added costs associated

with such a provision. Nevertheless, at the very least, public plans

should provide a participant with the types of information required under

the PERISA bill and, in addition, with information on the lump-sum value

of the benefits that would be forfeited if a refund of contributions wer
e

taken. The latter is not contained in the PERISA bill, and I would support
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such a disclosure requirement regardless of whether regulation is

implemented at the Federal or state level.

Minimum Funding Requirements 

The PERISA bill does not address the subject of minimum funding

requirements. Judging from the minimum funding requirements set forth

in ERISA, I believe this is a valuable omission. Our research has

demonstrated that ERISA minimum funding requirements would be inappro-

priate for public pension plans. For example, one of the principal

funding objectives that a public pension plan should attempt to meet

is a level-percentage-of-payroll cost pattern--a pattern which treats

successive generations of taxpayers equally. This type of cost pattern

is virtually impossible under ERISA-type minimum funding standards. By

the same token, there is little need to accumulate assets in excess of

the value of benefits earned under the plan (unless the plan sponsor

desires an accumulation of redundant assets). Nevertheless, the use

of one of the most popular funding methods (the Entry Age Normal Method)

coupled with ERISA minimum funding standards will indeed accumulate assets

in excess of this logical funding limit.

By way of illustration, Chart 2 shows the cost pattern forecasted

over a 50 year period for the U.S. Civil Service Retirement System if

ERISA minimum funding standards were imposed, and best-estimate actuarial

assumptions were used. There are two obvious flaws in the minimum funding

standards that are evidenced by this chart: (1) the cost pattern is steeply

decreasing as a percentage of payroll, and (2) plan assets accumulate to

a value in excess of the Plan Continuation Liability (i.e., the value of

benefits earned under the plan as measured on a plan continuation basis).

It should be noted that the funding method used in this example is the

Entry Age Normal Method--one of the most popular funding methods used

for both private and public pension plans.

One of the devastating characteristics of ERISA minimum funding

requirements is the specification in the law that only certain funding

methods could be used. In effect, ERISA froze the state of the art with
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CHART 2
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respect to pension funding for private 
pension plans, a problem compounded

by the fact that the actuarial professi
on had not advanced the state of the

art sufficiently by the time the law wa
s passed. Thus, actuaries in

academia and in private practice are no
 longer motivated to explore and

conduct research on alternative funding
 methods because the law is overly

specific on the methods that can be use
d. Thus, I would hope that the

enactment of funding standards for publ
ic plans at either the Federal

level or state level would be firm wi
th respect to principles but open-ended

with respect to the implementation of
 such principles.

Chart 3 illustrates a funding method 
introduced into the actuarial

literature a few years ago, but which
 cannot be applied to private pension

plans because of ERISA. The chart shows, once again, the cost
 pattern

and funded pattern of the U.S. Civil 
Service Retirement System under this

so-called Forecast Funding Method. In this case, costs are a level percent
age

of payroll prior to and after the ful
l funding period, and assets accumula

te

up to, but not in excess of, the plan
 continuation liability. It is unlikely

that this method, or other meth
ods that might be developed, woul

d be permitted

under regulations, even though they r
epresent actuarially acceptable methods

of funding, simply because it is impo
ssible to accumulate experience under

the methods in order to support their us
e. In my view, ERISA should not have

legislated, nor should a PERISA legisla
te at either the Federal or state

level, specific funding methods. Rather, the enrolled actuary should be

charged with the responsibility of ce
rtifying that the method in use is,

in his opinion, an actuarially sound 
method of financing the pension commi

t-

ment over a 40 (or 30) year time peri
od. In this case, the definition of

actuarial soundness would have to be 
no more specific than the requireme

nt

that the plan's assets, under the f
unding method selected, will system-

atically accumulate to the value of b
enefits earned under the plan over

the law's mandated funding interval. 
I recognize that the actuarial pro-

fession did not demonstrate a leaders
hip role in the funding of pension

plans at the time the law was passe
d; however, I do not believe the Cong

ress

should have reduced the profession to
 the level of mere technicians, nor

should such a result occur with respe
ct to the public pension plan secto

r.
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Financial Reporting 

One of the problems that plagues both private and public pension

plans is the lack of standardized methodology for reporting the financial

status of the plan. The error in the ERISA reporting requirements is that

the liability value calculated under the funding method in use with the

plan is also used to report its funded status. I applaud the PERISA bill

for making a distinction between the liability of the funding method and

the liability of benefits deemed to be earned under the plan--a measure

that is independent of the manner in which the plan is funded. In other

words, the financial reporting on any pension plan, public or private,

should be based on the value of benefits deemed to have been earned under

the plan. Although some funding methods coincidentally produce this

liability value, the most popular funding methods produce liability values

that exceed this benchmark; hence, they do not provide for meaningful

financial disclosure.

Although the PERISA bill requires a benefit-based liability value,

I believe there is a conceptual flaw in the liability requested. In

effect, the bill would require that the projected retirement benefit for

each active participant be prorated by service in order to determine the

benefit deemed to have been earned to date by the active employee. This

overstates the benefit earned in an inflationary environment, and I believe

that prorating the benefit by the ratio of the salary paid to date to the

total projected salary would produce a benefit accrual more consistent

with economic theory. The logic behind this approach is that, since an

individual's salary is the best objective measure of his worth to the

organization, his projected benefit should likewise be correlated with

this measure of worth. The PERISA bill would impute a larger benefit to

the participant and, hence, develop a larger liability measure than would

the salary prorated methodology.

The PERISA bill is vague regarding the procedure for incorporating

ancillary benefits, such as vested terminated benefits, disability benefits,

death benefits, and early retirement benefits, into the liability value

required. This may, in fact, be the best way to draft the legislation;
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however, I would hope that the actuarial profession would develop a

consensus on how to deal with these benefits as opposed to relying on

regulations to specify the procedure. There are two basic approaches

for dealing with these benefits, both of which are detailed in my book,

Pension Mathematics: With Numerical Illustrations; and I have no strong

preference for either approach.

The PERISA bill also recognizes that, while implicit best-estimate

assumptions may be acceptable for funding purposes, the same set of

assumptions may not produce appropriate values for financial reporting

purposes. I agree with the requirement of using explicit best-estimate

assumptions for determining the financial reporting liability.

Table 1 illustrates some of the problems that exist in the financial

reporting on the funded status of public pension plans. Column 1 of this

table shows the unfunded liability that is currently reported on 20 public

pension plans that were studied during the past two years. Column 2 shows

this same liability value, but calculates it using a standard set of

actuarial assumptions. The third column shows the unfunded liability

calculated on standard actuarial assumptions and based on the salary

prorated benefit liability. A review of these numbers serves to illustrate

the importance of actuarial assumptions and methodology in the financial

reporting of pension plans. The last column of Table 1 expresses the assets

of the plan as a percentage of the benefit-related liability. This measure

illustrates that the plans with the largest unfunded liability are not

necessarily the plans with the lowest funded ratio.

Actuarial Terminology 

The PERISA bill introduces three new terms: (1) annual actuarial value,

(2) supplemental actuarial value, and (3) unfunded supplemental actuarial

value. These represent a subset of terminology recently developed, but

not widely accepted, by a group of individuals representing various

professions. These terms lack intrinsic meaning and are not likely to

contribute to ending the confusion about actuarial terminology. I believe

the more conventional terms, (1) normal cost, (2) actuarial liability, and

(3) unfunded actuarial liability, respectively, would be more appropriate.



T
A
B
L
E
 
1

E
F
F
E
C
T
S
 
O
F
 
A
L
T
E
R
N
A
T
I
V
E
 
A
S
S
U
M
P
T
I
O
N
S
 
A
N
D
 
M
E
T
H
O
D
O
L
O
G
I
E
S

O
N
 
U
N
F
U
N
D
E
D
 
L
I
A
B
I
L
I
T
I
E
S
 
O
F
 
2
0
 
P
U
B
L
I
C
 
P
E
N
S
I
O
N
 
P
L
A
N
S

(
D
o
l
l
a
r
s
 
i
n
 
M
i
l
l
i
o
n
s
)

P
l
 a
n
 

R
e
p
o
r
t
e
d
 
U
n
f
u
n
d
e
d

L
i
a
b
i
l
i
t
y
 
B
a
s
e
d
 
o
n

C
u
r
r
e
n
t
 
A
s
s
u
m
p
t
i
o
n
s

a
n
d
 
M
e
t
h
o
d
o
l
o
g
y

(
1
)

U
n
f
u
n
d
e
d
 
L
i
a
b
i
l
i
t
y

B
a
s
e
d
 
o
n
 
B
e
s
t
-
E
s
t
i
m
a
t
e

A
s
s
u
m
p
t
i
o
n
s
 
a
n
d

C
u
r
r
e
n
t
 
M
e
t
h
o
d
o
l
o
g
y

U
n
f
u
n
d
e
d
 
L
i
a
b
i
l
i
t
y

B
a
s
e
d
 
o
n
 
B
e
s
t
-
E
s
t
i
m
a
t
e

A
s
s
u
m
p
t
i
o
n
s
 
a
n
d
 
P
l
a
n

C
o
n
t
i
n
u
a
t
i
o
n
 
L
i
a
b
i
l
i
t
y
_

R
a
t
i
o
 
o
f
 
P
l
a
n

A
s
s
e
t
s
 
t
o

P
l
a
n
 
C
o
n
t
i
n
u
a
-

t
i
o
n
 
L
i
a
b
i
l
i
t
y

D
o
l
l
a
r
s
 
(
1
)
 
a
s
 
%

(
2
)
 

o
f
 (
2
)

D
o
l
l
a
r
s
 

(
1
)
 
a
s
 
%

(
3)
 

o
f
 (
3)

1
$
1
1
1
,
2
4
7

$
1
9
0
,
1
5
0
 

5
9
%

$
1
5
7
,
3
1
1
 

7
1
%

1
8
%

2
1
2
7

1
3
8
 

9
2

8
8
 

1
4
4

4
0

3
1
2
2

6
9
8
 

1
7

2
8
4
 

4
3

6
6

4
5
7
6

7
4
7
 

7
7

3
7
2
 

1
5
5

7
6

5
3
1
7

5
9
4
 

5
3

4
3
8
 

7
2

2
3

6
1
6
3

1
1
6
 

1
4
0

6
2
 

2
6
2

7
9

7
1
6
7

1
7
9
 

9
3

1
1
9
 

1
4
0

4
1

8
3
3
4

1
,
6
7
0
 

2
0

9
0
3
 

3
7

5
2

9
9
8
7

1
,
2
5
2
 

7
9

5
5
3
 

1
7
9

7
6

1
0

8
6
4

7
1
2
 

1
2
1

5
5
5
 

1
5
6

4
7

1
1

0
7
4
3
 

0
6
3
2
 

0
0

1
2

1
8

1
9
 

9
5

1
0
 

1
8
4

5
3

1
3

1
5

4
8
 

3
2

2
2
 

7
0

6
8

1
4

1
0
3

4
3
3
 

2
4

1
7
8
 

5
8

8
0

1
5

3
1

5
1
 

6
0

1
0
 

3
1
6

9
0

1
6

1
0
6

1
5
2
 

7
0

1
2
1
 

8
8

2
6

1
7

2
1
0

3
4
1
 

6
2

2
5
0
 

8
4

2
6

1
8

1
0
6

9
4
 

1
1
3

8
5
 

1
2
5

0

1
9

8
7

7
7
 

1
1
3

7
1
 

1
2
2

0

2
0

0
1
,
1
6
2
 

0
8
1
8
 

0
0

A
v
e
.
 =
6
6
%

A
v
e
.
 =
 1
1
5
%

A
v
e
.
 =
4
3
%



197

STATEMENT OF HOWARD E. WINKLEVOSS, PRESIDENT, WINKLE-
VOSS & ASSOCIATES, INC., PHILADELPHIA, PA.

Mr. WINKLEVOSS. Mr. Chairman, Congressman Erlenborn, I would
like first to introduce into the record a statement from Dan McGill,
chairman and professor of insurance at the Wharton School who was
unable to attend the hearing today because of a schedule conflict.
Mr. SIMON. That will be entered at this point.
[The statement referred to follows:]

4 STATEMENT OF DAN M. MCGILL
I am Dan M. McGill, Chairman and Professor of Insurance at the Wharton

School of the University of Pennsylvania and Chairman of the Pension Rerearch
Council of the Wharton School. I am the author of five books on pension topics,
and co-author or editor of four others. I have been active in efforts to pro-
mote the soundness of pension plans in the private sector and was the first Chair-
man of the Advisory Committee of the Pension Benefit Guaranty Corporation,
having previously written a monograph on plan termination insurance. For the
last several years I have been actively engaged in research on staff retirement
plans at the federal, state, and local government levels. I am a co-author (with
Dr. Howard E. Winklevoss) of a book at press entitled "Public Pension Plans:
Standards of Design, Funding and Reporting," prepared under a grant from the
National Science Foundation. The survey of public employee retirement systems
by the House Pension Task Force was a rich source of information for our NSF
study.
I am making this statement in a strictly personal capacity and not on behalf

of any organization with which I am affiliated. In particular, I do not purport
to speak for the Pension Research Council, the members of which hold diverse
views on any pension-related topic, nor in my capacity as a member of the Presi-
dentially-appointed Advisory Committee of the PBGC. I confine my remarks to
Title I of H.R. 14138. I have views on the subject matter of Title II but this is
not the proper forum in which to express them, given my official connection to
the PBGC.
I support the basic thrust of the Public Employee Retirement Income Security

Act of 1978. State and local government public employee retirement systems con-
stitute an important component of the nation's old-age economic security mecha-
nism. According to best estimates, they cover about 11 million active and termi-
nated vested participants, pay annual benefits of $9.8 billion to 2.3 million re-
tired employees and other beneficiaries, receive annual contributions from em-
ploying agencies and employees of approximately $17.6 billion, and hold roughly
$123.5 billion in assets for future benefit obligations. The true dimensions of the
public pension universe are not known because at present there is no systematic
procedure for gathering information about these plans; there is no requirement
that relevant operating data be reported to a central agency on a regular basis
and in reasonably uniform format. It is especially significant that reliable data
cannot presently be gathered on the funded status of the nearly 7,000 plans in
this sector. In other words, it is impossible under the present regulatory struc-
ture to determine the extent to which the accruing benefit obligations of the
plans are being offset by the setting aside of assets earmarked for these obliga-
tions. Perhaps more important, in most jurisdictions there is no statutory nor ad-
ministrative mandate that public pension plans be funded to any given level.
Thus, I would support H.R. 14138 as a first step toward dealing with the many

troublesome problems in the public pension sector. If enacted in its present form,
it would require that plan participants be informed as to the basic features of the
plan and their rights thereunder and the extent to which their benefits have
vested and have been funded. The plan administrator would be required to engage
on behalf of all plan participants an independent qualified public accountant to ex-
amine the financial records and statements of the plan and form an opinion as to
whether the financial condition of the plan is presented fairly and in conformity
with generally accepted priciples applied on a consistent basis. The plan adminis-
trator must also engage on behalf of the plan participants an enrolled actuary
who would be required to employ such actuarial assumptions and techniques as
would be necessary to fully and fairly disclose the actuarial position of the plan.
However, the emphasis is on financial and actuarial disclosure. Public sector
plans would not be required by /the legislation to pursue any particular funding
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goal or policy. Thus, the actuarial soundness of the plans would not be assured,
unless the sponsoring agency has the unquestioned fiscal capability to meet all
its future obligations.
The proposed legislation would subject state and local government plans to

essentially the same fiduciary standards as those imposed on private sector
plans by ERISA. While there is little evidence of outright dishonesty in the
management of public plan assets, the interests of the plan and its participants
have often been subordinated to broaden concerns of the sponsoring agency, such
as providing a market for its bonds and other financial instruments. It would
be salutary for public plan administrators and other fiduciaries to be under
statutory mandate to operate the plan solely in the interest of the participants
and their beneficiaries and for the exclusive purpose of providing benefits to
participants and their beneficiaries and defraying the administrative expenses
of the plan. Plan asset managers would undoubtedly prefer to have their invest-
ment performance measured against the ERISA prudent man standard (pro-
posed by H.R. 14138 for public sector plans) than against the classic common
law standard. The institutional asset managers are gaining experience with the
new fiduciary rules in the investment of private plan assets and could readily
operate within such rules in the management of public plan funds.
In a departure from the fiduciary provisions of ERISA, the bill makes it

clear that the government agency itself and not plan fiduciaries who are govern-
ment employees generally will be liable to the pension plan for losses caused by
imprudent fiduciary activities by such employees. While this is a source of fi-
nancial security to the plan, it may not promote proper fiducial conduct by the
employees, unless the employing agencies have legal recourse against the wrong
doers. A more disturbing (to me) provision of the bill would relieve governors,
mayors, state legislators, and other government official of any fiduciary respon-
sibilities in connection with the setting of benefit level and the establishing of
funding policies. In my opinion, some of the most irresponsible behavior in re-
spect of public employee pension plans has been displayed by public officials in
setting benefit and funding levels. I feel strongly that benefit expectations
should not be created without a proper fiscal response by the sponsoring agency
or agencies. There should be a fiduciary responsibility to see that a rational re-
lationship exists between benefits and fiscal capacity. I realize that this is a
sensitive area, and the nature and extent of the fiduciary responsibilities of
elected officials in establishing and liberalizing pension plans would have to be
carefully defined.
The bill proposes no participation, vesting, and funding standards, such as

those embodied in ERISA, and it makes little, if any, attempt to reach the many
abuses found in the design and administration of public employee pension plans.
Presumably, the sponsors of the legislation believed that to go further would
raise serious constitutional, political, and fiscal problems. Surprisingly, the pro-
posed legislation would bestow a "qualified" status, with all the tax conse-
quences associated with that status, to any public sector plan that meets the
rather modest requirements of H.R. 14138. Clarification of the ambiguous tax
status of public pension plans and their participants is a laudable objective but
in granting the tax advantages qualification the federal government would be
relinquishing the only inducement that it could offer public plans to comply with
nondiscrimination rules and reasonably sound funding policies.
The strength of this bill is in proposing a mechanism by which the essential

facts concerning the design and financing of public sector pension plans can be
gathered in an orderly and recurring fashion. This would be no mean accom-
plishment. After the facts are known and the problems are more sharply de-
fined, further remedial steps can be considered. The solution may lie in volun-
tary guidelines of the Advisory Council on Governmental Plans, as suggested by
Congressman John H. Dent in introducing H.R. 14138, or of other appropriate
bodies. If this approach turns out to be infeasible, compulsory standards of plan
design and funding, especially the latter, may have to be imposed by the federal
government or the various states. One possible approach that should be consid-
ered would be for the federal government to lay down certain statutory stand-
ards in vital areas that would apply to the extent—and only to the extent—
that the states have not legislated equally rigorous standards or standards that
are reasonably compatible with the federal standards.
I commend Congressmen Dent and Erlenborn and their legislative staffs for

having developed this proposed legislation.

Mr. WINKLEVOSS. Thank you.
My statement is a little technical. So I would prefer to read it, if

you don't mind.
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Mr. SIMON. OK.
Mr. WINKLEVOSS. My name is Howard E. Winklevoss. I am an as-sociate professor of actuarial science at the Wharton School and pres-ident of Winklevoss & Associates, Inc., an actuarial consulting firm.I am a member of the Pension Research Council, an Affiliate of the

American Academy of Actuaries and an enrolled actuary under
ERISA. I have conducted actuarial audits and related research on
approximately 25 public pension plans during the past several years
and have coauthored a book entitled "Public Pension Plans: Stand-
ards of Design, Funding and Reporting," which will be published by
Dow Jones/Irwin in January 1979.
I have reviewed the provisions of H.R. 14138 and find it difficult to

argue against the basic provisions of the bill. Disclosure to plan par-
ticipants, uniform reporting and fiduciary standards are fundamen-
tal to the equitable treatment of pension plan participants in both the
public and private sectors. There are two factors however that cause
me to be reluctant in supporting the passage of the PERISA bill.
The first is that most of the larger public plans substantially meet
the requirements imposed by H.R. 14138. For these plans, which
cover the vast majority of public employees, Federal legislation will
simply place an added layer of regulation, with its concomitant costs
at both the Federal and non-Federal level.
My second reservation is that much of the bill's thrust will be dam-

pened by the Federal bureaucracy created to carry out the provisions
of the law as has been evidenced by the passage ot ERISA. It is ques-
tionable whether the creation of the Employee Benefit Administra-
tion under PERISA will eliminate this criticism. I would prefer to
see the EBA created under separate legislation and to observe its ef-
fectiveness in administering ERISA before subjecting public pension
plans to Federal regulation.
I have had the distinct impression during the past few years that

Federal legislators have not sought to answer the question of whether
or not there should be Federal legislation of public pension plans but
rather have concentrated on what type of legislation to consider and
whether or not it would be constitutional. I have observed a phenom-
enon which has led me to conclude that the laudable objectives of
H.R. 14138 can be achieved without the passage of the bill. The phe-
nomenon has been the flurry of activity among public pension plans
to upgrade themselves to ERISA-type standards since the passage of
ERISA. In part, this has been caused by the greater awareness with
respect to pension plans and their potential problems and shortcom-
ings in the minds of taxpayers, plan participants, administrators

' 
and

non-Federal policymakers as a result of the passage of ERISA. Per-
haps the more significant factor however is the threat of Federal leg-
islation. For many public plans this has been a strong- motivator.
For example, the National Conference of State Legislators has been

working hard to improve public pension plans and has adopted a set
of pension planning principles that will undoubtedly have a significant
effect on such plans. Nearly all conference and associate meetings dur-
ing the past few years which involve individuals associated with pub-
lic pension plans have considered at length the need to upgrade these
plans to ERISA-type standards and such deliberations are indeed hav-
ing a positive impact. I feel confident that if the data collected by the
Pension Task Force on public pension plans were updated, the results
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would show a substantial improvement in those areas that were found
to be deficient and I feel that such improvements will continue.
I would like to offer for your consideration an alternative to a

PERISA bill. I propose that legislation be passed that establishes the
right and intention of the Federal Government to regulate public pen-
sion plans along the lines as described in H.R. 14138, but that such
regulation not be imposed if, within a reasonable period of time such
as 3 to 5 years, public pension plans have substantially complied with
each of the provisions through State laws. This proposal would avoid
the inevitable and unproductive clash between Federal and non-Fed-
eral policymakers, eliminate an added layer of Federal bureaucracy
in the administration of public pension plans, allow non-Federal
policymakers to add vesting, funding, and other standards to their
State laws as they deem appropriate and, most importantly, accomp-
lish the same ultimate goal of protecting the benefit rights of employees
of public pension plans.
The one drawback to this proposal is that full compliance may take

an additional year or so, a seemingly small price to pay for the benefits
described above. It should be noted that Public Law 15 or the McCar-
ran-Ferguson Act, which became law on March 9, 1945 accomplished
essentially this same end with respect to the regulation of the insurance
industry. In effect, Congress insisted that it was the right of the Fed-
eral Government to regulate the insurance industry but stated in the
act that the Federal Government would not regulate insurance as long
as the States did an adequate job of such regulation. This has proved a
workable solution to avoiding Federal regulation and some of the often
stated disadvantages of State insurance regulation, such as one in-
surance company doing business in more than one State, do not apply
to the area of public pension plans.
I recognize that the above recommendation will not rest well with

legislators and staff members who have worked hard to formulate
PERISA legislation over the past 4 years, as evidenced by the massive
study produced by the Pension Task Force. But I would hope that this
effort in and of itself would not cause you to continue to pursue Fed-
eral legislation of public pension plans, especially if there is a viable
alternative.
The data presented in the "Pension Task Force Report on Public

Employee Retirement Systems," as well as the experience I have had
with such plans, suggests that the vast majority of public employees
are in plans that meet the minimum participation requirements of
ERISA. Thus, legislation would not appear to be valuable along this
dimension of plan design.
With respect to vesting, employees of large public pension plans

are generally afforded vesting provisions equal to or more liberal than
the minimum requirements under ERISA. Smaller plans are frequent-
ly more restrictive. Even for plans with vesting more restrictive than
ERISA minimum requirements, however, the problem is not nearly
as critical as it was for private pension plans. The reason for this lies
in the fact that private pension plans are predominantly noncontribu-
tory while public plans are predominantly contributory. When a public
employee terminates employment, his contributions are not likely to
be significantly lower than the value of the benefits that would have
been vested under ERISA minimum standards. This is illustrated in
chart 1, where the value of accrued benefits beyond 5 years of plan
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participation are compared to the value of accumulated employee con-
tributions. In this example the benefit formula is one providing 2 per-
cent of final 5-year average salary per year of service, employee con-
tributions are assumed to be 51/2 percent of salary, and the interest
credited on such contributions is 5 percent. Under these assumptions,
the accumuluated value of employee contributions exceeds the value
of accrued benefits during the first 13 years of participation. Thus,
even if full vesting were deferred until 15 years of service, the value
of benefits lost to the participant terminating after 13 years and prior
to 15 years of service would be minor. In fact, in situations like this,
more rapid vesting may work a disservice on employees who are not
aware that electing a deferred vested benefit is not in their economic
best interest.
The major problem in this respect for public pension plans, how-

ever, is the fact that a large number of vested employees request a
refund of their contributions at ages where the employer-provided
portion of the vested benefit forfeited is substantial, without knowing
the full consequences of taking such a refund. Legislators at either the
Federal or State level, however, must weigh the advantages of im-
posing an ERISA-type standard on public pension plans, which would
preserve the employer-provided portion of the vested accrued benefits,
against the added costs associated with such a provision. Nevertheless,
at the very least, public plans should provide a participant with the
types of information required under the PERISA bill and in addition
with information on the lump-sum value of the benefits that would be
forfeited if a refund of contributions were taken. The latter is not
contained in the PERISA bill, and I would support such a disclosure
requirement regardless of whether regulation is implemented at the
Federal or State level.

Percent of
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Employee Contributions = 51/2% of salary

Interest Credit on Accumulated Contributions = 5%

Value of Vested Accrued Benefit

Accumulated Contributions

43

AGE

5s



202

Mr. WINKLEVOSS. The PERISA bill does not address the subject of
minimum funding requirements. Judging from the minimum funding
requirements set forth in ERISA, I believe this is a valuable omission..
Our research has demonstrated that ERISA minimum funding re-
quirements would be inappropriate for public pension plans. For ex-
ample, one of the principal funding objectives that a public pension
plan should attempt to meet is a level-percentage-of-payroll cost pat-
tern, a pattern which treats successive generations of taxpayers equal-
ly. This type of cost pattern is virtually impossible under ERISA-type
minimum funding standards. By the same token, there is little need
to accumulate assets in excess of the value of benefits earned under the
plan, unless the plan sponsor desires an accumulation of redundant
assets. Nevertheless, the use of one of the most popular funding meth-
ods, the entry age normal method, coupled with ERISA minimum
funding standards, will indeed accumulate assets in excess of this logi-
cal funding limit.
By way of illustration, chart 2 shows the cost pattern forecasted

over a 50-year period for the U.S. civil service retirement system if
ERISA minimum funding standards were imposed, and best-estimate
actuarial assumptions were used. There are two obvious flaws in the
minimum funding standards that are evidenced by this chart: One,
the cost pattern is steeply decreasing as a percentage of payroll and
two, plan assets accumulate to a value in excess of the plan continua-
tion liability that is, the value of benefits earned under the plan as
measured on a plan continuation basis. It should be noted that the
funding method used in this example is the entry age normal method,
one of the most popular funding methods used for both private and
public pension plans.
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CHART 2

ENTRY AGE NORMAL FUNDING METHOD WITH
ERISA MINIMUM FUNDING STANDARDS
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Mr. WINKLEVOSS. One of the devastating characteristics of ERISA
minimum funding requirements is the specification in the law that only
certain funding methods could be used. In effect, ERISA froze the
state of the art with respect to pension funding for private pension
plans, a problem compounded by the fact that the actuarial profes-
sion had not advanced the state of the art sufficiently by the time the
law was passed. Thus, actuaries in academia and in private practice
are no longer motivated to explore and conduct research on alternative
funding methods because the law is overly specific on the methods that
can be used. Thus, I would hope that the enactment of funding stand-
ai ds for public plans at either the Federal level or State level would
be firm with respect to principles but open-ended with respect to the
implementation of such principles.
Chart 3 illustrates a funding method introduced into the actuarial

literature a few years ago, but which cannot be applied to private
pension plans because of ERISA. The chart shows once again the
cost pattern and funded pattern of the U.S. civil service retirement
system under this so-called forecast funding method. In this case,
costs are a level percentage of payroll prior to and after the full fund-
ing period, and assets accumulate up to, but not in excess of, the plan
continuation liability. It is unlikely that this method, or other methods
that might be developed, would be permitted under regulations, even
though they represent actuarially acceptable methods of funding,
simply because it is impossible to accumulate experience under the
methods in order to support their use. In my view, ERISA should
not have legislated nor should a PERISA legislate at either the
Federal or State level specific funding methods. Rather, the enrolled
actuary should be charged with the responsibility of certifying that
the method in use is, in his opinion, an actuarially sound method of
financing the pension commitment over a 40- or 30-year time period.
In this case, the definition of actuarial soundness would have to be
no more specific than the requirement that the plan's assets, under the
funding method selected, will systematically accumulate to the value
of benefits earned under the plan over the law's mandated funding
interval. I recognize that the actuarial profession did not demonstrate
a leadership role in the funding of pension plans at the time the law
was passed. However, I do not believe the Congress should have
reduced the profession to the level of mere technicians, nor should
such a result occur with respect to the public pension plan sector.
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Mr. WINKLEVOSS. One of the problems that plagues both private
and public pension plans is the lack of standardized methodology for
reporting the financial status of the plan. The error in the ERISA
reporting requirements is that the liability value calculated under the
funding method in use with the plan is also used to report its funded
status. I applaud the PERISA bill for making a distinction between
the liability of the funding method and the liability of benefits deemed
to be earned under the plan, a measure that is independent of the
manner in which the plan is funded. In other words, the financial
reporting on any pension plan, public or private, should be based on
the value of benefits deemed to have been earned under the plan.
Although some funding methods coincidentally produce this liability
value, the most popular funding methods produce liability values that
exceed this benchmark. Hence, they do not provide for meaningful
financial disclosure.
Although the PERISA bill requires a benefit-based liability value,

I believe there is a conceptual flaw in the liability requested. In effect,
the bill would require that the projected retirement benefit for each
active participant be prorated by service in order to determine the
benefit deemed to have been earned to date by the active employee.
This overstates the benefit earned in an inflationary environment, and
I believe that prorating the benefit by the ratio of the salary paid
to date to the total projected salary would produce a benefit accrual
more consistent with economic theory. The logic behind this approach
is that, since an individual's salary is the best objective measure of
his worth to the organization, his projected benefit should likewise
be correlated with this measure of worth. The PERISA bill would
impute a larger benefit to the participant and hence develdp a larger
liability measure than would the salary prorated methodology.
The PERISA bill is vague regarding the procedure for incorporat-

ing ancillary benefits, such as vested terminated benefits, disability
benefits, death benefits, and early retirement benefits, into the liability
value required. This may in fact be the best way to draft the legisla-
tion; however, I would hope that the actuarial profession would de-
velop a concensus on how to deal with these benefits as opposed to re-
lying on regulations to specify the procedure. There are two basic
approaches for dealing with these benefits, both of which are detailed
in my book "Pension Mathematics: With Numerical Illustrations";
and I have no strong preference for either approach.
The PERISA bill also recognizes that, while implicit best-estimate

assumptions may be acceptable for funding purposes, the same set of
assumptions may not produce appropriate values for financial report-
ing purposes. I agree with the requirement of using explicit best-esti-
mate assumptions for determining the financial reporting liability.
Table 1 illustrates some of the problems that exist in the financial

reporting on the funded status of public pension plans. Column 1
of this table shows the unfunded liability that is currently reported
on 20 public pension plans that were studied during the past 2 years.
Column 2 shows this same liability value but calculates it using a
standard set of actuarial assumptions. The third column shows the
unfunded liability calculated on standard actuarial assumptions and
based on the salary prorated benefit liability. A review of these num-
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hers serves to illustrate the importance of actuarial assumptions and
methodology in the financial reporting of pension plans. The last
column of table 1 expresses the assets of the plan as a percentage of the
benefit-related liability. This measure illustrates that the plans with
the largest unfunded liability are not necessarily the plans with the
lowest funded ratio.

TABLE 1.—EFFECTS OF ALTERNATIVE ASSUMPTIONS AND METHODOLOGIES ON UNFUNDED LIABILITIES OF 20
PUBLIC PENSION PLANS

[Dollar amounts in millions]

Unfunded liability based on Unfunded liability based on
Reported best-estimate assumptions best-estimate assumptions
unfunded and current methodology and plan continuation

liability liability Ratio of plan
based on   assets to plan
current Col. 1 as Col. 1 as continuation

assumptions percent of percent of liability
Plan and methodology Amount col. 2 Amount col. 4 (percent)

(1) (2) (3) (4) (5) (6)

1 $111,247 $190,150 59 $157,311 71 18
2 127 138 92 88 144 40
3_ 122 698 17 284 43 66
4  576 747 77 372 155 76
5 317 594 53 438 72 23
6 163 116 140 62 262 79
7  167 179 93 119 140 41
8  334 1,670 20 903 37 52
9  987 1,252 79 553 179 76
10 864 712 121 555 156 47
11 0 743 0 632 0 0
12 18 19 95 10 184 53
13. 15 48 32 22 70 68
14 103 433 24 178 58 80
15 31 51 60 10 316 90
16 106 152 70 121 88 26
17 210 341 62 250 84 26
18 106 94 113 85 125 0
19 87 77 113 71 122 0
20 0 1,162 0 818 0 0

Average 66  115 43

Mr. WINKLEVOSS. The PERISA bill introduces three new terms:
One, annual actuarial value; two, supplemental actuarial value; and
three, unfunded supplemental actuarial value. These represent a sub-
set of terminology recently developed, but not widely accepted, by a
group of individuals representing various professions. These terms
lack intrinsic meaning and are not likely to contribute to ending the
confusion about actuarial terminology. I believe the more conven-
tional terms—one, normal cost; two, actuarial liability; and three,
unfunded actuarial liability, respectively—would be more appropri-
ate.
Thank you very much.
Mr. SIMON. Thank you very much for your testimony. You offer

one very intriguing suggestion. It is intriguing to me. That is where
you suggest that the Federal Government simply establish criteria,
and if the States meet that within a certain period of time, say, 3 to
5 years, then there would not be any Federal intervention in those
States.
Have you discussed this idea with others? Does this have some gen-

eral appeal, do you think?
Mr. WINKLEVOSS. It just occurred to me as I was writing this over

the weekend. I did have an opportunity to discuss it with my col-
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league, Dr. McGill. He mentioned the same point in the statement.
But I have not heard 
Mr. SIMON. It is a brand new idea. You haven't discussed it with too

many people then.
I feel like tossing a question to my colleague from Illinois.
Mr. ERLENBORN. Go ahead.
Mr. SIMON. What is your reaction to the suggestion?
Mr. ERLENBORN. It is an intriguing idea. It has, I will say very

frankly, bothered me considerably, the necessity of Federal legisla-
tion in an area that is basically under the jurisdiction of State and
local government. As a constitutional conservative I am rather slow
to move into an area like this. I have been persuaded that there has
been a real lack of attention however to public pension plan problems
at the State and local level. I felt that Federal intrusion was war-
ranted because of that.
If it is possible to accomplish the result without direct Federal in-

trusion, I think that would be the best of both worlds.
Mr. SIMON. And you would have the States report to what agency?
Mr. WINKLEVOSS. If the EBA were set up, that would be the agency

they would report to. I might add that one of the things I didn't put
in my statement is that .a lot of States, which have consolidated pen-
sion systems and where there may be only several major systems op-
erating, do not have too many problems. They could easily upgrade
themselves, and the reporting requirements wouldn't be onerous, I
don't believe.
The real problem rests with little small plans, Pennsylvania being

perhaps the worst case. I would strongly favor some sort of an incen-
tive, so to speak, that would consolidate small plans into the larger
plans. It would eliminate a lot of duplication of investment work and
reporting work. It would be more efficient with respect to the adminis-
tration of the system. I haven't come across any creative ideas on how
you would effectuate that, but I believe in consolidation of smaller
plans into larger plans.
The Federal requirement I am suggesting is that we will regulate if

you don't demonstrate to us through your State laws that you have in
fact regulated at least at these levels, and further. I think that would
solve most all of the problems.
Mr. SIMON. I don't argue with your theory about consolidation. I

don't know that the Federal Government needs to get into that. But
by requiring meeting certain standards in effect many States would
have forced into consideration that very thing.
Mr. WINKLEVOSS. Exactly. If Pennsylvania had to demonstrate to

you folks that the plans in their State are substantially complying with
this and other standards, I think one of the prime agenda items should
be the consolidation of those plans.
Mr. SIMON. Mr. Erlenborn.
Mr. ERLENBORN. I want to thank you very much for your testimony.

I think in particular the latter part of it will be grist for the mill of
our professional actuary on the staff here. Most of us are not going to
understand it all that well. We will wait for his comments on that
when we get back to Washington.
You made one observation about the public plans and their gener-

ally meeting certain standards, participation, vesting and so forth and
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commented about the general provision of public plans for return of
contribution when terminating if not vested.
Let me ask you if you have much experience with the fire and police

pension plans. They seem to vary quite generally from the norm.
Mr. WINKLEVOSS. I have not had experience generally. I have stud-

ied three or four police and fire pension plans. This is one problem I
would like to mention. When you talk about public pension plans it is
very difficult to generalize. We are all guilty of the same thing. It is
very difficult to generalize because there are the large plans which are
an entity into themselves and there are the police and fire plans, which
are another completely different world. Then, there are the small plans,
which are also completely different.
One of the things that I think—and I want to commend the Pension

Task Force for the really wonderful work on the report that they pro-
duced—is that it may be too good. There may be too much information
in there. I would like to see or suggest that maybe some of those tables
be condensed and some of the big plans be segregated out. They are
segregated, but the definition of large plans is 1,000 or more people. I
would define a large plan to be maybe 5,000 or 10,000 or more. Maybe
take another look at that because, when you look at one result with re-
spect to the number of plans and then the same answer with respect
then to the number of participants, it is exactly opposite in every case
almost. So I think a lot of the problems are with the small plans.
Mr. ERLENBORN. I can't talk in generalities either. But it is not at all

uncommon for fire and police plans to have, say, 20 years as a vesting
standard, maybe even a contributory plan and no refund of contribu-
tions if one terminates before vesting.
Mr. WINKLEVOSS. I was shocked to learn that from the Pension Task

Force study.
Mr. ERLENBORN. The strange thing is you don't seem to hear too

many complaints from firemen, policemen, that are participating in
plans like that. It seems to me they are being treated altogether differ-
ently from most public employees who have portability provisions,
able to move from one public employment to another or have the re-
fund provisions, which is quite common outside of the fire and police
plans.
Mr. WINKLEVOSS. It is possible that perhaps their leaders find it em-

barrassing to quibble about some of these provisions when the plans
themselves are often very generous with respect to benefits and retire-
ment age.
Mr. ERLENBORN. You can get into that whole question of disability

retirement and the experience of Washington, D.C., where one year
98 percent of the policemen and firemen retired with disability,
consistently around 80 percent. That is another area, not the subject of
these hearings but another whole area of abuse of pension plans at the
State and local level.
Again, thank you very much. It is good to see you again. Maybe some

of the people are not aware that you really have kind of been on the
ground floor of the Pension Task Force efforts in our Education and
Labor Committee efforts on ERISA, having conducted the study on
the cost of vesting.
Mr. WINKLEVOSS. Yes, I did quite a bit of research on the cost of

vesting. I wish now I had done more or had been asked to or even on
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my own volition done more on the funding requirements because I do
see in retrospect some problems there.
I would also like to mention if I may, I know it is a convenient ex-

cuse to postpone legislation by saying that there should be studies done
and that sort of thing. I don't mean to fall into that rut. But I was a
little dismayed to find that there were a few small projects like the one
I engaged on prior to ERISA and then subsequent to that bill's pass-
age maybe two years after it, I believe the Department of Labor let
some $3 million worth of research contracts to see if what was done
was correct.
I would hope that that scenario would be reversed and that in the

public pension plan sector that the Congress feels very comfortable
with the facts prior to legislation. If some of the studies that are being
done in the private sector would be done prior to the law in the public
sector, I think it might be a better way to consider the legislation.
Mr. ERLENBORN. I appreciate that comment. I think you would agree

it is probably wise in this area if we not even consider at this time par-
ticipation, vesting, funding, some of the more critical issues. Report-
ing, disclosure and fiduciary standards are areas we are addressing in
the proposed legislation. I think they have been pretty well docu-
mented as to the need. We will in my opinion make no effort to move in
to the other areas until there are studies. Thank you very much.
The next witness is Dr. Elsie Watters, director of research, Tax

Foundation, Inc.

STATEMENT OF ELSIE M. WATTERS, DIRECTOR OF
RESEARCH, TAX FOUNDATION, INC.

MS. WA I I ERS. Congressman, I would like to read my statement. I am
Elsie Watters, director of research of the Tax Foundation. The Tax
Foundation is a publicly supported, nonprofit organization founded
in 1937 to engage in nonpartisan research and public education on the
fiscal and management aspects of government. Our objective is per-
haps best characterized by our motto: "Toward Better Government
Through Citizen Understanding."
We appreciate your invitation to appear here today and to give our

reactions to the proposals in H.R. 14138.
Over the years our research has included studies of State and local

employee pension systems. The most recent of these was completed in
1976. My comments today stem largely from information which was
brought to light in the course of that study.
The most serious problem facing State and local employee pension

systems, we believe, derives from the fact that many of these jurisdic-
tions have promised and continue to promise future pension benefits
far beyond the amount of resources they are willing or able to set
aside to meet them. There is discouraging evidence that many of the
systems are out of control, on a runaway course which could in the
years ahead force choices between bankruptcy and unrealistic increases
in tax burdens.
While H.R. 14138 does not address the funding problem directly—

and we feel strongly that it should not—it does do so indirectly by the
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requirement that participating employees and the taxpaying public
have financial information about the pension systems.

Clearly we have come a long way from the view of pensions
expressed as recently as 1957 when one court ruled that pensions are
"in the nature of a bounty springing from the appreciation and
graciousness of the sovereign." Pensions are now seen as a fundamental
part of any employment package. If States and localities are to obtain
high-caliber employees, their pension plans must be combined efficient-
ly into the total package of benefits, and that package must be com-
petitive with compensation offered elsewhere.
Since retirement benefits are an integral part of the compensation

package, every employee has a right to know the details of his benefits
when he accepts a job and also when changes are made in the plan.
He should also have the right of assurance that funds set aside on his
behalf—by himself and his employer—are properly managed so as
not to jeopardize his right to receive the full benefits he has been
promised upon retirement.
At the same time the rights of taxpayers should be recognized.

Currently State and local taxes provide about $15 billion annually
to State and local employee retirement systems. This represents almost
half of the entire revenues of the systems. By and large the taxpaying
public in most jurisdictions is quite poorly informed as to the financ-
ing of the pension systems. They are unlikely to know whether current
financing arrangements are adequate to insure that employees will
receive the benefits to which they are entitled or whether, by allowing
pension system liabilities to rise by more than the resources to meet
them, the jurisdiction is incurring hidden debt which will be passed
on to future generations of taxpayers.
The Tax Foundation has found that State and local officials who

determine the provisions of employee pension systems often lack suf-
ficient knowledge of the inner workings of the system to enact sound.
legislation. Each year hundreds of pension bills flood the State leg-
islatures. Where many such proposals must be considered, governing
bodies often do not have enough knowledge of the potential implica-
tions of the measures to make wise decisions. In a survey of over two
dozen States we found that the major threat to the financial solvency
of most systems was held to be not in the commitments already made
to future retirees but in the endless stream of employee proposals to
gain still higher benefits.
We at the Tax Foundation believe that the requirements for open-

ness in reporting and disclosure provisions of public employee pension
systems as contained in H.R. 14138 would open the door to greater
awareness by employees, taxpayers, and legislators of potential prob-
lems in these systems. Such awareness can do a great deal to avoid
problems resulting from inadequate current funding of future pension
benefits.
The proposed reporting system would make the. current sources and

amounts of financing a matter of public record. As H.R. 14138 recog-
nizes, however, the adequacy of funding is not a matter that either
employees or the public generally can determine by off-hand judgments
based on current financial statements. There is need for experienced
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actuaries to render such judgments. And because there are invariably
elements of human judgment in actuarial evaluations even under the
most objective standards, there should be public knowledge of the
key assumptions used in arriving at the actuarial results, including
future interest rates, employment growth, average future earnings,
prospective inflation, and longevity rates.
In the field of fiduciary responsibilities, many examples of specific

abuses have been reported. In some cases there has been substantial
diversion of pension funds to purposes outside the scope of the inter-
est of the system's members. Pension contributors in at least a few
instances have been used as general operating revenues. Elected officials
have at times sought to gain personal or political advantages, even at
the expense of the employee pension funds with which they are en-
trusted. Questionable loans and investments have been made.
In particular there should be careful public scrutiny of purchases

by public pension funds of securities issued by their own States and
local governments. This seems to be a major area of possible conflict
of interest. For one thing, tax-exempt bond yields are generally lower
than those of corporate issues of comparable quality and there should
be no reason for public pension funds to choose them for investment.
In some instances such transactions seem to be an attempt at "coverup"
for a jurisdiction's near bankrupt status on operating accounts. More-
over, the bargaining position of employees and beneficiaries vis-a-vis
Government employers could be measurably altered, to the detriment
of the taxpaying public and the services /they would ordinarily have

the right to receive in return for their tax dollars. While any speci-

fied limit on the amounts pension funds can invest in securities of their
own employing units may be a somewhat arbitrary figure, such as the
10 percent included in H.R. 14138, clearly some limitation seems pru-
dent. I have no basis for questioning the 10-percent limit.
We note that this measure would establish an advisory council on

governmental plans which among other things would establish
guidelines for such provisions as vesting and funding. Any attempt
on the part of the Federal Government at this time to mandate
standards of this nature would seem to us most inappropriate. While
many of the larger State and local systems would be little affected,
if at all, the effects could be catastrophic for some units. Moreover,
the Federal Government scarcely seems in a position to mandate fund-
ing standards for State and local systems, in view of the deficiencies
in many of its own retirement systems.
We believe that the States and localities on their own are making

substantial progress in the area of pension funding and management.

Well over half the members are enrolled in large State general sys-
tems, often covering hundreds of local contracting groups. These
large systems, which are growing far more rapidly than others, gen-
erally appear to have responsible funding arrangements. This trend-
toward consolidation of numerous small systems, each loosely con-
trolled, tends to mitigate many problems, such as the kind of leap-
frogging actions involved when a great many small plans constantly
compete to obtain more favorable benefits. There are also advantages
from the standpoint of administration of the systems, managing assets
and other areas.
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Further, governments in the aggregate are clearly putting forth
greater efforts to meet growing pension costs. In recent years annual
Government contributions to the funds have risen at the rate of 17
percent annually as compared to an increase of about 10 percent in
expenditures for other purposes. In some cases, court actions have
been responsible for these funding improvements but most have been
voluntary. These and other moves to exert controls over future costs
show a growing awareness of the need for proper funding of pension
costs on the part of State and local authorities.
Many State and local jurisdictions will not welcome the additional

regulations and controls, paperwork burdens et cetera imposed upon
them by this measure. This is especially true when State and local
officials, as well as those in the private sector, already feel that regula-
tory burdens are too costly and in some cases unnecessary. We would
therefore urge that strong effort be made to keep the additional
reporting and accounting requirements as simple as possible, con-
sistent with the goals of the legislation. New requirements on reporting
for many of the smaller jurisdictions in particular could have serious
consequences in adding costs to pension systems which are already in
poor financial condition. It might be desirable to temper the rules for
some of these systems by outright exemption from the law or provision
for a grace period of some years during which they would have the
opportunity to merge with a larger system.

Finally, in criticism of this measure, I am tempted to raise a ques-
tion as to whether the Federal Government should attempt at this
time to enter the field of State and local retirement systems when it has
apparently performed rather poorly in administering the law as. ap-
proved in 1974 for private systems. However, in view of recent legisla-
tion extending some controls to the Federal systems, there is prob-
ably no compelling reason for excluding the remaining public systems.
Moreover, we believe that the previous administrative problems would
be mitigated, under provisions of H.R. 14138, 'by the establishment of a
single agency to enforce the law for all public and private systems.
This would remove the dual and conflicting jurisdiction of the Treas-
ury and the Department of Labor.
Thank you.
Mr. SimoN. Thank you very much, Dr. Watters. I believe you were

present 'and heard Dr. Winklevoss' suggestion.
MS. WATTERS. I did.
Mr. SrmoN. What was your reaction to that?
Ms. WATl'ERS. You mean 
Mr. SIMON. His suggestion on establishing certain criteria that the

States would have 3 to 5 years 
Ms. WATIERS. Something of that sort was running through my mind.

I didn't have a particular proposal. But I think that would certainly
be reasonable. I think you have said and others have said many of the
systems won't be affected seriously by these requirements. But some of
them would be. And I think a grace period or warning, something of
that sort, would certainly be effective.
Mr. SimoN. Your testimony quotes a figure I had not seen before,

this figure of 17 percent growth in contributions.
Ms. WATTERs. Yes. The governments are picking up the bills.
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Mr. SIMON. Yes.
Mr. Erlenborn ?
Mr. ERLENBORN. Thank you, Mr. Chairman.
Dr. Watters, let me thank you for your testimony. It is quite sup-

portive of our efforts.
Ms. WAITERS. Thank you.
Mr. ERLENBORN. You point out some defects in the present ERISA

legislation. I couldn't agree with you more wholeheartedly. I partic-
ularly welcome your support of the concept of creating an Employee
Benefits Administration, a consolidated administration of the present
ERISA law and the proposed PERISA.
So just generally I want to say thank you very much. Your testi-

mony is excellent because I agree with every word of it.
Ms. WAITERS. Thank you very much.
Mr. ERLENBORN. Thank you.
Mr. SIMON. Next, Mr. Jack Hawkonsen, first vice president, Inter-

national Conference of Police Associations.
Thank you for being here. We welcome your testimony.
[The prepared statement of Mr. Hawkonsen follows d

STATEMENT OF JACK R. HAWKONSEN, 1ST VICE PRESIDENT, INTERNATIONAL
CONFERENCE OF POLICE ASSOCIATIONS

Mr. Chairman, and members of the Subcommittee, I am Jack Hawkonsen,
1st Vice President of the International Conference of Police Associations, and
President of the Confederation of Police in Chicago. The International Confer-
ence represents over 200,000 police officers throughout the United States.
We wish to thank you for this opportunity to testify on H.R. 14138—Public

Employee Retirement Income Security Act of 1978. We realize that this bill
was introduced in order to obtain input from associations such as ours so that
the material received can be evaluated by the Congress in its study of the entire
public pension system.
We are in support of the guidelines proposed, and agree that there should

be reporting procedures adopted, preferably to the pariicipating members so
that they are aware of the benefits available and the financial posture of their
fund. In many cases, members are unaware of the availability of benefits, and
while we can assume part of the responsibility as union representatives to make
this information available, it is also the responsibility of the state or city agency
to provide this service.
Because of legislative actions, many changes take place each year, and this

reporting function becomes a necessary part of the responsibility to the partic-
ipating members. We would also advocate the actuarial funding of existing
pension plans so that the members can be assured of the availability of funds
to meet the liabilities of the program.
There are approximately 450,000 police officers throughout the United States,

most of whom are members of some form of public employee retirement system.
The benefit of each of these systems vary tremendously, and in most cases, the
amount of contribution on the part of the participating employee is different.
We in the I.C.P.A., have advocated separate retirement systems for police

and firemen because of the different elements involved in our jobs, which make
it impossible to lump us into one all-encompassing public employee pension
system. The dangers of our employment, the constant changing of our tours of
duty, complexities of our relationship, not only with our employers who act as
disciplinarians, but to the public at large, and the obvious necessity to provide
our families with some compensating benefits such as can only be achieved
by better and more liberal pensions make it impossible to establish an equitable
system as part of the general public employee system.
We would strongly oppose any legislation which would attempt to consolidate

us into a general structure and, in all probability, lessen the benefit many of
our members currently enjoy. We feel that many of these benefits were obtained
at the bargaining table during negotiations and were the result of trade-offs



215

9

•

because of the lack of funds for other economic demands. To give up any of these
current benefits would be a destruction of our whole collective bargaining
structure (limited as it is already for police and firemen).
One area we are interested in is the availability of early vesting in those

funds where it is not a reality today. There are some cases of 15-year vesting,
such as in New York, but these are rare and we would be inclined to look with
favor on any provision that would establish a 10-year vesting. Because of the
dangerous nature of our work, many officers feel that they are not capable, or
desirous of staying in police service, but because of the lack of vesting are
reluctant to leave. They feel that after serving 10 or more years, they are sacrific-
ing too much of their careers just to walk away without any tangible reward
for those years. I am sure that a vesting program could be worked out that
would be able to accommodate the differences in retirement age currently in
practice in existing plans.
In the area of portability, we believe that it could become a benefit provided

that it did not also involve itself with lateral entry. As you may be aware, the
I.C.P.A., which represents the rank and file police officer, has strong reservations
about lateral entry. We feel that police administrators could effectively use
lateral entry as a means of destroying the incentive for advancement in many
of our smaller departments, when such advancement does not occur as frequently
as it does in larger departments. We would be interested in studying portability
at the entrance level and in hardship and medical cases, but would have to
oppose its application in conjunction with lateral entry.
We cannot agree with any plan that would tie Social Security benefits into

pension benefits. In police systems, the pension benefit has either been negotiated
or legislated as an employee benefit and should not be reduced or limited upon
the attainment of coverage under Social Security. In many cities, officials have
attempted to use the cost of Social Security as a wedge to reduce pension benefits,
and as I stated before, this would be the complete destruction of collective
bargaining as it now exists.
We will continue to work with this committee in an effort to provide the

necessary safeguards to protect our pension fund, but will also continue to
reserve the right to oppose any proposal that would reduce current benefits.
Thank you.

STATEMENT OF JACK R. HAWKONSEN, FIRST VICE PRESIDENT,
INTERNATIONAL CONFERENCE OF POLICE ASSOCIATIONS

Mr. HAWKONSEN. Mr. Chairman, and members of the subcommit-
tee, I am Jack Hawkonsen, first vice president of the International
Conference of Police Associations and president of the Confederation
of Police in Chicago. The international conference represents over
200,000 police officers throughout the United States.
We wish to thank you for this opportunity to testify on H.R. 14138,

Public Employee Retirement Income Security Act of 1978. We realize
that this bill was introduced in order to obtain input from associations
such as ours so that the material received can be evaluated by the
Congress in its study of the entire public pension system.
We are in support of the guidelines proposed and agree that there

should be reporting procedures adopted, preferably to the participat-
ing members so that they are aware of the benefits available and the
financial posture of their fund. In many cases, members are unaware
of the availability of benefits, and while we can assume part of the
responsibility as union representatives to make this information avail-
able, it is also the responsibility of the State or city agency to provide
this service.
Because of legislative actions, many changes take place each year,

and this reporting function becomes a necessary part of the respon-
sibility to the participating members. We would also advocate the
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actuarial funding of existing pension plans so that the members can
be assured of the availability of funds to meet the liabilities of the
program.
There are approximately 450,000 police officers throughout the

United States, most of whom are members of some form of public
employee retirement system. The benefits of each of these systems vary
tremendously, and in most cases, the amount of contribution on the
part of the participating employee is different.
We, in the ICPA, have advocated separate retirement systems for

police and firemen because of the different elements involved in our
jobs, which make it impossible to lump us all into one all-encompassing
public employees pension system. The dangers of our employment,
the constant changing of our tours of duty, complexities of our rela-
tionship, not only with our employers who act as disciplinarians, but
to the public at large, and the obvious necessity to provide our families
with some compensating benefits such as can only be achieved by bet-
ter and more liberal pensions make it impossible to establish an
equitable system as part of the general public employee system.
We would strongly oppose any legislation which would attempt

to consolidate us into a general structure and, in all probability, lessen
the benefit many of our members currently enjoy. We feel that many of
these benefits were obtained at the bargaining table during negotiations
and were the result of tradeoffs because of the lack of funds for other
economic demands. To give up any of these current benefits would be
a destruction of our whole collective bargaining structure, limited as
it is already for police and firemen.
One area we are interested in is the availability of early vesting in

those funds where it is not a reality today. There are some cases of
15-year vesting, such as in New York, but these are rare and we would
be inclined to look with favor on any provision that would establish
a 10-year vesting. Because of the dangerous nature of our work, many
officers feel that they are not capable, or desirous of staying in police
service but because of the lack of vesting are reluctant to leave. They
feel that after serving 10 or more years, they are sacrificing too
much of their careers just to walk away without any tangible reward
for those years. I am sure that a vesting program could be worked out
that would be able to accommodate the differences in retirement age
currently in practice in existing plans.
In the area of portability, we believe that it could become a benefit

provided that it did not also involve itself with lateral entry. As you
may be aware, the ICPA, which represents the rank and file police
officer, has strong reservations about lateral entry. We feel that police
administrators could effectively use lateral entry as a means of destroy-
ing the incentive for advancement in many of our smaller departments,
when such advancement does not occur as frequently as it does in
larger departments. We would be interested in studying portability at
the entrance level and in hardship and medical cases, but would have
to oppose its application in conjunction with lateral entry.
We cannot agree with any plan that would tie social security bene-

fits into pension benefits. In police systems, the pension benefit has
either been negotiated or legislated as an employee benefit and should
not be reduced or limited upon the attainment of coverage under social
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security. In many cities, officials have attempted to use the cost of so-
cial security as a wedge to reduce pension benefits, and as I stated be-
fore, this would be the complete destruction of collective bargaining
as it now exists.
We will continue to work with this committee in an effort to provide

the necessary safeguards to protect our pension fund, but will also
continue to reserve the right to oppose any proposal that would reduce
current benefits.
Thank you.
Mr. SimoN. Thank you.
If I may digress just slightly from the subject at hand, you men-

tioned social security benefits. lhis is going to be an issue that will be
coming up again. What would your reaction be to social security pro-
grams that would not in any way diminish your present benefits but
would add social security benefits on top of whatever other benefits you
have?

Obviously if for example you had a police system where you retire
at 55, that would not apply. But your fear is a social security system
that supplants or diminishes your police pension system. I can under-
stand that. What about as an addition?
Mr. HAWKONSEN. As a supplemental program I have no opposition.

But relative to mandatory inclusion of all public employees including
police and fire we would stay in our current position of opposition.
Mr. SimoN. Mr. Erlenborn.
Mr. ERLENBORN. Thank you, Mr. Chairman.
Let me observe that one of the complaints I get continually from my

police, particularly police, constituents is that in some jurisdiction
here in DePage County they are covered by social security and they
point out—I forget what the figures are—something like 6 or? per-
cent of their salary is now deducted for their pension. It will be going
up to 7 percent, isn't it-6.15 for social security? They complain bit-
terly about having before taxes the first 13 or more percent of their
salary taken for the combination of social security and police pension.
They have asked me to introduce legislation to allow these jurisdic-

tions to opt out of social security because of the burden of payroll tax.
Mr. HAWKONSEN. That has been the consensus of opinion among

police groups in the country. I know in some jurisdictions in the east
also, specifically New York State, they have the provision where, along
with their mandatory pensions, they can also have social security in an
optional form.
Mr. ERLENBORN. This, I should observe again, is not part of our

hearings today. But it is a subject I think both of us are quite interested
in. This bothered me last year in 1977 when we voted on public em-
ployee coverage, the fact that most public employee plans are estab-
lished on the basis of benefits that are considered to be the sole source
of income in retirement. In other words they don't take into considera-
fion social security benefits. Many States have constitutional prohibi-
tions against reducing benefits in public pension plans. To cover
public employees with social security would probably give them more
than was contemplated in retirement income but would also add quite
substantially to the burden of the payroll taxes they are paying.
It seems to me that more thought must be given to the merger of

these systems. I think we can have a dual system where you have
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civil service or public pension and social security. But it ought to be
a planned merger rather than just a forced merger.
In the private sector you have both benefits. In the private sector

pension benefits are established in light of the anticipation of draw-
ing social security benefits. I think public employees generally would
be well served to be under social security. One thing they often forget is
not only the retirement benefits but also the disability benefits and
survivors' benefits during their working lives, which are of very
great value to them, maybe even more important than the retirement
benefits.
Mr. SIMON. I agree with my colleague. I think this is something

where we have to sit down and see what can be worked out practically
that is fair to the policemen or the teachers or whoever it is.
You also have people who fall between the cracks, who are not in

your system long enough to be eligible. But yet they are out of the
social security system. I had a man who ended up with heart disease,
diabetes, and cancer and had been out of one system long enough and
not another long enough. He was not eligible for any assistance at all.
Obviously they face overwhelming problems.
We thank you very much for your testimony.
Mr. Roeder, we can enter your statement in the record.
Mr. ROEDER. Yes you have it. Whether you react positively or

negatively, I won't read it to you. It is probably of sufficient length
that you would like that.
[The prepared statement submitted by Mr. Roeder follows:]
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Statement by
Richard G. Roeder, M.A.A.A.

Gabriel, Roeder, Smith & Company
Actuaries and Consultants

AMERICAN PUBLIC EMPLOYEE RETIREMENT PLANS

REGULATION OF OPERATIONS

DISCLOSURE OF CONDITION 

In order to evaluate whether or not a human function should be regulated, it is

useful to define the function.

The next page contains an outline labelled "DISCLOSURE OF CONDITION". It is

the writer's belief that if each public employee retirement plan were now pre-

paring and making readily available information of the type summarized in this

outline, any interested party would know the essentials of the plan's operations,

and could make an informed judgment about the plan's condition. "Any interested

party" is intended in the broadest terms; it would include an individual employee

or his/her representative, a member of government management, a citizen or tax-

payer, or a credit rating agency.

It Is believed that no new regulatory laws would be needed. If a party

wished to change benefits, there now exists the mechanics to change benefits.

If a party wished to change the financial objective or the manner in which that

objective is pursued, there now exists the mechanics to change the financing

program. If a party wished to change the investment activity, there now exists

the mechanics to change the investment activity.

There are many public plans which now prepare and make readily available the in-

formation in the "DISCLOSURE OF CONDITION". Can further regulation of these plans

help the financial environment, now or for generations to come?
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Public Employee Retirement Plans

DISCLOSURE OF CONDITION

A. Benefits Summary

B. Actuarial Information

1. Financial Objective. Level contribution rates? Increasing
contribution rates?

2. Contribution Rate Computations (actuarial valuations)

a. Computed contribution rate amounts.

b. Quality of assumptions. Emphasize economic assumptions.

c. Unfunded accrued liabilities

3. Solvency Tests

4. Certification by authorized actuary

C. Accounting Information

1. Revenues and Expenditures

2. Summary of Reserve Assets

3. Investment Performance

4. Actual Contribution Record

5. Certification by authorized accountant

D. Cumulative Information

t4

v
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Unfortunately, there are many public plans which do not prepare the infor-

mation in the "DISCLOSURE OF CONDITION". Without this information, an interested

party cannot make an informed judgment about the plan's condition. Requiring

these plans to develop this information is a form of regulation (and perhaps the

form) which defies logical resistance.

To demonstrate and illustrate that the information in the "DISCLOSURE OF CONDITION"

need not require material of oppressive length, the Appendix of this statement

contains sample information prepared for a city plan.

This Appendix information is illustrative of type, and should not be examined

as if engraved in stone (Moses is not likely to appear for these proceedings).

A. Benefits Summary

An interested party needs to know the principal benefits.

B. Actuarial Information 

1. Financial Objective. A plan should state if its contribution rate

objective is level contribution rates, or increasing contribution rates. The

Financing Diagram shows visually that fundamental choice.

2. Contribution Rate Computations. The key results of the actuarial

valuations, for an ongoing plan.

Key characteristics of the financial assumptions are displayed, in a manner

which permits an experienced observer to make judgments about the reasonableness

of the assumptions.

There is information about unfunded accrued liabilities, an item frequently

discussed and often misunderstood.

3. Solvency Tests. The page attached is from the Municipal Finance

Officers Association Retirement Handbook (Chapter 2).

4. Certification. The actuarial information is certified by an authorized

actuary.
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C. Accounting Information 

1 & 2. Revenues and Expenditures, and Summary of Reserve Assets.

These items are largely self-explanatory.

3. Investment Performance. Basic investment results are needed.

4. Contribution Record. This shows what contributions have been made,

and are to be compared with the actuary's computed rates.

5. Certification. The accounting information is certified by an authorized

accountant.

D. Cumulative Information 

Of ter important trends are disclosed best by comparative statements sho
wing

development of key amounts over periods of years.

GOVERNMENT REGULATION 

In pension plan operations, as in all human activities, there are
 deficiencies and

failures --- which cannot be completely eliminated by regulation.
 Perfection in

numan affairs is not attainable.

The best result of regulation is to force a number of plans to op
erate in a

more sound manner, as defined by the regulator.

The worst result of regulation is to add an oppressive layer of 
bureaucratic

paperwork on the backs of the plans already operating in a sou
nd manner.

The Pension Task Force's Report indicates that a significant p
ortion of public

employee plans are not preparing "DISCLOSURE OF CONDITION"
 type of information.

The portion is large enough that it is likely that at leas
t some additional regul-

ation is appropriate.
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If additional regulation is to come, important conditions are (i) the requirements

be kept to a minimum, and (ii) the requirements be only items specifically listed

in the law --- no providing for "... and such other items as Bureau X may pre-

scribe from time to time".

An important characteristic of "DISCLOSURE OF CONDITION" type of information is

that it is not judgmental. No level of benefits is mandated. No type of financing

is mandated. No type of investment activity is mandated.

But the essential facts of these activities are told. The people will know

the truth. They can then act or not act as they see fit. If they wish changes,

the mechanics for change are already in place.

FEDERAL REGULATION OR STATE REGULATION 

Regulation can be accomplished by Federal Law or by State Law.

Is the Federal Government likely to give greater wisdom and leadership than State

Governments? If the Federal Government regulates, what is the cost in terms of

freedom lost by State Governments? These and similar questions are at the heart

of this critical judgment.

A combination of regulation is possible. The Federal Government enacts regulations,

with delayed implementation and with the provision that if a State Government enacts

corresponding regulations before the Federal implementation date, then the State

regulates.

There would be Federal regulation only in the States which did not enact their

own regulations.
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Regulation is loss of freedom. It is to be hoped that regulation will be

considered with the greatest reluctance. More important than regulation is

the preservation of a free country.

November 1978 Richard G. Roeder

Wheaton, Illinois
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APPENDIX

ILLUSTRATIONS

Showing How Information Might Be Prepared For

"DISCLOSURE OF CONDITION"
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America City Employees Retirement System

Summary of Benefits & Administrative Structure

IDENTIFICATION:

Plan provisions set forth in City Charter; last amended 12-1-72. Covers all

regular full-time employees, except for sworn fire and police personnel and
employees of the Department of Water and Power.

Provisions are collectively bargained.

Type of Covered Employees A
General Total 

Number of active employees 19,800 19,800

Number of retired employees

REGULAR RETIREMENT: (no reduction factor for age).

4,050 4,050

Eligibility. Age 60 & 10 years service, or compulsory age 70.

Amount. 27, of final average earnings multiplied by years of credited service.

"Final average earnings" means highest earnings in 12 consecutive months.*

Provision for post-retirement cost of living adjustment of no more than 37,

per year.
Employment is not covered by OASDI. Date last changed: 3-29-73.

*Monthly  Monthly Plan Benefit
Earnings 35 Years 20 Years 10 Years

$ 500 $ 350 $200 $100

700 490 280 140

1,000 700 400 200
2,000 1,400 800 400

EARLY RETIREMENT: (age reduction factor used).

Eligibility. 30 years service, or age 55 & 10 years service.

Amount. Accrued regular retirement benefit, reduced by 1/12 of 47, (.0033) for

each month age is younger than 60 years.

Date last changed: 5-1-67.

VESTING:

Eligibility. 5 years continuous service.

Amount. Accrued regular retirement benefit payable beginning at normal retirement

age, or reduced benefit at early retirement age.

Date last changed: 5-1-67.
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DISABILITY RETIREMENT:

Eligibility. Inability to perform duties of position for any reason (except

intemperance or willful misconduct) after 5 years service.

Amount. 1/70 of final average earnings multiplied by years of service.

Minimum is 1/3 of final average earnings if could have completed 18 years of

service prior to reaching age 60.
Date last changed: 5-1-67.

DEATH BEFORE RETIREMENT:

Eligibility. If member eligible for early retirement, life benefit to surviving

spouse (otherwise, refund of accumulated contributions and limited pension to

surviving spouse).
Amount. Joint and Survivor actuarial equivalent of deceased member's accrued

regular retirement benefit. Limited pension to surviving spouse (if deceased

member was not eligible for early retirement) is two monthly payments for each

year of service, maximum is 12 payments. Each payment is 1/2 average monthly

earnings for the year preceding death.

MEMBER CONTRIBUTIONS:

A percentage of base salary based on age at entry into the System.

ADMINISTRATION:

Governed by 5 person board: 2 members elected by membership; 3 members appointed

by Mayor with consent of City Council. Board has complete authority over

administration of the System.

INVESTMENTS:

Authorized. Debt-type securities legal for savings banks can be a maximum of 1007.

of the Fund; "Prudent Man" class can be a maximum of 207,; an equity-type

security can be a maximum of 25%. The first mortgage & trust deeds of FHA & GI

backed loans can be a maximum of 257. Real property in the City can be a

maximum of 107,.
Actual. Using 1-31-73 cost values: 82% in debt-type securities; 18% in equity-type

securities.



228

%OF
ACTIVE
MEMBER
PAYS

INVESTMENT
4
INCOME

LEVEL+ CONTRIBUTIONS

EMPLOYER

CONTRIBUTIONS

A MEMBER
II
* CONTRIBUTIONS

START 50-±

YEARS OF TIME

CASH BENEFITS LINE. This relentlessly increasing line is the fundamental reality of retirement

plan financing. It happens each time a new benefit is added (and happens regardless of the financing

method being followed).

LEVEL CONTRIBUTION LINE. Determining the level contribution line requires detailed assump-

tions concerning experience in future decades, including:

Rate of withdrawal of active members (turnover);

Rates of mortality;

Rates of disability;

Ages at actual retirement;

Rates of pay increase;

Investment income;

Change in active member group size.



229

American City Employees Retirement System

Actuarial Information

Financial Objective.

The financial objective of the retirement system is to establish and receive contribu-

tions, expressed as percents of active member payroll, which will remain approximately

level from year to year and will not have to be increased for future generations of

citizens.

Annual actuarial valuations determine how well the objective is being pursued.

Contribution Rates.

The retirement system is supported by 3 contributors: covered employee contributions of

4% of pay; investment income from invested reserve assets; and actuarially computed employer

contributions to provide the remainder necessary.

The employer contribution rates cover both (i) normal cost and (ii) amortizations of

unfunded accrued liabilities over periods of future years.

The actuarially computed employer contributions have been:

Employer Contributions For

Normal cost
Unfunded accrued liabilities

Total Benefits

Contributions As %s Of Covered Employee Payroll 
Fiscal Years Ended June 30 

1977 1976 1975 1974 1973

5.34% 5.26 5.31 5.42 5.47
2.81% 2.83 2.87 2.54 2.41
8.157. 8.09 8.18 7.96 7.88

The actual contributions for the same years were reported to be:

1977 1976 1975 1974 1973

($ in millions)

a. Employer contributions in $ $14.8 14.1 12.9 11.8 10.8
b. Covered employee payroll $ $182 174 158 148 137
c. Actual employer contribution % (a/b) 8.15% 8.09 8.18 7.96 7.88
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Development of Unfunded Accrued Liabilities

Fiscal Years Ended June 30

1977 1976 1975 1974 1973

($ in millions)

Computed accrued liabilities $ 358 325 304 281 255

Less reserve assets 100 86 74 69 55

Unfunded accrued liabilities $ 258 239 230 212 200

Covered active employees, end:

Number 20,000 19,800 19,700 19,550 19,425

Annual payroll $ 184 170 161 150 138

UNFUNDED ACCRUED LIABILITIES 
ACTIVE EMPLOYEE PAYROLL 1.40 1.41 1.43 1.41 1.45

(a relative index)

In a soundly financed retirement plan, the amount of unfunded accrued liabilities

will be controlled and prevented from increasing, except because of benefit in-

creases resulting irom legislative change. However, in au inflationary economy,

it is seldom practical to impose such controls on dollar amounts, because the

value of such dollar amounts is depreciating.

Unfunded accrued liabilities are a form of debt. Active employee payroll

is a measure of capacity to service debt. The ratio of the two items provides

a relative index of condition. The smaller the index, the stronger the system's

financial condition.
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MEANING OF "UNFUNDED ACCRUED LIABILITIES"

Almost every pension plan (public or private) has "unfunded accrued liabilities", so
whatever they are, they aren't rare. Since the term is not part of everyday conversa-
tion, it needs some definition.

"Accrued liabilities" are the present value $ of plan promises to pay benefits in 
the future based upon service already rendered - - - a liability has been established
("accrued") because the service has been rendered, but the resulting monthly cash benefit
may not be payable until years in the future. Accrued liabilities $ are the result of
complex mathematical calculations, which are made annually by the plan's actuary (which
is the name given to the specialist who makes such calculations).

If "accrued liabilities" at any time exceed the plan's accrued assets (cash & in-
vestments), the difference is "unfunded accrued liabilities". This is the common
condition. If the plan's assets equalled the plan's "accrued liabilities", the plan
would be termed "fully funded". This is a rare condition.

Each time a plan adds a new benefit which applies to service already rendered, an
"accrued liability" is created, which is also an "unfunded accrued liability" because
the plan can't print instant cash to cover the accrued liability. Payment for such
unfunded accrued liabilities is spread over a period of years, commonly in the 25-40
year range.

Unfunded accrued liabilities can occur in another way: if actual financial ex-
perience is less favorable than assumed financial experience, the difference is added
to unfunded accrued liabilities. In plans where plan benefits are directly related to
an employee's pay near time of retirement (a common plan provision) rather than his
average pay throughout his working career, unfunded accrued liabilities have been in-
creasing in recent years because unexpected rates of pay increase have created addi-
tional accrued liabilities which could not be matched by reasonable investment results.
Some of these unexpected pay increases are the direct result of inflation, which is a 
very destructive force on financial stability.

The existence of unfunded accrued liabilities is not bad, then (any more than a mort-
gage on your house is "bad"), but the changes from year to year in amount of unfunded
accrued liabilities are important - - - "bad" or "good" or somewhere in between.

Nor are unfunded accrued liabilities a bill payable immediately (your food costs
are payable immediately), but it is important that policy-makers prevent the amount
from becoming unreasonably high and it is vital that your plan have a sound method for 
making payments toward them so that they are controlled.

The existence of large amounts of unfunded accrued liabilities indicates that total
contributions in past years were less than level - - - an almost certain history if

retired life liabilities are not fully funded now.
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Solvency Tests 

Testing the financial solvency of a retiremen
t system can be done in several ways.

Testing for level contribution rates is the way 
to test for long term fundamental 

soundness. If the contributions to a system are level in
 concept and soundly executed,

and if the system continues its present opera
tions pattern for the indefinite future,

the system will pay all promised benefits when 
due --- the ultimate financial test.

From the viewpoint that nothing in life conti
nues in its present pattern for the

indefinite future, short term solvency tests are ap
propriate, to see what the condition

of the system would be if it were terminated now
 or in the near future. The system's

present assets (cash and investments) are compar
ed with:

(1) the employee contributions (if any) on deposit;

(2) the liabilities for future benefits to present 
retired lives;

(3) the liabilities for future benefits to former
 employees with vested rights;

(4) the liabilities for active employees' service
 already rendered.

In a system that has been using the discip
lines of level contribution rate financing,

liabilities (1), (2), and (3) will be fully c
overed by present assets (except in rare

circumstances). In addition, liability (4) will be partially 
covered by the remainder

of present assets. The longer the system has been using level fi
nancing, the greater

the funded portion of liability (4). Liability (4) being fully funded is very rare.

It is wise to pay attention to both long term
 and short term tests.

June 30

1977 1976 1975

Computed accrued liabilities:
($ in millions)

(1) Employee contributions $ 21 $ 18 $ 15

(2) Retired lives
38 33 32

(3) Vested terminated lives 2 2 1

(4) Active employees 297 272 256

Reserve assets 100 86 74

Portion of (4) covered by assets
137, 127 10%
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Assumptions (Concerning Future Financial Experiences)
Used by Actuary In Computing Contributions 

Assumptions are made in a variety of financial risk areas.

a. Investment Return. 6 percent annually, compounded annually.

b. Individual Employee Pay Increases. An employee's pay is assumed to increase each

year, in accordance with a table consisting of a percent increase for each age. For

sample ages, the table provides for the following annual increase percents:

Age % Increase

20 8.0%
30 6.8
40 6.2
50 5.2
60 4.2

c. Age & Service Retirement. According to a table consisting of the percent of

eligible employees retiring at each eligible retirement age.

d. Benefit Changes After Retirement. Benefits are assumed to increase each year by 3%

of the original benefit amount at retirement.

e. Withdrawal From Employment. According to tables consisting of the percent of

active employees withdrawing at each age.

f. Death After Retirement. According to tables consisting of the percent of retired

lives dying at each age.

g. Death Before Retirement. According to tables consisting of the percent of active

employees dying at each age.

h. Family Composition. Marriage probabilities and an average number of children per

family are used in death benefit computations.
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i. Disability Retirement. According to tables consisting of the percent of active

employees becoming disabled at each age.

j. Funding Method. Entry age method used in determining normal cost and accrued

liabilities.

Gains and losses in liabilities resulting from differences between assumed

experiences and actual experiences are included in accrued liabilities.

For purposes of determining asset values used in determining unfunded accrued

liabilities, common stocks are valued on a 3 year average of market values, and all

other assets are valued at amortized cost.

Unfunded accrued liabilities are being financed over a period of 33 years. The

annual contributions for unfunded accrued liabilities are level as a percent of active

employee payroll, and active employee total payroll is assumed to increase 4 percent

annually, compounded annually.

Statement By Actuary Concerning His Opinion Of The Adequacy
Of The Financial Assumptions Used In Computing Contributions

In my opinion the above assumptions are all the significant assumptions in use by the

retirement system, and the above assumptions produce results which, in the aggregate,

are reasonable.

(signed) , Member
American Academy of Actuaries
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American City Employees Retirement System

Accounting Information

Year Ended
(Valuation Date)

REVENUES:
a. Member contributions
b. Employer contributions
C. Investment Income

1. Interest and Dividends
2. Gain or (Loss) on Sales
3. Other

Total of 1 + 2 + 3
d. Other
e. Total (a + b + c + d)

EXPENDITURES:
a. Refunds of member contributions
b. Benefits paid
c. Administrative expenses
d. Other
e. Total

RESERVE INCREASE:
Total revenues minus total expenditures

ASSETS:

RESERVES AT
(Valuation Date)

RESERVE ACCOUNTS:
a. Cash and checking a. Member contributions
b. Bank Savings b. Employer contributions
c. Savings and loan c. Other
d.
e.
f.
g.
h.
i.
j.

Certificates of deposit d. Total (a thru c)
U.S. govt. securities
Other govt. securities
Corporate Bonds
Common Stock
Other
Total (a thru i)

$
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Investment Return: Total % on Average Market

INVESTMENT RESULTS FOR PERIODS ENDED: 9-30-xx

RETIREMENT FUND NAME:

Your Retirement Fund results:

Last
Quarter

Annual %, Compounded Annually

Last
1 Year

LAST LAST
3 YEARS 5 YEARS

Fixed Income (2.7)7. (7.0)7, 2.57. 5.57.

Common Stock (4.1) (7.1) 6.4 8.2

Cash & Temporary 0.9 4.5 4.2 3.9

Total Fund (3.3) (7.0) 4.3 6.7

Market Index results:

S & P Bonds: US Govt Long (3.4)7. (7.3)5 2.47. 5.37,

S & P Bonds: Corporate "A" (3.2) (7.8) 2.2 5.8

S & P Stocks: Composite 500 (0.3) (8.4) 6.5 8.1

The investment results for one quarter are 
not conclusive, and probably indicative

of performance only in a small way. The main purpose of quarterly compilations is t
o

provide building blocks which can be linked to
 get annual investment rates.

Investment results over a 3 year period or 
a 5 year period are significant.

Long range, a fund employing professional mana
gement hopes to equal or better the

results of a market index in the same inves
tment universe.
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Contributions Received.

The specified employee contributions are being made by payroll deductions, and promptly

transmitted to the retirement system.

The employer contributions are being contributed in the following manner: at the end of

each payroll period, the covered employee payroll for the period is multiplied by the

computed employer contribution percent; the resulting dollar amount is paid to the

retirement system within 3 days.

Actual employer contributions have been:

Fiscal Years Ended June 30
1977 1976 1975 1974 1973

($ in millions)

a. Employer contributions in $ $14.8 14.1 12.9 11.8 10.8
b. Covered employee payroll $ $182 174 158 148 137
c. Actual employer contribution % (a/b) 8.15% 8.09 8.18 7.96 7.88

d. Actuary's computed contribution % 8.15% 8.09 8.18 7.96 7.88

Accountant's Verification of Accuracy of Accounting Information.

In my opinion the preceding information concerning Revenues and Expenditures, Reserve

Assets, Investment Performance, and Contributions Received are accurate statements of

these activities.

(signed) , Member
Authorized Accountants



238

STATEMENT OF RICHARD G. ROEDER, M.A.A.A., GABRIEL, ROEDER,

SMITH & CO., ACTUARIES AND CONSULTANTS, DETROIT, MICH.

Mr. ROEDER. I should state some things about my background. I
am a member of the American Academy of Actuaries. I am with a
consulting actuarial firm. While we are listed as Detroit, Mich., we
are retained actuaries for plans in approximately 20 States, as far west
as Arizona, New Mexico, Colorado, as far south as Texas, Florida,
and here in the Great Lakes region there is a heavy concentration.
So we have seen a wide spectrum of the geography of the country.

We have fragmentary knowledge also of other plans in the States where
we are not retained. We have worked in the field of public employee
retirement plans. Our firm goes back to 1938. My own participation
goes back to the time when in 1918—which, by subtraction, is 30
years—I will have to tell you I was very young at the time I entered
the field.
We are retained by several hundred plans. I myself have seen results

of probably I guess—I haven't attempted to count them—thousands
of actuarial evaluations. So my background is from that.
From that experience philosophically I would like to make this

point about how I think public employee retirement plans ought to
conduct their activity. I would refer you to a book titled "Excellence"
by former Secretary of HEW John Gardner. I believe in the pursuit
of excellence very strongly. We try to carry that out in our work.
Sometimes we succeed. Sometimes we don't. It has always been a
constant philosophic goal.
When one talks about regulation, as with so many things, that needs

definition. In the course of testimony offered this morning certain
parts of things that could be called "regulation" have been mentioned.
For me to comment on regulation generally it is necessary for me to

define it. Page 2 of my statement has a brief summary of, I think, the
areas of activity that I would like to speak to on regulation. I would
be glad during the question and answer period to speak to any other
aspect in which you might be interested.
As that page 2 indicates, the key is disclosure of condition. I think

if you have told to any interested party—I am referring to—there
was a comment about any interested party" and this business of
saying, "Well, the participants had this viewpoint, the taxpayers have
this, the Government management has this, I think they are really
one and the same. I think disclosure of conditions should be in such a
form that it is meaningful to all those groups. I think they are all sides
of one and the same animal.
For example, if you have a proper benefit summary—I think this

is useful—you don't know anything until you know what benefits are
promised and as indicated in the appendix to the exhibit, I don't think
that needs to be an exhaustive 20-page statement. I think you can do
a very effective job in a matter of two or three pages usually, sum-
marizing what the key benefits in the plan are.
The second category is labeled "actuarial information." Necessarily

on appropriate occasions the business of actuarial information can get
incredibly complex. At its heart I think it is terribly easy. There is a
diagram in here. To understand it you don't have to have special ex-
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pertise. I think you sort out plans on their financing objective by, "Are
you trying to follow level contribution rates principles" or "Are you
following increasing cost principles?" You can break them down to
that.
The details of it are incredibly complex. But to find out about a plan

you ask, "What is your stated objective? If it is a contribution rate of
4-percent employee contributions and 10-percent employer, is it your
plan, your objective, to have that constant for the next generation, 25
years from now, the children, grandchildren, 50 years from now and
generations to come? Or is your objective something else, increasing
costs?"
Of course the classic example of increasing costs is the biggest plan

in the country, social security. But I think if a plan makes a state-
ment that they are trying to pursue a level cost objective or they, are
not, then you get into some of the details which follow. Here is where
an actuary is, I am afraid, a necessary evil, to tell how you execute, if
you are pursuing a level cost objective or you are not pursuing a level
cost objective. I suppose you still need an actuary as you do with social
security actuary work to tell you how high it is going to get when it
levels off.
There has been some excellent quality work done by the social secu-

rity actuary on that point.
Most people when they talk about such vague undefined things as

"actuarial requirements," which by itself has no meaning—there are a
number of plans in the country that say, "We will contribpte according
to actuarial requirements." Somebody says, "What does that mean?"
The answer is 'Nothing." This is what you have to get precisely if
levels are increasing and how calculated.
In making that calculation of what the level rate is an actuary must

work with a variety of assumptions, something less than 10 usually key
risk areas. This is where the complexity starts. This is where very dif-
ferent numbers can come out, as your previous work would indicate.
But I think you can get in rather condensed summary form the,

essence of the assumptions used in calculating that level of contribu-
tion and thus be in a position to make a value judgment on it. For
example if you see somebody with an actuarial evaluation that looks all
great in format, you see a 7-percent investment return. It has zero pay
increases assumed. Anybody that is knowledgeable in this field knows
you have got a bum set of numbers. This is why it has been folly and
continues to be folly to compare the numbers of one State with another
when they are computed on totally—not "totally," I am overstating or
overreacting the way so many people get—it would be a miracle if
they were on the same assumptions. You can't say that State X is at 10
million unfunded, State Y at 15 and have any meaning unless they are
using the same assumptions. They are not. I am not saying they should.
But this notion, which goes to the third part that you see there,

"Unfunded accrued liabilities," which I would like to stay clear of
because I think there is so much misinformation about what they are
and what they mean that to try to go into it is folly.
Go back to the level contribution rate. The quality of assumptions

put into that calculation. OK. Hopefully that gives you your objec-
tive. You know the plan, whether its level is increasing, the financial
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objective and the assumptions that are being used to execute that
announced plan.
"Accounting information," I think you need to have that.
"Revenues and expenditures." And here, one of the leading public

accountants in the country told me really to test out the quality of a
plan, its financial structure, you really don't need that. I am more
inclined to agree with him than not. But if it is missing, everybody is
going to want to know how much thpy-took in and paid out last year.
It is very incidental information to really understand the under-
lying soundness of that structure. But everybody expects it so we
have it.
"Summary of reserve assets," meaning what are your cash invest-

ment values, the usual sorts of things, market and some kind of book
values.
"Investment performance" is important because it is the third con-

itributor to most public employee plans. You have three factors
supplying money to support the structure: employee contributions,
employer contributions, and investment income. So you do need to
now something about the quality of that investment activity. That in
itself can lead to a great many pages. But it need not be complex.
There is a one-page summary indicated in the appendix, an example

of a very short form. If you knew that about every plan. I am not sure
you would really want to go much further in probing them and
poking them and testing them for reasonable soundness.
Carrying out disclosure of key points need not be an extremely

voluminous thing. In fact if it is voluminous you are probably going
to obscure the main point and substance of the material.
A key thing that accounting information can do is to determine

the actual contribution record, particularly as a percent of payroll,
actual contribution record to be compared with what the actuary
computed and then a certification by an authorized accountant.

Yes. I have introduced the phrase. I hope nobody else has used it.
I don't know what an "authorized accountant" is. I will let somebody
else argue that point. I was deathly afraid I would come in and some-
body would say, "Well, there is a group in Oklahoma named 'Au-
thorized Accountants.' I would be under suit. Let somebody else
referee who has appropriate expertise to make that certification.
If you know those things about a plan, I think this is sufficient.
Now let me display another bias. Of the hundreds of plans that I

come to most of them probably wouldn't have hired my firm if they
didn't 

to,
my beliefs about what is appropriate to pursue excellence.

So to say that this would change the lives of many of my clients
is not true. They are perhaps typified by—although they are not
clients—Chicago teachers, who say. "Hey, we are doing things the
right way. Why ,Itould we have this?" I would come back to that.
If the key thing in all of this is disclosure—and this is a point where

I would depart any technical expertise as an actuary—I would in-
troduce the sug.,restion of a judgment on which everybody in this
room. I think, is equal, enforcement. Once you say, "Here are the
standards. Here is the way you should live, here are the things you
should do." do you go after them and say. "Because you should do it,
von have to do it?"
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I would use as an example a client of more than two decades, a very
major State plan for whom we have made actuarial calculations and
all that time calculating the level cost rates, hopefully using assump-
tions that are basically reasonable sound assumptions for the real
world.
That State has never once contributed the amounts that have been

indicated in our report, not once. I think one of the sensitive judge-
ments that must be made is what should you do about it if the informa-
tion is there and it is public. Why they haven't done anything, I don't
know.
What I would suggest is perhaps in the interest of freedom you

should let them go. The record is there. There world is closing in on
them. We have got a few newspapers that are picking up copies of our
report. One time one of the proudest concluding comments I put in
a report was, if you will indulge me

' 
"Even Paul Revere's ride would

have come to nothing if the people had not listened."
We have testified against that State in court. I was sure they would

fire us. After that report went out, I was sure they would fire us. But
several years have gone by since both of those incidents.
This is not a perfect world. We cannot be our brother's keeper.

They have the right information. The Governor of that particular
State has known about that condition for 20 years and doesn't even
want to talk about it any more.
Mr. ERLENBORN. Do you know if he has read your report and

comment?
Mr. ROEDER. Absolutely. I had a private interview with him. Inci-

dentally, the political forces on that is one of the fascinating things.
Many people, as you know, find problems with the way Federal retire-
ment plans are funded. Many people—what is the phrase of yester-
year? "Leave them to Heaven.' The record is out.
My point is this: Get this information to the people, all the people,

any interested parties. If they don't do anything about it, that is their .
problem.
This business of mandating somebody to do what you really believe

with all your heart and soul to be right is a very delicate thing. I would
remind you that most of the greatest sins in the history of mankind
have been by people who were sure they were right and had to make
the others follow, even to the point of killing them.
I am a firm believer in "Know the truth and let what happen

happen." But this is why I think—
Mr. SimoN. You are not advocating capital punishment in this

area.
Mr. ROEDER. I have been thinking about that one, too.
Thus from the viewpoint of my clientele, most of them don't want

it. because they are already doing it.
I would like to comment about the hardship if these plans were to

comply with some Federal regulation. The immediate burden would be
very nominal. I think this has been indicated and you have already
known. There is great fear of a potential burden of giving to a Fed-
eral agency the power to regulate. Maybe the initial form of regulation
that is being talked about in this bill—and I should state that I had
not read the provisions of the bill at the time this statement was pre-



242

pared, and I would be glad to go into it at some other time on the
details because I think tne cause of excellence would be better served
by not seeing what was in the initial draft—the potential burden is
what scares most of our clients.
Having worked to a considerable extent in the private sector and seen

the power of the Internal Revenue Service in the private plans, both
pre-ERISA and post-ERISA, this is an ominous thing. Just the other
day one of our younger actuaries was bringing to me six changes he
was being required to make in a plan in the private sector by an IRS
agent who had little comprehension of the plan he was dealing with.
But he had the power. We are making six changes in it that are
garbage and are going to be expensive and are not going to help the
pursuit of excellence.
It is this thing that people fear. I think these clients that are doing

all right on their own, this is really at the heart of their concern
about it, a Federal bureaucracy.
I would also make this comment, again hopefully not a meaning-

less colloquialism: I think the "goldfish bowl" is the key difference
between the public sector and the private. Compared to the sins of
commission that have occurred in the public sector that we have seen
compared to the private sector, they are many fewer. They may be
the ones that hit the newspapers because a public or quasi-public
entity, such as many of our clients are, have to respond to news media.
But the bodies I have seen buried in the private sector oulaulAibr
by a multiple of several times.
Another thing: These horror stories about individuals being de-

prived of benefits, this is one of the problems with some of the com-
mittee's work. Some of my clients, most of my clients, believe the
emphasis on some of the horror stories. But on a proportional basis
there are very few individuals hurt badly by activity in the public
sector.
Under questioning I might tell you which of the interested parties

in the public plans are suffering most, whether it is Government man-
agement, individual employees, or the citizens at large. I have a very
firm opinion about which group is getting least well treated right
now. I think that is the point of this. If there are sins in the public
sector, it is commission, not omission. I was introduced to that sev-
eral decades ago by a veteran political figure. When I was screaming
about an activity of one of our major clients in which we were mutually
interested, I said, "They are not doing it. It is going to hurt the State."
He said, "You don't understand. There are no sins of omission in the
public sector. You never get in trouble for what you don't do." I was
really shocked by that at the time. I think with the wisdom of
advancing age that he was much more right than not. If there are
sins, don't look for the horror stories of things they have done. Look
for things they haven't done.
Let me move to another sector. What about those plans that aren't

well run? This is undoubtedly the most powerful element you have
going for regulation by somebody. I haven't addressed by who it is.
I think the citizens of any jurisdiction are entitled to know the con-
ditions as outlined here, what the benefits are, what are your objectives,
how well are you pursuing it, and are the records straight?
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I reluctantly moved into a pro-regulation stance within that defini-
tion of what regulations the citizens are entitled to know. Citizens
include individual members and everybody in the community. On the
Federal versus State, I mention this, very strongly underlined, to
stress the Federal regulation, and mention was made earlier dur-
ing this hearing of the Stone bill. In many versions of that Stone
bill that took place early this year, whether you gentlemen were in-
terested observers or active, when attempts were made to put some
modification of that thing in the general tax bill that was passed re-

p cently, this has to do mostly with coordinating, public employee re-
tirement, there were representatives of most if not all of the key sec-
tors of the public planning industry, this is basically a nonregulation
group, basically a group that is running its life well.
But they came to this view: That if there were some Federal stand-

ards of a specific limited nature—by "limited," it is important that
that word needs expansion—and such information that may be re-
quested from time to time by Federal Bureau X, no blank checks. If
you want something, it has got to be specific. It has got to be in the
law. No open-ended regulation.
The Coordinating Council was looking at some very specific things,

somewhat more limited than this outline, that if a State could enact
similar things within a period of time, then there would not be Fed-
eral regulation in that State. There was even talk about a device I had
never heard of, something called Governor's certification. How do you
find out unless the State passes some cookie cutter, exactly the same
as the Federal, how would you know that a State had? They men-
tioned a device that apparently has been used in Federal-State rela-
tions called a Governor's certification where the Governor says, "I
have looked at law such and such. In our State we have such a law and
we are administering it."
So you might have a Federal law passed with a delayed implementa-

tion. I heard a number mentioned in Washington. I don't know where
it came from, 1981.
There are several States here in this room that I know of that have

in present State law something that is more comprehensive than what
I have inidcated in this disclosure statement. "But that State would
then go its own way," this would be your response. If Illinois has a set
of laws, there is implementation and enforcement. Those are tricky
parts sometimes. There are fine laws in the books and improper en-
forcement. But judging by the experience of listening to people at the
Coordinating Council, that might be the one way that the basic con-
cept of States' rights could be honored.
There would be some States subject to Federal regulation, so that

all States would enact such laws. You can't get 50 of any human ac-
tivity to do anything simultaneously. Who knows how many would
enact State laws and how many would be left to the Federal sector?
I would like to underline back a point that was made earlier. In•the

police and fire matters, you seem particularly interested. I have seen
several hundred of those in a variety of States. They are interesting
plans in many ways because they are volatile. They have a wider range
of performance than just about anything. Again, generality is a prob-
lem. Many of them are extremely well run. Some of them are unbe-
lievably inept administratively.
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I would make one last commercial before the questions and answers.
Certainly the greatest thing, Federal activity, for Federal employee
plans, is to stop .inflation. If inflation rates in the last 10 years con-
tinue, you can pass all the regulations 

in 
want, and a level contribu-

tion rate objective cannot be followed n an economy that is dedicated
to perpetual inflation. This overwhelms everything else. I would like
to underline that.
Thank you for your attention. Now I would be glad to answer any

questions you might have.
Mr. Simorr. Thank you, Mr. Roeder.
Your last point, you will find that we are in complete agreement

with you on that. I was interested that you suggested the same thing
that Dr. Winklevoss suggested.
Mr. ROEDER. I think both of us had been preceded by wiser heads

than ourselves on that one. I don't think we created it.
Mr. SimoN. The idea does intrigue me.
Mr. ERLENBORN. We will still call it the Winklevoss-Roeder propo-

sition.
Mr. SimoN. You stayed clear of the phrase "unfunded accrued lia-

bilities." You say if we are to provide actuarial information we have
to provide some sense of what the liabilities are, whether you call it
unfunded accrued liabilities or what. You are not opposed to some
indication of the liability?
Mr. ROEDER. No; I am not opposed to it, for the reason I think any

statement made by an actuary that didn't include that would be de-
flnd to be an incomplete statement by popular understanding. There-
fore, not to be accused of making an incomplete statement, I would
want it in there.
I go back to what I think is really the important thing. Do you want

to go increasing cost or level? I am biased. I want to go level. Let me
finish the statement of what I think for me would be a complete
statement. What is the quality of the calculation, assuming you have
passed hurdle one, we are going to go for level contributions. OK. What
is the quality of the execution? Did you use reasonable assumptions
in calculating the amount? There are some bum actuaries around. This
is why you have to check that.
I have been shocked incidentally in the last 10 years by some of the

stuff I have seen. I used to think my profession was absolutely the
only perfect one in the world. It isn't, which other people have known
for longer than I have, I am sure.
What is the quality of the assumptions? Then there is your rate.

Are you paying? You don't have to talk unfunded accrued liabilities
or anything else. What is your objective? Have you soundly calculated
it and are you putting it in? You don't really need to know anything.
The rest of it is detail.
Along the way you calculate unfunded accrued and other things

that have a dramatic impact. But they are not essential to achieving
your goal. The reason it is in here is for the simple reason, "He can't
know much because he didn't say anything about it." That is why it
is here.
Let me say this about it though. I think we are stuck with it. People

overemphasize it. There is also on page 12 talking about the meaning
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of unfunded acCrued liability, trying to cool people off from giving
sensationalist interpretations to it.
There is a game I am playing with you on page 11. Russ will go

through it and lead you through it. You will see that unfunded
accrued liabilities have gone from 1973 in this hypothetical illustra-
tion 200 million to 1977, 250 million. There are too many people who
would look at that and say, "That plan is going to hell." My point
is, that plan may not be going to hell at all and it may in fact be
at a very controlled level cost situation.
It is the last line below it which is the ratio of the unfunded

accrued liabilities divided by the payroll, which I think is a much
more reliable index of whether the plan is getting weaker financially
or stronger. In an inflationary time when the dollar is changing
meaning every day, too many people have simply looked at dollars
for a period of time and have come up with wrong interpretations.
This is why that index is there. This is why it scares me. We have too
many people meddling with it. The brokerage industry came out
with a list of unfunded accrued liabilities by State that was a disaster.
They had one State leading with zero just by the fact that they had
some questionable actuarial calculation that didn't lead to a number
in some report labeled, "unfunded accrued." They don't have any.
Aren't they wonderful? That State was not in good condition.
Mr. SIMON. Mr. Erlenborn.
Mr. ERLENBORN. Thank you. I have no questions.
Thank you, Mr. Roeder, for an excellent presentation.
Mr. SimoN. Mr. Thomas Leddy. I want to thank Mr. Leddy. I think

he was the first witness here. He is very patient.
Mr. LEDDY. I enjoyed listening to all the others.
Summary statement submitted by Mr. Leddy follows:]

SUMMARY STATEMENT OF THE AMERICAN INSTITUTE OF CERTIFIED PUBLIC
ACCOUNTANTS

The American Institute of Certified Public Accountants (AICPA) appreciates
the opportunity to present this statement to you on House Bill H.R. 14138.
My name is Thomas Leddy. Mr. Wade Williams is accompanying me. I am
a member of the Institute's Employee Benefit Plans and ERISA Committee.
Mr. Williams is the director of the Institute's Federal Legislative Affairs
division. Our principal recommendations relate to the provisions of H.R. 14138
that discuss the scope of the auditor's examination of plan financial statements.

Section 103 of H.R. 14138 requires the plan administrator of a State and
local public employee benefit plan to engage an independent auditor to examine
the financial statements of the plan in accordance with generally accepted
auditing standards. However, as presently drafted, the bill would also require
the plan administrator to restrict the scope of the auditor's examination with
respect to the two most significant items in the financial statements of the plan,
that is, the investments and actuarial information of the plan.
The AICPA believes that plan participants will not be provided the assurance

contemplated by H.R. 14138 if the scope of the independent auditor's examina-
tion does not include a plan's investments and actuarial information because
the certification by others, such as a bank, insurance carrier, or an actuary, that
the investments and actuarial information of the plan are accurate or correct
would not constitute an independent audit of those items.

Credit grantors, investors, and regulatory agencies such as the Securities
and Exchange Commission have long recognized the need for unrestricted in-
dependent audits of financial statements. Over the past fifty years, the account-
ing profession has developed standards for auditors to follow in making ex-
aminations of financial statements. Those standards are commonly referred
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to as generally accepted auditing standards. Use
rs are provided assurance when

the independent auditor is able through his 
examination, to determine that all

important matters have been disclosed, that the financial statements are

presented fairly in conformity with generally ac
cepted accounting principles,

and that those principles have been followed 
consistently. Whether or not

financial statements of State and local public em
ployee benefit plans should

be audited is a matter of public policy, which s
hould be based on the cost/

benefits of having independent audits of those pl
ans. If the Congress believes

that independent audits are warranted, the AICPA 
believes that the independent

auditor's examination should not be restricted.

A certification by a bank or an insurance carrier on 
the accuracy of a plan's

investment assets or a certification by an enrolled actu
ary on the correctness

of the actuarial information of the plan is not, 
but itself, sufficient audit

evidence for an auditor to express an unqualified 
opinion on the financial

statements of a plan because the information that is being 
certified as accurate

or correct is being done so by the person who originated th
e information in the

first place. The amount and kinds of evidential matter 
required to support an

informed opinion are matters for the independent auditor to 
determine in the

exercise of his professional judgment after a careful study of t
he circumstances

in the particular case. In making such decisions, the audit
or considers the na-

ture of the item under examination; the materiality of pos
sible errors and

irregularities; the degree of risk involved, which is dependen
t on the ade-

quacy of the internal control and susceptibility of the given item to 
conversion,

manipulation, or misstatement; and the kinds and competence of
 evidential

matter available.
We agree that the cost of many plan auditors visiting banks and 

insurance

carriers may exceed the related benefits. That is not to say thou
gh that an

unrestricted scope audit will always require the plan auditor to visit t
he bank

or insurance carrier holding the plan's investment assets because t
he plan

auditor could use what has become known in the auditing profession a
s the

"single auditor approach."
Under that approach, the plan auditor would obtain from the auditor of the

bank or insurance carrier, a report that provides assurance that the necessa
ry

procedures and review of internal accounting control of the appropriate ba
nk or

insurance carrier operations were performed. That assurance, when coupl
ed

with auditing procedures on information regarding plan transactions prepared

by the investment trustee and forwarded to the plan administrator, ordinari
ly

would be sufficient competent evidential matter to enable the plan auditor to

express an unqualified opinion on the financial statements of the plan. Alterna-

tively, it also may be possible under certain circumstances to obtain a confirma-

tion from the bank or an insurance carrier which, when coupled with other

auditing procedures, would satisfy generally accepted auditing standards; how-

ever, the independent auditor must be free to make that decision based on the

circumstances.
It is important to recognize that although banks and insurance carriers are

subject to periodic examinations by State or Federal authorities, those authori-

ties and the objective of their examination procedures are concerned with the

solvency of the institutions and not with the review of internal accounting con-

trols of banks' trust departments or insurance carriers' insurance contract oper-

ations nor with the examination of transactions relating to the assets of an indi-

vidual plan.
Information in plan financial statements ordinarily includes data, which may

be based on actuarial calculations. In examining that information in accord-

ance with generally accepted auditing standards, the independent auditor would

use the work of an actuary.
However, using the work of an actuary differs from relying on that work. Gen-

erally accepted auditing standards require the independent auditor to satisfy

himself concerning the professional qualifications and reputation of the actuary

whose work he intends to use, make reasonable inquiries of the actuary, and test
the census data that was provided to the actuary. Ordinarily, the independent
auditor would use the work of an actuary unless his auditing procedures lead
him to believe that the actuary's report is unreasonable in the circumstances.
The independent auditor must be able to make reasonable inquiries of the

actuary for several reasons. First of all, actuaries ordinarily do not test the
validity of the census data that is provided to them by the plan administrator.
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Consequently, the independent auditor must determine that the actuary used the

same census data that the auditor tested during his audit. In addition, the auditor

must be ble to inquire of the actuary about actuarial assumptions included in

the actuary's report if the auditor believes that one or more of them may be

unreasonable in the circumstances based on the auditors knowledge of the plan.

For example, if the actuary used an employee turnover assumption of 5 percent

and the independent auditor is aware that the experience of the plan is 50 percent,

the independent auditor should be free to discuss with the actuary the basis for

the employee turnover assumption.
If the independent auditor is precluded from applying to plan financial state-

ments the auditing procedures that he considers necessary in the circumstances,

which would happen if H.R. 14138 were adopted as presently drafted, generally

accepted auditing standards would require the independent auditor to disclaim

an opinion on the financial statements of the plan because of the significant
restriction on the scope of the auditor's examination. The AICPA believes that the
plan participants will not be provided the assurance contemplated by H.R. 14138
If the independent auditor disclaims an opinion on the financial statements of a
State and local public employee benefit plan.
We wish to thank you for the opportunity to present this statement. The AICPA

supports your efforts to establish disclosure and reporting requirements for
State and local public employee benefit plans and we look forward to the oppor-
tunity to assist you or your staff in that regard. For your convenience, we are
attaching our "Recommended Changes to H.R. 14138" which explain in more de-
tail our recommendations concerning changes to the legislation. We request that
our oral presentation and recommended changes to H.R. 14138 be made part of
the official record of these hearings.

AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS PUBLIC EMPLOYEE
RETIREMENT INCOME SECURITY ACT OF 1978—RECOMMENDED CHANGES TO
H.R. 14138

1. EXAMINATION OF PLAN ASSETS

Legislative recommendation
Revise subsection 103(i) (3) (A) of H.R. 14138 to read as follows:
The administrator of a plan shall engage, on behalf of all plan participants,

an independent public accountant who shall conduct an examination of the finan-
cial statements of the plan and express an opinion as to whether the financial
statements taken as a whole required to be included in the annual report of sub-
section (b) of this section are presented fairly in conformity with generally
accepted accounting principles applied on a consistent basis. Such examination
shall be conducted in accordance with generally accepted auditing standards and,
accordingly shall include such tests of the accounting records and such other
auditing procedures as the independent public accountant considers necessary in
the circumstances. The independent public accountant shall also express an
opinion as to whether the separate schedules specified in subsection (b) (2) of this
section present fairly in all material respects the information contained therein
when considered in conjunction with the financial statements taken as a whole.
The opinion of the independent public accountant shall be made a part of the
annual report. In a case where a plan is not required to file an annual report, the
requirements of this paragraph shall not apply. In a case where by reason of sec-
tion 104(a) (2) a plan is required only to file a simplified annual report, the Sec-
retary may waive the requirements of this paragraph.

Reasons for legislative recommendation
Subsection 103 (a ) (3) (A) of H.R. 14138 would require the administrator of a

State and local public employee benefit plan to engage an independent accountant
to make an examination of the financial statements of the plan in accordance
with generally accepted auditing standards and to express an opinion on whether
the financial statements required to be included in the plan's annual report are
presented fairly in conformity with generally accepted accounting principles.
However, subsection 103(a) (3) (A) also refers to subsection 103(a) (3) (C),
which provides that the independent accountant shall not express an opinion on
statements of a common or collective trust or a separate trust maintained by a
bank or a separate account maintained by an insurance carrier. Those statements
are required by subsection 108(b) (2) (G) to be included in the annual report
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under the schedule requirements. The foregoing subsections are 
reproduced as

Exhibit 1.
A certification by a bank on the accuracy of the statement of a se

parate trust

is not, by itself, sufficient audit evidence to enable an independent 
accountant to

express an opinion on plan financial statements, where the plan h
as a material

amount of its assets in a bank or with an insurance carrier. As a res
ult, if the

independent accountant is precluded from applying to those assets th
e auditing

procedures that he considers necessary in the circumstances, the sc
ope of the

accountant's examination has been restricted. Generally accepted auditing
 stand-

ards require an independent accountant to disclaim an opinion on finan
cial state-

ments if the scope of his examination is significantly restricted.

The AICPA believes that plan participants will not be provided the assur
ance

contemplated by H.R. 14138 if the independent accountant's examinat
ion is

restricted to exclude assets held in a bank or with an insurance carrier 
as per-

mitted by subsection 103 (a ) (3) (C) of the legislation. It is important to rec
og-

nize that examinations of plans' financial statements in accordance with ge
nerally

accepted auditing standards will not necessarily result in each plan audito
r visit-

ing banks and insurance carriers holding plans' assets. We agree with the 
ap-

parent view of Congress that the cost of many plan auditors visiting banks a
nd

insurance carriers may exceed the related benefits. But an audit of a plan c
on-

ducted in accordance with generally accepted auditing standards could 
involve

what has become known in the auditing profession as the "single auditor 
ap-

proach." Under that approach, each plan auditor would obtain from the a
uditor

of the plan's bank or insurance carrier a report which provides assurance t
hat

the necessary auditing procedures were performed. When coupled with procedures

performed at the plan, the plan auditor may express an opinion that the examina-

tion of the plan's financial statements was made in accordance with generally

accepted auditing standards. Under certain circumstances, obtaining a confirma-

tion from a bank or insurance carrier would, when coupled with other auditing

procedures, satisfy generally accepted auditing standards. In addition, it is

important to note that although banks and insurance carriers are subject to

periodic examination by state or Federal authorities, those authorities are pri-

marily interested in the solvency of those institutions and not with the review of

internal accounting controls nor with the examination of transactions relating

to the assets of an individual plan.
We believe that examinations of plan financial statements in accordance with

generally accepted auditing standards would provide an element of assurance to

plan participants as well as auxiliary benefits to all interested parties.

As background information, we would like to briefly discuss the benefits of an

independent audit of financial statements.
An "audit" is an examination of financial statements made in accordance with

generally accepted auditing standards by auditor who is independent of the

preparation of the financial statements and indeed independent of the client.

In their capacity as independent auditors, certified public accountants have one

important objective; namely, to perform an examination that will enable them to

express an opinion on whether the representations contained in the client's finan-

cial statements present fairly financial position, results of operations, and changes

in financial position in conformity with generally accepted accounting principles

applied on a consistent basis.
The audit must be conducted in accordance with professional standards. Pro-

fessional standards for auditing are promulgated by the AICPA. Accounting

standards, which establish generally accepted accounting principles, are promul-

gated by the Financial Accounting Standards Board (FASB).

In performing an examination, the independent auditor soeks to determine,

among other things, that all important matters have beon disclosed, that the

financial statements are in accordance with generally accepted accounting prin-

ciples, and that those principles have been followed consistently. The independent

auditor's examination includes only those auditing procedures that, in his judg-

ment, are necessary to enable him to express an opinion on the client's financial

statements. That means that the auditor has examined the financial statements in

accordance with the standards of the profession and is willing to be held respon-

sible for his opinion. It implies an orderly process of reasoning from particular

facts to a specific conclusion about a course of action, a process that has to be

both practical and logical.
The independent auditor is not an originator of either the financial statements

nor the data from which the financial statements are prepared. The financial state-
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ments and the systems, procedures, policies, and decisions that support 
them are

primarily the responsibility of management because management alone
 can con-

trol the systems and the people, make the decisions for the plan, and 
directly know

the bases for and consequences of those decisions. Professional standards
 preclude

the independent auditor from creating financial data and permit 
him only to

express an opinion on its presentation. Furthermore, the auditor must be 
inde-

pendent; that is, "he must be without bias with repect to the client under audit,

since otherwise he would lack the impartiality necessary for the depe
ndability

of his findings, however excellent his technical proficiency may be" (section 
220.02

of Statement on Auditing Standards No. 1).
To fulfill his responsibilities, the independent auditor must be in a position to

challenge all aspects of the financial statements including amounts determined

by the client and those determined by specialists that the client uses.

The primary benefit of an independent audit is the auditor's independence,

objectivity, and opinion on the financial statements. An auditor's independence

and objectivity must be visible and explicit because parties other than his client

also benefit from his work. Those parties include stockholders, plan beneficiaries,

lenders, regulatory agencies, and other interested parties. Clearly, the opinion

of an independent auditor has little value unless it rests unquestionably on the

integrity, independence, and objectivity of the accountant. The independent

auditor's role is unique; only he is in a position to perform an audit and express

an independent opinion on the financial statements taken as a whole, thus lending

credibility to management's representations.

2. EXAMINATION OF ACTUARIAL INFORMATION

Legislative recommendation

Delete subsection 103(a) ( 3) (B) of H.R. 14138.

Reasons for legislative recommendation

Section 103 ( a ) (3) (B) of H.R. 14138 provides that in expressing an opinion
on plan financial statements, "the accountant shall rely on the correctness of any
actuarial matter certified to by an enrolled actuary."
Actuarial information has a major impact on financial statements presented

in conformity with generally accepted accounting principles of an employee bene-
fit plan. The April 14, 1977 FASB exposure draft, Accounting and Reporting for
Defined Benefit Pension Plans, would increase that impact by requiring a state-
ment of accumulated benefits and a statement of changes in those benefits.
Because of the current and expected future impact of actuarial information

on plan financial statements, independent auditors need to use the work of actu-
aries in making their examinations of plan financial statements. However, using
the work of an actuary differs from relying on that work. The independent
auditor's responsibility in using the work of another professional is set forth in
Statement on Auditing Standards No. 11, Using the Work of a Specialist.1 (A
copy of the Statement is enclosed.)
The basic premise of SAS No. 11 is that the independent auditor is not qualified

to do the work of a specialist. The independent auditor, however, "may encounter
matters potentially material to the fair presentation of financial statements in
conformity with generally accepted accounting principles that require special
knowledge and that in his judgment require using the work of a specialist" (para-
graph 2 of SAS No. 11). The SAS specifically identifies actuaries as persons
possessing special skill or knowledge in a field other than accounting and auditing.
SAS No. 11 requires that the independent auditor satisfy himself concerning

the professional qualifications and the reputation of the specialist by inquiry or
other procedures as appropriate. In addition, paragraph 8 of SAS No. 11 states:
"Although the appropriateness and reasonableness of methods or assumptions
used and their application are the responsibility of the specialist, the auditor
should obtain an understanding of the methods or assumptions used by the spe-
cialist to determine whether the findings are suitable for corroborating the repre-

1 Statements on Auditing Standards are issued by the Auditing Standards Board, the
senior technical body of the AICPA designated to issue pronouncements on auditing mat-
ters. Rule 202 of the Institute's Code of Professional Ethics requires adherence to the
applicable generally accepteed auditing standards promulgated by the Institute. It recog-
nizes Statements on Auditing Standards as interpretations of generally accepted auditing
standards and requires that members be prepared to justify departures from those
Statements.
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sentations in the financial statements. 
The auditor should consider w

hether the

specialist's finding support the related 
representations in the financial sta

tements

and make appropriate tests of account
ing data provided by the client t

o the spe-

cialist." Thus, many (if not most) i
ndependent auditors believe that if 

plan ad-

ministrators include information that is
 based on the work of a specialist

, such

as the results of actuarial valuations
, in the financial statements of an em

ployee

benefit plan, independent auditors shoul
d make reasonable inquiries conce

rning

that information.
( Some independent auditors believe

 that even if actuarial informatio
n on

benefit obligations is not presented in a
 plan's financial statements, the work

 of

an actuarial aspects of contributions 
received and receivable and benefits 

paid

and payable.)
Paragraph 8 of SAS No. 11 continues: 

"Ordinarily, the auditor would use the

work of the specialist unless his procedu
res lead him to believe that the findings

are unreasonable in the circumstances." 
Please note the emphasis on the word

"use." The SAS does not include the ter
m "rely" because responsibility for the

independent auditor's opinion on the financi
al statements is not divided between

the independent auditor and the specialist.

An independent auditor follows the guidance
 in SAS No. 11 in using the work of

many specialists, including actuaries. For e
xample, an independent auditor may

need to use the work of a geologist or petrol
eum reservoir engineer in an exam-

ination of the financial statements of a c
ompany with oil and gas producing

activities, may test revenue recognition on a 
construction project using estimates

of the stage of completion prepared by an eng
ineer, or may satisfy himself as to

the carrying basis of real estate investments 
using the work of an appraiser. The

independent auditor's report on the examin
ation of the financial statements

ordinarily does not contain a reference to 
the work that those specialists per-

formed. Neither does the independent audito
r's report on the financial statements

of an employee benefit plan refer to the work of a
n actuary.

Paragraph 11 of SAS No. 11 specifically sta
tes that "the auditor should not

refer to the work or findings of the specialist.
 Such a reference in an unqualified

opinion might be misunderstood to be a qualific
ation of the auditor's opinion or a

division of responsibility, neither of which is in
tended. Further, there may be an

inference that the auditor making such refe
rence performed a more thorough

audit than an auditor not making such referenc
e." For those reasons, SAS No. 11

prohibits an independent auditor from refer
ring to the specialist in his report

unless the independent auditor decides to mod
ify his opinion as a result of the

report or findings of the specialist.
Some actuaries may argue that if the inde

pendent auditor is unwilling to

accept and rely on actuarial matters certified to b
y an enrolled actuary, then the

independent auditor has usurped his function and
 position. However, section 103

of H.R. 14138 requires that the independent audit
or make an examination of the

financial statements of the plan and express an o
pinion on whether those financial

statements taken as a whole are presented fai
rly in conformity with generally

accepted accounting principles: To fulfill his resp
onsibilities under H.R. 14138 and

under generally accepted auditing standards, the 
independent auditor must make

reasonable inquiries about all aspects of the fina
ncial statements of the plan,

including amounts determined by the plan's actuar
y.

The following are types of auditing procedures th
at many independent auditors

might apply to actuarial information that is disclos
ed in the financial statements

of a plan:
' (a) Obtain a copy of the latest actuarial rep

ort on the plan.

(b) Inquire about the professional qualifications and
 reputation of the actuary.

(e) Compare the actuarial cost methods and assumpt
ions used with those used

in the preceding period.
(d) Compare the actuarial information disclosed in

 the plan's financial state-

ments with related information in the actuarial report.

(e) Make appropriate tests of the census data that the
 plan administrator pro-

vided to the actuary.
(1) If necessary, make reasonable inquiries of the actua

ry concerning (a)

whether the actuary used the same census data that t
he independent auditor

tested in sten e and (b) the basis for certain actuarial assu
mptions if the inde-

pendent auditor, based on his knowledge of the plan, beli
eves that an assumption

is unreasonable in the circumstances. (For example, if the
 plan actuary used an

employee turnover assumption of 5 per year and the indepe
ndent auditor is aware
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that the experience of the plan is 50 per year, the independent auditor would
inquire of the plan's actuary regarding the basis for the employee turnover
assumption.) Originally, the independent auditor would use the work of the plan's
actuary unless the independent auditor's procedures lead him to believe that the
actuarial information is unreasonable in the circumstances.
The above procedures do not duplicate the work of the plan's actuary. The pur-

pose of the procedures are to enable the independent auditor to evaluate whether
the actuary's report corroborates the representations of the plan administrator
that are in the financial statements of the plan.
If the provisions of House Bill H.R. 14138 that would require the independent

auditor to rely on the correctness of any actuarial matter certified to by an
enrolled actuary are not deleted from the legislation, generally accepted auditing
standards would require the independent auditor to disclaim an opinion on a
plan's financial statements because the scope of his examination with respect to
actuarially determined information of the plan would be significantly restricted.
We recommend that subsection 103 (a ) (3) (B) of H.R. 14138 be deleted so that
independent auditors can apply those procedures that in their judgment are neces-
sary in the circumstances.

3. FINANCIAL STATEMENT REQUIREMENTS

Legislative recommendation
Delete subsections 103( b) (1) and (2) and references to them effective on the

issuance by the Financial Accounting Standards Board (FASB) of a Statement
of Financial Accounting Standards on Accounting and Reporting for Employee
Benefit Plans. In addition, do not permit the Internal Revenue Service or the
Department of Labor to (a) promulgate accounting principles for employee benefit
plans or (b) provide exceptions to generally accepted accounting principles.

Reasons for legislative recommendation
Subsection 103 (a ) (3) (A) requires that the financial statements of a plan be

presented fairly in conformity with generally accepted accounting principles
applied on a basis consistent with that of the preceding year. Accounting stand-
ards, which establish generally accepted accounting principles, are promulgated
by the Financial Accounting Standards Board (FASB ).2 The FASB is currently
studying accounting and reporting for employee benefit plans with the intention
of issuing a Statement by the end of 1979 that would establish generally accepted
accounting principles for those plans. The FASB has issued a discussion memo-
randum and issued an exposure draft of a Statement entitled, Accounting and
Reporting by Defined Benefit Pension Plans.

Subsections 103(b) (1) and (2) prescribe the financial statement and related
disclosure requirements for employee welfare benefit plans and employee pension
benefit plans, respectively. Those subsections may define, for purposes of com-
plying with H.R. 14138, what is required by generally accepted accounting prin-
ciples; however, as stated above, those principles are presently being established
by the FASB.

4. SCHEDULE REQUIREMENTS

Legislative recommendation
Delete subsection 103(b) (2) of H.R. 14138 and insert in its place:
(2) Those schedules relating to the statement required under paragraph (1)

that the Secretary of Labor deems necessary to accomplish the reporting and dis-
closure objectives of the Act.

Reasons for legislative recommendation
Subsection 103 (b) (2) prescribes the schedules required to be filed as part of

the annual report. Those schedules requirements are in some cases duplicative,
In other cases burdensome, and the reasons for requiring the information are
unclear. For example, subsection 103 (b) (2) (D) requires a detailed schedule of
each party-in-interest transaction regardless of size. A similar schedule require-
ment under ERISA requires only those party-in-interest transactions for which
there is not a statutory exemption under Part 4 of Title I or an administrative

2 The FASB is an independent organization charged with setting generally accepted
accounting principles. Its pronouncements are binding on members of the AICPA and are
considered to be authoritative by the Securties and Exchange Commission.
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exemption under section 408(a) of ERISA. We believe that the requirement for

a detailed schedule of each party-in-interest transaction should be modi
fied to

recognize the reduced schedule requirements under section 2520.103-10(b) (3)
 of

the Department of Labor's annual reporting regulations.

EXHIBIT 1—EXCERPTS FROM SECTION 103 OF H.R. 14138, "AN
NUAL REPORT"

103(a) (3) (A)

(3) (A) Except as provided in subparagraph (C), the administrator of a pla
n

shall engage, on behalf of all plan participants, an independent qualified public

accountant, who shall conduct such an examination of any financial statements of

the plan, and of other books and records of the plan, as the accountant may deem

necessary to enable the accountant to form an opinion as to whether the financial

statements and schedules required to be included in the annual report by sub-

section (b) of this section are presented fairly in conformity with genera
lly

accepted accounting principles applied on a basis consistent with that of the

preceding year. Such examination shall be conducted in accordance with gen-

erally accepted auditing standards, except as provided in subparagraph (B) and

(C), and shall involve such tests of the books and records of the plan as are

considered necessary by the independent qualified public accountant . . .

103(a) (3) (C)
(C) The opinion required by subparagraph (A) shall not be expressed as to

any statements required by subsection (b) (2) (G) prepared by a bank or simi
lar

institution or insurance carrier regulated and supervised and subject to periodic

examination by a State or Federal agency if such statements are certified by the

bank, similar institution, or insurance carrier as accurate and are made a part

of the annual report.

103(b) (2) (G)
(G) If some or all of the assets of a plan or plans are held in a common or

collective trust maintained by a bank or similar institution or in a separate

account maintained by an insurance carrier or a separate trust maintained by a

bank as trustee, the report shall include the most recent annual statement of

assets and liabilities of such common or collective trust, and in the case of a

separate account or a separate trust, such other information as is required by the

administrator in order to comply with this subsection.

•
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Statement on
Auditing Standards

CPA

December 197

Using the Work of a Specialist

1. The purpose of this Statement is to provide guidance to the
auditor who uses the work of a specialist in performing an examination
of financial statements in accordance with generally accepted audit-
ing standards.' For purposes of this Statement, a specialist is a person
( or firm) possessing special skill or knowledge in a particular field
other than accounting or auditing. Examples of such specialists in-
clude actuaries, appraisers, attorneys, engineers, and geologists.2

Decision to Use the Work of a Specialist
2. The auditor's education and experience enable him to be knowl-

edgeable about business matters in general, but he is not expected to
have the expertise of a person trained for or qualified to engage in the
practice of another profession or occupation. During his examination,
however, an auditor may encounter matters potentially material to
the fair presentation of financial statements in conformity with gen-
erally accepted accounting principles that require special knowledge
and that in his judgment require using the work of a specialist.

This Statement does not apply to using the work of a specialist who is a memberof the auditor's staff, or to the form or content of letters of audit inquiry concern-ing litigation, claims, or assessments and lawyers' responses thereto.
2 For purposes of this Statement, a person whose special skill or knowledge relatesto the internal affairs or business practices of the client, such as a credit or plantmanager, is not considered a specialist.

Copyright © 1976 by the
American Institute of Certified Public Accountants, Inc.
1211 Avenue of the Americas, New York, N .Y . 10036
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3. Examples of the types of matters that the auditor may decide

require him to consider using the work of a specialist include, but are

not limited to, the following:

a. Valuation ( e.g., works of art, special drugs, and restricted securi-

ties
b. Determination of physical characteristics relating to quantity on

hand or condition ( e.g., mineral reserves or materials stored in

piles above ground).

c. Determination of amounts derived by using specialized tech-

niques or methods ( e.g., certain actuarial determinations).

d. Interpretation of technical requirements, regulations, or agree-

ments ( e.g., the potential significance of contracts or other legal

documents, or legal title to property).

4. In performing an examination of financial statements in accord-

ance with generally accepted auditing standards, the auditor may use

the work of a specialist as an audit procedure to obtain competent

evidential matter. The circumstances surrounding the use of a spe-

cialist differ. Although the familiarity of individual auditors with the

work performed by certain types of specialists may differ, the auditing

procedures necessary to comply with generally accepted auditing

standards need not vary as a result of the extent of the auditor's

knowledge.

Selecting a Specialist
5. The auditor should satisfy himself concerning the professional

qualifications and reputation of the specialist by inquiry or other pro-

cedures, as appropriate. The auditor should consider the following:

a. The professional certification, license, or other recognition of the

competence of the specialist in his field, as appropriate.

b. The reputation and standing of the specialist in the views of his

peers and others familiar with his capability or performance.

c. The relationship, if any, of the specialist to the client.

6. Ordinarily, the auditor should attempt to obtain a specialist who

is unrelated to the client. However, when the circumstances so war-

rant, work of a specialist having a relationship to the client may be

2 Statement on Auditing Standards
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acceptable ( see paragraph 8). Work of a specialist unrelated to the
client will usually provide the auditor with greater assurance of re-
liability because of the absence of a relationship that might impair
objectivity.

7. An understanding should exist among the auditor, the client,
and the specialist as to the nature of the work to be performed by the
specialist. Preferably, the understanding should be documented and
should cover the following:

a. The objectives and scope of the specialist's work.
b. The specialist's representations as to his relationship, if any, to the

client.
c. The methods or assumptions to be used.
d. A comparison of the methods or assumptions to be used with those

used in the preceding period.
e. The specialist's understanding of the auditor's corroborative use

of the specialist's findings in relation to the representations in the
financial statements.

f. The form and content of the specialist's report that would enable
the auditor to make the evaluation described in paragraph 8.

Using the Findings of the Specialist
8. Although the appropriateness and reasonableness of methods or

assumptions used and their application are the responsibility of the
specialist, the auditor should obtain an understanding of the methods
or assumptions used by the specialist to determine whether the find-
ings are suitable for corroborating the representations in the financial
statements. The auditor should consider whether the specialist's find-
ings support the related representations in the financial statements
and make appropriate tests of accounting data provided by the client
to the specialist. Ordinarily, the auditor would use the work of the
specialist unless his procedures lead him to believe that the findings
are unreasonable in the circumstances. If the specialist is related to
the client ( see paragraph 6), the auditor should consider performing
additional procedures with respect to some or all of the related
specialist's assumptions, methods, or findings to determine that the
findings are not unreasonable or engage an outside specialist for that
purpose.

Using the Work of a Specialist 3
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Effect of the Specialist's Work on the Auditor's Report
9. If the auditor determines that the specialist's findings support

the related representations in the financial statements, he may reason-

ably conclude that he has obtained sufficient competent evidential

matter. If there is a material difference between the specialist's find-

ings and the representations in the financial statements, or if the

auditor believes that the determinations made by the specialist are

unreasonable, he should apply additional procedures. If after apply-

ing any additional procedures that might be appropriate he is unable

to resolve the matter, the auditor should obtain the opinion of another

specialist, unless it appears to the auditor that the matter cannot be

resolved. A matter that has not been resolved will ordinarily cause

the auditor to conclude that he should qualify his opinion or disclaim

an opinion because the inability to obtain sufficient competent evi-

dential matter as to an assertion of material significance in the finan-

cial statements constitutes a scope limitation ( see SAS No. 2, para-

graphs 10 and 11).

10. The auditor may conclude after performing additional pro-

cedures, including possibly obtaining the opinion of another specialist,

that the representations in the financial statements are not in con-

formity with generally accepted accounting principles. In that event,

he should express a qualified or adverse opinion ( see SAS No. 2, para-

graphs 15-17).

Reference to the Specialist in the Auditor's Report
11. When expressing an unqualified opinion, the auditor should not

refer to the work or findings of the specialist. Such a reference in an

unqualified opinion might be misunderstood to be a qualification of

the auditor's opinion or a division of responsibility, neither of which

is intended. Further, there may be an inference that the auditor mak-

ing such reference performed a more thorough audit than an auditor

not making such reference.

12. If the auditor decides to modify his opinion ( see paragraphs

9 and 10) as a result of the report or findings of the specialist, refer-

en.ce to and identification of the specialist may be made in the

auditor's report if the auditor believes such reference will facilitate

an understanding of the reason for the modification.

4 Statement on Auditing Standards
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The Statement entitled "Using the Work of a Specialist" was adopted
unanimously by the twenty-one members of the Committee, of whom
three, Messrs. Badecker, Lisk and Nelson, assented with qualifications.

Messrs. Badecker and Lisk approve issuance of this Statement but
qualify their assent because they disagree with paragraph 11, which pro-
hibits reference to the specialist in the auditor's unqualified report. They
believe there may be circumstances when such reference will serve to
better inform the reader as to the nature and character of an examination
made in accordance with generally accepted auditing standards and the
extent of the auditor's responsibility. They believe 'that the auditor
should be held only to a standard of reasonableness and due care in the
selection of the specialist and that silence with respect to the work of the
specialist and the auditor's reliance on that work may imply the possession
of skills by the auditor in an area in which he lacks qualification.

Mr. Nelson approves issuance of this Statement but qualifies his assent
because he believes that the Statement may necessitate changing ar-
rangements previously made with clients and specialists. Consequently,
an effective date should be specified to allow for an orderly implementa-
tion of the provisions promulgated in the Statement.
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STATEMENT OF THOMAS LEDDY, EMPLOYEE BENEFIT PLANS AND

ERISA COMMITTEE, AMERICAN INSTITUTE OF CERTIFIED

PUBLIC ACCOUNTANTS, ACCOMPANIED BY WADE WILLIAMS,

DIRECTOR, FEDERAL LEGISLATIVE AFFAIRS DIVISION, AMER-

ICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS

Mr. LEDDY. The American Institute of Certified Public Accountants

appreciates the opportunity of presenting this statement. I would also

like to indicate personally having the 'opportunity to return to DuPage

County for quite some time.
My name is Thomas Leddy. Mr. Wade Williams is accompanying

me. I am a member of the institute's employee benefits plans and

ERISA committee. Mr. Williams is the director of the institute's Fed-

eral legislative affairs division. Our principal recommendations relate

to the provisions of H.R. 14138 that discuss the scope of the auditor's

examination of plan financial statements.
Section 103 of H.R. 14138 requires the plan administrator of a State

and. local public employee benefit plan to engage an independent

auditor to examine the financial statements of the plan in accordance

with generally accepted auditing standards. However, as presently

drafted, the bill would also require the plan administrator to restridt

the scope of the auditor's examination with respect to the two most

significant items in the financial statements of the plan, that is, the

investments and actuarial information of the plan. The AICPA be-

lieves that plan participants will not be provided the assurance con-

templated by H.R. 14138 if the scope of the independent auditor's

examination does not include a plan's investments and actuarial infor-

mation because the certification by others, such as a bank, insurance

carrier or an actuary that the investments and actuarial information of

the plan are accurate or correct would not constitute an independent

audit of those items.
Credit grantors, investors and regulatory agencies such as the Secu-

rities and Exchange Commission have long recognized the need for un-

restricted independent audits of financial statements. Over the past 50

years, the accounting profession has developed standards for auditors

to follow in making examinations of financial statements. Those stand-

ards are commonly referred to as generally accepted auditing stand-

ards. Users are provided assurance when the independent auditor is

able through his examination, to determine that all important matters

have been disclosed, that the financial statements are presented fairly

in conformity with generally accepted accounting principles, and that

those principles have been followed consistently. Whether or not

financial statements of State and local public employee benefit plans

should be audited is a matter of public policy, which should be based

on the cost/benefits of having independent audits of those plans. If the

Congress believes that independent audits are warranted, the AICPA

believes that the independent auditor's examination should not be

restricted.
A certification by a bank or an insurance carrier or the accuracy of a

plan's investment assets or a certification by an enrolled actuary on the

correctness of the actuarial information of the plan is not, by itself,
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sufficient audit evidence for an auditor to express an unqualified opin-
ion on the financial statements of a plan because the information that
is being certified as accurate or correct is being done so by the person
who originated the information in the first place.
The amount and kinds of evidential matter required to support an

informed opinion are matters for the independent auditor to determine
in the exercise of his professional judgement after a careful study of
the circumstances in the particular case. In making such decisions, the
auditor considers the nature of the item under examination, the mate-
riality of possible errors and irregularities, the degree of risk involved,
which is dependent on the adequacy of the internal control and sus-
ceptibility of the given item to conversion, manip,ulation or misstate-
ment, and the kinds and competence of evidential matter available.
We agree that the cost of many plan auditors visiting banks and

insurance carriers may exceed the related benefits. That is not to say
though that an unrestricted scope audit will always require the plan
auditor to visit the bank or insurance carrier holding the plan's invest-
ment assets because the plan auditor could use what has become known
in the auditing profession as the "single auditor approach." Under that
.approach, the plan auditor could obtain from the auditor of the bank
or insurance carrier a report that provides assurance that the necessary
procedures and review of internal accounting control of the appropri-
ate bank or insurance carrier operations were performed. That assur-
ance, when coupled with auditing procedures on information regarding
plan transactions prepared by the investment trustee and forwarded to
the plan administrator, ordinarily would be sufficient competent evi-
dential matter to enable the plan auditor to express an unqualified
opinion on the financial statements of the plan. Alternatively, it also
may be possible under certain circumstances to obtain a confirmation
from the bank or an insurance carrier which, when coupled with other
auditing procedures, would satisfy generally accepted auditing stand-
ards; however, the independent auditor must be free to make that
decision based on the circumstances.
It is important to recognize that although banks and insurance car-

riers are subject to periodic examinations by State or Federal authori-
ties, those authorities and the objective of their examination procedures
are concerned with the solvency of the institutions and not with the
review of internal accounting controls of banks' trust departments
or insurance carriers' insurance contract operations nor with the
examination of transactions relating to the assets of an individual plan.
Information in plan financial statements ordinarily includes data

which may be based on actuarial cslculations. In e'nining that infor-
mation in accordance with generally accepted auditing standards, the
independent auditor would use the work of an actuary. However, using
the work of an actuary differs from relying on that work. Generally
accepted auditing standards require the independent auditor to satisfy
himself concerning the professional qualifications and reputation of
the actuary whose work he intends to use, make reasonable inquiries of
the actuary, and test the census data that was provided to the actuary.
Ordinarily, the independent auditor would use the work of an actuary
unless his auditing procedures lead him to believe that the actuary's
report is unreasonable in the circumstances.
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The independent auditor must be able to make reasonable inquiries
of the actuary for several reasons. First of all, actuaries ordinarily do
not test the validity of the census data that is provided to them by the
plan administrator. Consequently, the independent auditor must deter-
mine that the actuary used the same census data that the auditor tested
during his audit. In addition, the auditor must be able to inquire of the
actuary about actuarial assumptions included in the actuary's report if
the auditor believes that one or more of them may be unreasonable in
the circumstances based on the auditor's knowledge of the plan.
For example, if the actuary used an employee turnover assumption

of 5 percent and the independent auditor is aware that the experience
of the plan is 50 percent, the independent auditor should be free to

discuss with the actuary the basis for the employee turnover assump-
tion. This disparity is made here to make a point, not to indicate that

this is actually the case.
If the independent auditor is precluded from applying to plan

financial statements the auditing procedures that he considers neces-
sary in the circumstances, which would happen if H.R. 14138 were
adopted as presently drafted, generally accepted auditing standards
would require the independent auditor to disclaim an opinion on the
financial statements of the plan because of the significant restriction
on the scope of the auditor's examination. The AICPA believes that
the plan participants will not be provided the assurance contemplated
by H.R. 14138 if the independent auditor disclaims an opinion on the
financial statements of a State and local public employee benefit plan.
We wish to thank you for the opportunity to present this statement.

The AICPA supports your efforts to establish disclosure and reporting
requirements for State and local public employee benefit plans and we
look forward to the opportunity to assist you or your staff in that
regard. For your convenience, we are attaching our recommended
changes to H.R. 14138 which explain in more detail our recommenda-
tions concerning changes to the legislation. We request that our oral

presentation and recommended changes to H.R. 14138 be made part of

the official record of these hearings.
Mr. SimoN. They will be made a part of the record.
What type of increased costs are you talking about?
Mr. LEDDY. Increased costs over what?
Mr. SimoN. When you expand the audit as you are talking about.

Mr. LEDDY. Based on what is currently contemplated basically we

would not be able to express an opinion. So it would vary with the

individual plan, how the assets were invested, and how many employees

were participants.
Mr. SimoN. I don't know if there is such a thing as an average audit.

But a plan, let's just say that if a plan with $100 million in assets, it

costs now roughly what would you guess?
Mr. LEDDY. As the bill stands right now?
Mr. SIMON. Yes.
Mr. LEDDY. How many participants would there be in such a plan?

Mr. SimoN. 1.000, pulling these figures out of the air.
Mr. LEDDY. I don't think I can give you an answer. It would depend

on how they are invested. If they are invested in one investment ve-

hicle it would be a lot more simplified than it would if they were in-



261

vested in many vehicles. If this was a multilocation plan where the
census data, payroll records, would be located in 10 or 15 different lo-
cations as opposed to 1 location, the cost would vary significantly as
well.
The only experience I can give you is from the private sector. I have

been familiar with it under ERISA. I would say the average cost of a
full audit of a pension plan could generally be in the range of $5,000 to
$20,000, depending on the complexity and size of the plan. There are
some that are higher. There are some that are lower. Maybe the $5,000
to $10,000 range would be the mean.
Mr. SimoN. Using the 5 to 20 figure that you are talking about, the

kind of increment that you are talking about in auditing, would add
what if anything? Again I realize circumstances vary so much.
Mr. LEDDY. I would say it would have a significant impact on it in

most cases because the two portions that are being restricted from the
scope of examination really are the guts of most plans.
That leads into why we feel if we are not able to audit those two

areas, we would be unable to express an opinion on the plan, because
what has been excluded from the scope of our audit is so great that
what was left to audit wouldn't give us enough competent evidential
matter to express a professional opinion.
Mr. SimoN. The aim of the legislation obviously is to keep costs-
Mr. LEDDY. Absolutely.
Mr. SimoN. And everything down to a minimum. I can see the point

you make too.
Mr. Erlenborn ?
Mr. ERLENBORN. I have no questions. Thank you, Mr. Chairman.
Mr. SimoN. We thank you both very much, for your testimony and

your patience.
The final witness, Mr. Dale Gustafson, the president of the Ameri-

can Academy of Actuaries, is not here, I don't believe. But we will
enter his testimony in the record and we thank all of you for your.
presence.
Does anyone else have any words of wisdom?
Mr. KAITscH. I am not on your written list, Mr. Chairman. But I

have submitted copies of my testimony. It is very short. The hour is
late.
[The prepared statement of Mr. Kausch follows

STATEMENT OF RALPH W. KAUSCH, EXECUTIVE DIRECTOR, ILLINOIS MUNICIPAL
RETIREMENT FUND, CHICAGO, ILL.

Congressman Erlenborn, my name is Ralph W. Kausch, and I am the Executive
Director of the Illinois Municipal Retirement Fund, a public employee retire-
ment system for 103,000 employees of local governments throughout the State of
Illinois. My testimony in opposition to H.R. 14138 will be short and to a specific
point.
As a retirement system administrator, it would be rather easy for me to adopt

a passive attitude toward this bill. After all the bill does not add any onerous
duties to retirement administrators as it merely establishes fiduciary standards
which generally are already required by state laws, imposes some reporting re-
quirements which can be met by any system that maintains good records, and
requires disclosure of plan provisions which the members of a retirement system
are most certainly entitled. There are some who would oppose this bill because
It does not address itself to the most serious problem facing the majority of fed-
eral, state, and local retirement systems—that is their badly underfunded status.
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Nor does it require the hundreds of public employ
ee retirement systems with 20

or nothing vesting provisions to conform to the
 short vesting standards con-

tained in ERISA.
All in all this bill is simply limited parts of ERISA

. applied to the public sector.

However, what it would result in, I believe, is s
everal Liundred auu_Lional people

at the state and federal levels to comply with its
 requirements on the one hand

and to write regulations and otherwise ensure co
mpliance on the other.

Congressman Erlenborn, that is my basic objecti
on to this bill. Taxpayers all

across the land are insisting that Co'ngress stop 
imposing additional regulatory

controls, and that it decrease the burden of taxes u
pon its citizens. On those

points this bi'l goes against the current grain of
 public sentiment.

Granted—that this bill would result in no gigantic
 0.S.H.A. or E.E.O.C., but

the federal government already spends an amount
 equal to 23 percent of this

nation's entire gross national product. Without exce
ption every economist I have

read or heard indicates that this level of spend
ing is excessive and that this

percentage must be reduced. It seems to me the mess
age from the taxpayers is

clear enough. They are saying no more—not even 
a little bit. In light of that

sentiment I urge that this bill be tabled or withdrawn.

Thank you for the opportunity of appearing before you.
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s level

of spending is excessive and that this percentage must be reduc
ed.
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It seems to me the message from the taxpayers is clear enough. They
are saying, "No more, not even a little bit." In light of that sentiment
I urge that this bill be tabled or withdrawn.
Thank you for the opportunity of appearing before you.
I have a final comment to make. It is not in my written statement

because I only heard this this morning. But I think you have been
presented with an outstanding suggestion from Dr. Winklevoss. That
is really related to the point I am making. I am not a shill for Dr.
Winklevoss. I don't even know the gentleman. But I think he gave you
an idea which really should be pursued. Instead of establishing a bu-
reacracy that is going to require thousands of retirement systems to
submit reports that are going to be reviewed by Federal employees,
most of which are doing their job adequately, this would direct its
attention to the systems that you referred to this morning with abuses
and create a much smaller agency that would only go at the abuses and
leave the systems alone that are doing the job properly now. I would
urge you to follow through with that suggestion from Dr. Winklevoss.
Thank you.
Mr. SimoN. We thank you very much. Incidentally, if it is encour-

aging to you, we are now below 22 percent.
Mr. KAUSCH. I stand corrected.
Mr. Simoisr. If I may, while Roy Baker is here, do you react posi-

tively also to this suggestion of Dr. Winklevoss?
Mr. BAKER. Yes. We were just talking about it. It is a reasonable

solution to the whole problem.
Mr. KAUSCH. It is what Mr. Roeder was putting his finger on. What

we really fear, as retirement administrators, is that a he,avyhanded
bureacracy will be established to correct the abuses that you are re-
ferring to. In effect it swats at flies with a sledgehammer.
Mr. ERLENBORN. Could I comment? It is exactly why we have hear-

ings like this. Sometimes darn good ideas occur as a result of these
hearings. A sort of consensus begins to evolve, which I have the feel-
ing is occurring here.
Let me ask a question. How do you measure performance? You can

have a Governor certify that there is a law on the books which is com-
plying with the standard. But how are we to know that that law is
being enforced?
Mr. KAUSCH. I don't know if you were addressing that question to

me or in general.
Mr. ERLENBORN. Any one of you.
Mr. KAUSCH. I was thinking you could pass legislation essentially

similar to what you now have. Instead of requiring on an annual basis
each retirement system to submit something for review by some Fed-
eral employee, dictating the kinds of retirement material that you
have to issue, I think sometimes the "tail wags the dog" there. I have
field representatives covering this State who come back to me and tell
me the most commonly asked questions by members of our retirement
system. So we modify our retirement information to explain the bene-
fits as we think they should be explained, then adding into it what we
know are the questions most commonly asked.
As someone testified this morning, otherwise you will get somebody

at the Federal level with no idea of the requirements of your sys-
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tern, dictating to you what your retirement leaflet ought to lo
ok like.

So it doesn't really cover what it ought to, just what some
one thinks

it ought to who doesn't know.
Specifically to try to cope with the question you are saying, I

 would

envision something that would, say, review your system one t
ime and

give you a badge of conformance, something that says, "Now w
e don't

have to look at you again for 5 years or 10 years and we are goi
ng to

concentrate our attention where they fall short and where ther
e are

abuses." And you would focus on those where there are abuses 
and

leave the ones that are adequately administered alone.

Mr. SnroN. It seems to me we could entrust some agency if there ar
e

complaints from AFSCME or from any group that there is not
 com-

pliance, then you could take a look.
Mr. LEIBIG. I am an attorney, interested in this area. I talked ab

out

this with Roy Schotland, who was one of the first witnesses tod
ay.

While we are somewhat leary of this approach, we being AF
SCME,

there are some things we think could be workable in it.

I think one of the ways the enforcement could be taken care of is 
if a,

person who felt that a -State that was supposedly complying, was 
cer-

tified as a certified State, and was in fact not enforcing or compl
ying,

if people felt they were injured by that and had a Federal reme
dy to

insure the States were complying.
One of the problems we have had (and actually AFSCME ha

s spent

a lot of money on in some cases) is trying to get a State for insta
nce to

put up the money they promised to put up. That kind of liti
gation

takes a long time. It is frustrating at the State level. If there
 were

ways of enforcement in the Federal courts, even if it was a Stat
e sys-

tem on disclosure, it might be helpful.
Mr. ERLENBORN. I think you are getting into an area that wou

ldn't

necessarily be covered in this legislation and that is funding.

Mr. LEIBIG. No, no. All I am saying is if you have reportin
g and

disclosure requirements, our problem is the State level fundi
ng rule.

But the State fiduciaries don't put the money in that is required 
under

the State law. Your complaint isn't that the funding isn't high en
ough.

It is that they are not even obeying their own State rule on wha
t the

funding should be.
Mr. SimoN. What you are saying is there would be a Federal 

remedy

also in disclosure.
Mr. LEIBIG. Yes. If the States don't meet their own rule

s, if you

had a remedy, if there was something you could do about it, yo
u could

go to the Federal Government and say, "They are not foll
owing their

own rules."
Mr. SimoN. The last scheduled witness has appeared. Th

ank you

very much, Mr. Kausch, for your statement.

MICHAEL L. MORY, EXECUTIVE SECRETARY, STATE EMPLOY
EES'

RETIREMENT SYSTEM

Mr. MORY. I am Mike Mory, executive secretary of the Sta
te Em-

ployees Retirement System. Speaking to this State regulatio
n, Illinois

has a mechanism that handles that capacity now. The Illinois 
Depart-

ment of Insurance has a provision that does have a quasi-r
egulatory
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authority over all public systems in the State. Practically speaking,
because of local police and firemen's funds, the staff operates pretty
much within the small fund sector. But certainly that staff could be
increased. And if there were consolidation at some point of the small
funds accomplished, they currently have the statutory authority nec-
essary to implement this form of regulation at the State level. I think
it would be possible to have that agency , whatever it would be, within
a State to have a State agency, that in essence we already have, that
could certify to the Federal Government compliance with the Federal
mandate.
I would also emphasize again the point that Ralph made and some

of the other speakers, that almost all the things that are in this bill,
the larger systems that all of us represent are 'doing. The problem is
we may not be doing them exactly the way that this bill dictates. That
is the part that is kind of hard for me to understand.
In our system of communication for example with our members, to

deal with our particular situation, which is not the same as the teachers'
system, which is a multiple employer system or a single employer
system, there are characteristics that may not be true for policemen
and firemen and so forth. I hate to see a situation develop where all of
these are rigidly mandated with no flexibility for the system involved.
To put this material together in a manner that we know from experi-
ence has worked with our members.
We provide benefit estimates now based on the request of the member

based on his expected date of retirement. Most people want this kind
of information at some point prior to retirement so they can at least
reasonably plan for their retirement at some point in the future.
Our basic benefit structure is dictated by the law in effect when a

person withdraws from service. When we plan amendments to our
benefit program they do not affect inactive vested members. I know
that is different from amendments made generally to private sector
plans.
So to introduce as a mandate a very rigid structure at the Federal

level in instances where the same type of thing is being done but maybe
not in that format, thus requiring additional expenses to convert,
just can't see the justification for it.
I would also endorse the recommendation that has been made here

that if Federal standards are executed they should be very broad
standards that could be enforced by some established agency at the
State level. Again I see no need to establish and separate compete new
bureaucratic body at the State level. In Illinois the agency could handle
this with a minimal increase in staff time.
So I would strongly ask the members of this committee to thoroughly

review that type of proposal.
[ Statement submitted by Mr. Mory may be found in appendix.]
Mr. SIMON. Thank you.
[Statement submitted by Mr. Kellison follows:]

STATEMENT OF THE AMERICAN ACADEMY OF ACTUARIES ON HR 14138 ("PEsisA")

I. INTRODUCTION

The American Academy of Actuaries ("Academy") is pleased to submit these
comments on HR 14138, the Public Employee Retirement Income Security Act of
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1978 (PERISA) . The Academy is vitally interested i
n this bill, since the large

majority of actuaries performing actuarial services for
 state and local public

employee retirement systems are members of the Academ
y. Appendix A contains

some background information about the Academy.

HR 14138 is a very comprehensive bill which has a numb
er of provisions that

would affect the work of actuaries in connection with st
ate and local public em-

ployee retirement systems. However, we would prefer to co
mment today on only

one aspect of the bill; namely, the relationship between actu
aries and accountants

under the bill. We would like to study the bill more th
oroughly and defer any

comments on other aspects of the bill until hearings which we
 anticipate will be

held in 1979.

REATIONSHIP BETWEEN ACTUARIES AND ACCOUNTANTS

The relationship between actuaries and accountants under t
he Employee Retire-

ment Income Security Act of 1974 (ERISA) is important ba
ckground to consider,

since the general framework of PERSIA is analogous to that c
ontained in ERISA

in this connection. However, despite the similarity between 
the two, PERSIA

contains some fundamental differences from ERISA which wil
l be discussed later

in Section III of this statement. •
Section 103 of ERISA appears to create a division of res

ponsibility between

actuaries and accountants. The actuary's report is concern
ed with such items as

the determination of present values for future benefit paymen
ts and the various

computations required to determine whether the plan com
plies with minimum

funding requirements. The accountants' report is concerned wi
th a proper pre-

sentation of the financial status of the pension fund itself.

Despite this apparently clear division of responsibility contemp
lated by ERISA,

some differences of opinion have arisen between actuaries and 
accountants con-

cerning their relative roles under the Act. One major area of 
difference has

involved the wishes of the accounting profession to include a
ctuarial present

values in the financial statements of the plan.
ERISA does not require, or even imply. that this was the intent;

 in fact, there

is considerable evidence that Congress intended that such actuar
ial values not be

included in the financial statements of the plan. Current proposals o
f the account-

ing profession to include actuarial values in the financial statem
ents rests solely

on the broad discretion given the accounting profession to defi
ne "generally

accepted accounting principles".
The dialogue on this issue has recently been focused on the exposu

re draft of

the Financial Accounting Standards Board ( FASB) issued in Apri
l, 1977 which

attempts to define generally accepted accounting principles for pensi
on plans. That

exposure draft, if implemented without change, would lead to the 
reporting of

two sets of actuarial present value figures which are likely to d
iffer substan-

tially—one by the accountant in the plan's financial statements and
 the other by

the actuary in the required actuarial statement. This unfortunate
 result would.

prcduce considerable confusion among plan participants, plan sponso
rs, and other

interested parties.
The Academy believes that requiring actuarial present values to appe

ar in the

financial statements of the plan is both unnecessary and confus
ing, and that

Section 103 of ERISA only requires the accountant's report to be co
ncerned with

the pension fund itself. However, the FASB has a responsibil
ity for defining

generally accepted accounting principles and we recognize tha
t some type of

actuarial present value figures may be required by the FASB t
o appear in the

financial statements of the plan. Accordingly, the Academy has p
articipated in

extensive discussions with the FASB and the U.S. Department
 of Labor in

attempting to arrive at a mutually acceptable method of determinin
g the present

value of accrued benefits for this purpose, if in fact, it is to be incl
uded. Con-

siderable progress has been made in this endeavor, although a coupl
e of knotty

problems yet remain to be resolved. It is important to stress agai
n that the

actuary's report will include actuarial present values for funding purp
oses which

are substantially different from this value which may be required for th
e financial

statements of the plan.
A second unresolved problem area has arisen in the auditing area. Secti

on 103

of ERISA provides that the accountant may rely on the correctness
 of any

actuarial matter certified to by an enrolled actuary, if he so states h
is reliance

(and conversely, that actuaries may rely on the work product of quali
fied ac-
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countants in an analogous manner.) However, this provision has never become
operational in the manner which Congress intended. This results from audit
guidelines ( which predate ERISA) of the American Institute of Certified Public
Accountants (AICPA) to the effect that any opinion of an auditor which expresses
reliance on the work of others becomes a "qualified opinion," with all the result-
ing negative connotations attached to that term. The AICPA has not changed this
position, despite the statutory authority for such an expression of reliance con-
tained in ERISA, although the matter is currently under study.

III. ANALYSIS OF H.R. 14138

Section 103 of PERISA is quite analogous to Section 103 of ERISA in deal-
ing with the relationship between actuaries and accountants with two notable
exceptions:

1. Section 103 (a ) (3) (B) provides that the accountant shall rely on the correct-
ness of any actuarial matter certified to by an enrolled actuary. Likewise, Section
103(a) (4) (C) provides for similar reliance by actuaries on accountants. Thus,
PERISA changes the voluntary reliance of ERISA to compulsory reliance.

2. Section 103(a) (3) (A) of ERISA indicates that audits shall be conducted in
accordance with "generally accepted auditing standards." Section 103 (a ) (3) (A)
of PERISA contains the same wording, with the important addition that the
reliance provisions described above are specifically authorized, even though
departing from generally accepted auditing standards as presently defined by the
AICPA.
The Academy strongly endorses these two provisions contained in PERISA. We

believe that they would be quite beneficial in resolving the difficulties which have
arisen under ERISA, as described in Section II of this statement.
In addition, there are a few other amendments which could be made to further

clarify the relative roles of the two professions. These amendments are con-
sistent with the intent of H.R. 14138 and are submitted for the consideration of
the Committee in Appendix B.

IV. OTHER LEGISLATION

We would also like to call attention to S. 3017 (the William-Javits bill), which
is an omnibus ERISA-revision measure that was also introduced in 1978. S. 3017
contains proposed changes to ERISA which would make the two changes de-
scribed above in Section III of this statement. Thus, on the issue of the relation-
ship between the actuarial and accounting professions there is consistency be-
tween S. 3017 and H.R. 14138.
The Academy testified in favor of this portion of S. 3017 at a public hearing

held on August 17, 1978. Amendments similar to those contained in Appendix B
were also recommended for adoption into S. 3017. We would urge that provisions
similar to those contained in H.R. 14138 and S. 3017 be incorporated in any
ERISA-revision bills developed in the House of Representatives in the next ses-
sion of the Congress.

V. SUMMARY

In summary, the Academy strongly supports the provisions of H.R. 14138 con-
cerning the relationship between actuaries and accountants. We would also like
to recommend additional amendments which are consistent with the intent of the
bill to further clarify this relationship. Finally, we wish to defer until a later date
any comments on other aspects of the bill.

APPENDIX A

BACKGROUND INFORMATION ON THE AMERICAN ACADEMY OF ACTUARIES

The American Academy of Actuaries is a professional organization of actuaries
which was formed in 1965 to bring together into one organization all actuaries in
the United States and to seek accreditation and greater public recognition for the
profession. It includes members of four founding organizations—the Casualty
Actuarial Society, the Conference of Actuaries in Public Practice, the Fraternal
Actuarial Association, and the Society of Actuaries. These organizations, or their
predecessors, date back many years, one of them to the late 1800's, so that despite
the relatively short duration of its formal existence, the Academy, its founding
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organizations and their predecessors have represented the 
actuarial profession in

the United States for over 80 years.
The Academy is unique as the national accrediting actuari

al organization for

actuartes in all areas of specialization. Requirements to becom
e a member of the

Academy can be summarized under two broad headings: (1) 
education and (2)

experience; an individual must satisfy both in order to be admit
ted. At the present

time, the education requirements for full membership can be 
satisfied only by

passing professional examinations given either by the Casualty
 Actuarial Society

or the Society of Actuaries. The experience requirement consists 
of five years of

responsible actuarial work.
As of December 31, 1977, Academy membership stood at 4,418. These

 actuaries

have a variety of types of employment, including insurance o
rganizations, con-

sulting firms, academic institutions, and government. Well over 90 
percent of

those individuals who have satisfied the rigorous education 
and experience

requirements of the Academy do, in fact, join the Academy. The ent
ire Academy

membership is subject to rigorous guides to professional conduct and 
standards of

practice.
APPENDIX B

PROPOSED AMENDMENTS TO H.R. 14138 BY THE AMERICAN ACADEMY O
F ACTUARIES

Note: All page numbers refer to the bill itself.
1. p. 21, 1. 10 Change first "plan" to "fund" and delete second "of the plan".

2. P. 21, 1. 12 Delete "and" and substitute in its place "of the fund and related".

3. p. 21, 1.20 Change "plan" to "fund".
4. p. 22, 1. 1-2 Delete "therein when ... as a whole" and substitute in its pl

ace "in

the annual report".
5. p. 22, 1. 12 Add two new sentences after "actuary" as follows: "The opinion of

the accountant under this section is limited to the status and

operations in respect to the assets of the fund and excludes ac-

tuarial matters certified to by the enrolled actuary. 'Actuarial

matters' may be further defined by regulation by the Administra-

tion and shall include the items required to be included in the
actuarial statement under subsection ( d) of this section."

6. p. 24, 1. 5 Delete "liabilities" and substitute in its place "non-actuarial liabili-

ties of the fund".
7. p. 25, 1.2 Change "plan" to "fund".
8. p. 25, 1. 6 Insert before "liabilities" the word "non-actuarial".

9. p. 25, 1. 7 Change "plan" to "fund".

STATEMENT OF STEPHEN G. BELLISON, EXECUTIVE DIRECTOR,

AMERICAN ACADEMY OF ACTUARIES, WASHINGTON, D.C.

Mr. KELLISON. My name is Steve Kellison. Our president, Mr.

Gustafson, is in Milwaukee. He had a meeting this morning and he was

planning to drive down this afternoon. He may or may not walk in the

door at any, moment.
The American Academy of Actuaries is pleased to submit these

comments on H.R. 14138, the Public Employee Retirement Income
Security Act of 1978. The academy is vitally interested in this bill, since

the large majority of actuaries performing actuarial services for State

and local public employee retirement systems are members of the

academy. Appendix A contains some background information about

the academy.
H.R. 14138 is a very comprehensive bill which has a number of

provisions that would affect the work of actuaries in connection with

State and local public employee retirement systems. However we would
prefer to comment today on only one aspect of the bill; namely, the

relationship between actuaries and accountants under the bill. We

would like to study the bill more thoroughly and defer any comments
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on other aspects of the bill until hearings which we anticipate will be
held in 1979.
The relationship between actuaries and accountants under the Em-

ployee Retirement Income Security Act of 1974 is important back-
ground to consider, since the general framework of PERISA is analo-
gous to that contained in ERISA in this connection. However, despite
the similarity between the two, PERISA contains some fundamental
differences from ERISA which will be discussed later in section III
of this statement.

Section 103 of ERISA appears to create a division of responsibility
between actuaries and accountants. The actuary's report is concerned
with such items as the determination of present values for future benefit
payments and the various computations required to determine whether
the plan complies with minimum funding requirements. The account-
ant's report is concerned with a proper presentation of the financial
status of the pension fund itself.

Despite this apparently clear division of responsibility contem-
plated by ERISA, some differences of opinion have arisen between
actuaries and accountants concerning their relative roles under the act.
One major area of difference has involved the wishes of the accounting
profession to include actuarial present values in the financial state-
ments of the plan.
ERISA does not require or even imply that this was the intent in

fact, there is considerable evidence that Congress intended that such
actuarial values not be included in the financial statements of the plan.
Current proposals of the accounting profession to include actuarial
values in the financial statements rests solely on the broad discretion
given the accounting profession to define "generally accepted account-
ing principles."
The dialogue on this issue has recently been focused on the exposure

draft of the Financial Accounting Standards Board issues in April
1977 which attempts to define generally accepted accounting principles
for pension plans. That exposure draft, if implemented without change,
would lead to the reporting of two sets of actuarial present value
figures which are likely to differ substantially, one by the accountant
in the plan's financial statements and the other by the actuary in the
required actuarial statement. This unfortunate result would produce
considerable confusion among plan participants, plan sponsors, and
other interested parties.
The academy believes that requiring actuarial present values to ap-

pear in the financial statements of the plan is both unnecessary and con-
fusing, and that section 103 of ERISA only requires the accountant's
report to be concerned with the pension fund itself. However, the
FASB has a responsibility for defining generally accepted accounting
principles and we recognize that some type of actuarial present value
figures may be required by the FASB to appear in the financial state-
ments of the plan. Accordingly, the Academy has participated in exten-
sive discussions with the FASB and the U.S. Department of Labor in
attempting to arrive at a mutually acceptable method of determining
the present value of accrued benefits for this purpose, if in fact it is to
be included. Considerable progress has been made in this endeavor,
although a couple of knotty problems yet remain to be resolved. It is

37-684 0 - 79 - 18
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important to stress again that the actuary's report will include actu-
arial present values for funding purposes which are substantially

different from this value which may be required for the financial state-

ments of the plan.
A second unresolved problem area has arisen in the auditing area.

Section 103 of ERISA provides that the accountant may rely on the

correctness of any actuarial matter certified to by an enrolled actuary,
if he so states his reliance and conversely, that actuaries may rely on
the work product of qualified accountants in an analogous manner.
However this provision has never become operational in the manner
Congress intended.
This results from audit guidelines, which predate ERISA, of the

American Institute of Certified Public Accountants to the effect that
any opinion of an auditor which expresses reliance on the work of
others becomes a "qualified opinion,' with all the resulting negative
connotations attached to that term. The AICPA has not changed this
position, despite the statutory authority for such an expression of
reliance contained in ERISA, although the matter is currently under
study.

Section 103 of PERISA is quite analogous to section 103 of ERISA
in dealing with the relationship between actuaries and accountants
with two notable exceptions:
One, section 103(a) (3) (B) provides that the accountant shall rely

on the correctness of any actuarial matter certified to by an enrolled
actuary. Likewise, section 103(a) (4) (C) provides for similar reliance
by actuaries on accountants. Thus, PERISA changes the voluntary

reliance of ERISA to compulsory reliance.
Two, section 103(a) (3) (A) of ERISA indicates that audits shall

be conducted in accordance with "generally accepted auditing stand-
ards." Section 103(a) (3) (A) of PERISA contains the same wording,
with the important addition that the reliance provisions described

above are specifically authorized, even though departing from gener-

ally accepted auditing standards as presently defined by the AICPA.
The academy strongly endorses these two provisions contained in

PERISA. We believe that they would be quite beneficial in resolving

the difficulties which have arisen under ERISA, as described in section

II of this statement.
In addition there are a few other amendments which could be made

to further clarify the relative roles of the two professions. These

amendments are consistent with the intent of H.R. 14138 and are sub-

mitted for the consideration of the committee in appendix B.
We would also like to call 9 ttention to S. 3017, the Williams-.Tavits

bill, which is an omnibus ERISA-revision measure that was also intro-

duced in 1978. S. 3017 contains proposed changes to ERISA which

would make the two changes described above in section III of this

statement. Thus, on the issue of the relationship between the actuarial

and accounting professions there is consistency between S. 3017 and

H.R. 14138.
The academy testified in favor of this portion of S. 3017 at a public

hearing held on August 17, 1978. Amendments similar to those con-

tained in appendix B were also recommended for adoption into S. 3017.

We would urge that provisions similar to those contained in H.R. 14138
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and S:3017 be incorporated in any ERISA-revision bills developed in
the House of Representatives in the next session of the Congress.
In summary, the academy strongly supports the provisions of H.R.

14138 concerning the relationship between actuaries and accountants.
We would also like to recommend additional amendments which are
consistent with the intent of the bill to further clarify this relationship.
Finally, we wish to defer until a later date any comments on other
aspects of the bill.
Mr. SIDION. Thank you very much.
I notice on ERISA you and the accountants are getting together. Is

there a possibility that the two groups could also, get together on a bill
like this before it becomes law?
Mr. KELLISON. I mentioned two areas here. One was the inclusion

of actuarial present values in a plan's financial statements. Several
groups have been involved, including the AICPA and FASB and the
Department of Labor, as well as the academy. They have spent an
enormous amount of time and considerable progress is being made. I
have heard that as a result of an FASB meeting last Thursday the area
of differences narrowed considerably. I think it was decided not to
require that accrued benefits be based on future salary projections. This
was a major area of difference and will go a long way toward resolving
this particular issue.
On the question of reliance, the AICPA has appointed a special task

force to review Statement of Auditing Standards No. 11, commonly
referred to as SAS 11, which concerns using the work of a specialist.
This is an area that I think is of concern here. The accountant's usage
of the work of an actuary, basically the way they approach the prob-
lem, is to look upon actuaries as specialists in connection with auditing
procedures. The AICPA, as I said, has appointed a task force working
in the area of SAS 11. They have invited the academy to appoint a
corresponding task force, which we have done. That group has been
operational since August and has met at least once, maybe twice, on
this reliance question with the AICPA, and will continue to meet with
them over the next several months.
Mr. SINION. Mr. Erlenborn.
Mr. ERLENBORN. Thank you for your presentation.
I don't have any questions.
Mr. SimoN. Thank you very much.
We thank all of you people.
This concludes our hearing.
[Whereupon, at 1 :50 p.m., the subcommittee adjourned, to recon-

vene at the call of the Chair.]





APPENDIX

THE NEW YORK TEACHERS PENSION ASSOCIATION, INC.,
New York, N.Y., November 11, 1.978.

Hon. JOHN DENT,
House of Representatives,
Cannon Office Building, Washington, D.C.
DEAR REPRESENTATIVE DENT: We wish to appear at hearings held in Washing-

ton on H.R. 14138.
We enclose a statement for the record.

Sincerely yours,
WILLIAM WITHERS, Ph.D., President.

STATEMENT OF Da. WILLIAM WITHERS, PRESIDENT, NEW YORK TEACHERS PENSION
ASSOCIATION

The New York Teachers Pension Association, consisting of retirees of the New
York City colleges, high schools and elementary schools, strongly objects to the
omission in H.R. 14138 of provisions contained in ERISA (Employee Retirement
Income Security Act of 1974) which regulate the funding of pension plans and
arrange for the insurance of pensions under the Pension Benefit Guaranty Cor-
poration. As it now stands, the bill does not provide the kind of protection most
essential for the security of public pensioners.
Not only in New York City, but in many other localities, public pension sys-

tems are seriously underfunded. Also, over 80 percent of all public pension
systems are contributory. If the money public pensioners have contributed had
been put into savings banks, it would not only be safely invested, but have FDIC
protection. Why are public pensioners not entitled to similar protection?

It is often asserted that they are protected by prior claims on state and local
taxation. This is not true. If local governments become bankrupt, police and fire
protection have priority. In New York City, for example, city pensioners sup-
posedly are protected by a section in the state constitution which states that
municipal pension contracts cannot be impaired. It merely guarantees the pen-
sion contract, not the payment of the pensions. In New York City there is a law
which makes the city responsible for payment of pensions, but only after "essen-
tial services" are taken care of.
Over a third of New York City pensioners receive pensions of less than $4,000

a year. Most of these low income pensioners also have no social security. This
low income group also contributed half of the money for their pensions them-
selves ! If their money had been deposited in savings banks, it would have FDIC
protection. Certainly these poor pensioners deserve the insurance and funding
protections of ERISA.

STATE UNIVERSITIES RETIREMENT SYSTEM (ILLINOIS)

STATEMENT IN OPPOSITION TO H.R. 14138

Mr. Chairman, Members of the Subcommittee on Labor Standards, Pension
Task Force, House Committee on Education and Labor:
My name is Edward S. Gibala. I have been the Executive Director of the State

Universities Retirement System (Illinois) for the past 27 years, during which
time I have observed the strengths and weaknesses of public employee pension
plans in the United States. I have served as Chairman of the Committee on Pub-
lic Employee Retirement Administration, Municipal Finance Officers Associa-
tion of the United States and Canada and have been a member of the National
Conference on Teacher Retirement for many years. I wish to record my strong
opposition to H.R. 14138, which is entitled the Public Employee Retirement In-
come Security Act of 1978. The title is a misnomer.
This legislation would create the same mountain of paperwork for public em-

ployee pension plans which Congress foisted upon private plans when it passed

(273)
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the private Employee Retirement Income Security Act of 1974, but it would fail
to correct any of the serious problems which public pension plans have encoun-
tered in the past.
The legislation would do absolutely nothing for the participants of public pen-

sion plans. The Bill neglects to address the question of funding, which is by far
the most serious problem facing participants of public pension plans. The Bill
would continue to allow discrimination in favor of members of the state legis-
latures, judges and other higher paid officials. The Bill does not establish any
minimum vesting or participation standards to protect the rights of public em-
ployees. It does nothing to justify its title of Public Employee Retirement In-
come Security Act, because it provides little or no security for public employees.
The private Employee Retirement Income Security Act of 1974 created a

mountain of paperwork for private pension plans, but this additional expense
could be justified because that legislation set funding, vesting, participation and
other standards which provided a great deal of security for private employees.
On the other hand, the proposed Public Employee Retirement Income Security
Act of 1978 would not correct any of the evils or provide any additional security
for public employees which would justify the additional expense of the detailed
reporting which would be required.
If the Committee on Education and Labor recommends approval of H.R. 14138,

it should revise the time period during which the detailed annual report with
actuarial data etc. Is to be filed with the Federal Employee Benefit Administra-
tion. Public pension plans which cover several hundred units of government gen-
erally could not meet the 210 day deadline on filing of the reports. Those systems
which account for funds on an accrual basis must wait for final payroll reports
from all units of government before closing their books and compiling statistical
data for the actuary. The final report for the year may disclose hundreds of
cases in which employee contributions have been received, but the units of gov-
ernment have failed to provide information concerning date of birth, marital
status and other data which is required before accurate actuarial estimates may
be made. The deadline of filing of the annual reports should be extended to at
least 365 days; otherwise, retirement system administrators will be subject to
penalties for late filing which is caused by circumstances which are beyond their
control.
The Committee should also revise the section of the Act which requires that the

administrator engage an independent qualified public accountant to audit the
records of the retirement system. In Illinois, the Auditor General has the respon-
sibility for appointment of the independent public accounts, and the Trustees
of the retirement system cannot select the auditors. The Federal government
should not require that the administrator duplicate a function which the state
legislature has assigned to some other state official.
Why does the Act require that the detailed investment schedule in the annual

report show the cost of each security which is purchased? Does this mean initial
cost or amortized cost? This requirement would add considerably to the cost of
preparing this report, because the detailed periodic investment reports which
are compiled by banks generally omit the amortized cost figures and a report
which fails to show amortized cost would be meaningless.
Why is it necessary for a public retirement system to submit to the Federal

government an explanation of the reason for any change in appointment of con-
sultants, brokers, trustees, attorneys, accountants, insurance carrier, actuary,
administrator, investment manager or custodian? The Act does not give the Fed-
eral government control over the selection of such personnel, so why require
that the trustees provide an explanation of the reason for any change in such
personnel.
The Bill requires that the public system provide information concerning the

number of participants who are eligible for a deferred vested pension benefit. It
would be impossible for most public pension plans to provide accurate data con-
cerning the number who have a vested benefit, because eligibility generally must
be based upon the provisions of the pension law which were in effe-t on the date
employment terminated. A person who terminated employment in 1977 may have
a vested interest if he had 5 years of service credits while a person who termi-
nated employment in 1948 could not qualify even though he may have had 20 or
more years of service at termination. This provision of the Act would require
that the staff of the State Universities Retirement System examine about 40.000
records manually to provide the required data on vesting, a task which would be
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literally impossible without a tremendous increase in the number of staff
members.
In view of the tremendous increase in administrative costs which the detailed

reporting requirements would entail and the failure of H.R. 14138 to correct the
funding problem or to set minimum standards for vesting and participation which
would be required to protect the pension rights of public employees, I urge that
the Subcommittee on Labor Standards recommend disapproval of this Federal
legislation.

EDWARD S. GIBALA, Executive Director.

PREPARED STATEMENT OF MICHAEL L. MORY, EXECUTIVE SECRETARY, STATE
EMpLOYEES' RETIREMENT SYSTEM OF ILLINOIS

My name is Michael Mory, I am Executive Secretary of the State Employees'
Retirement System of Illinois. Our system administers a comprehensive benefit
program for approximately 107,000 active and inactive State employees and over
22,000 benefit recipients. Prior to 1975 I was the head of the Public Employee
Pension Fund division of the Illinois Department of Insurance, an agency which
operates in a regulatory capacity over nearly 500 local fire and police funds in
the State.

In responding to the issue of federal regulation of public employee pension
funds, I must endorse completely comments made to the committee by Senator
Egan. While certain abuses and inadequacies most certainly exist in the public
plan universe, particularly in situations involving small membership funds, I am
confident, based on our own system, as well as relationships with admilnistrators
of many other State wide programs that basic inadequacies detrimental to fund
participants as addressed by HR 14138 do not exist to any measurable degree. To
the contrary, I believe a great majority of the larger have, for some time,
adeauately addressed the issues which prompted introduction of this legislation,
particularly in the areas of disclosure to plan participants and finalncial report-
ing. Also, it is interesting to note that this legislative proposal again fails to
address the greatest problem facing public funds, that of inadequate financing. As
a result, while systems such as ours could conform to the requirements contained
in this legislation by alteration of existing systems and procedures, any level of
additional expense incurred, particularly in regard to filing numerous reports
with the Federal Government, would appear unjustified.
Recognizing however, that the primary purpose of this hearing is to solicit

specific comments on provisions contained in HR 14138 I have attempted to
analyze the effect of this legislative proposal although admittedly, on a prelim-
inary basis due to the short period of time between its introduction and this
hearing. I would, therefore, apologize to members of the Committee for any
misinterpretation I may have made regarding provisions contained in this bill.
In the area of disclosure to fund participants, specifically, the distribution of

the Summary Plan Description, while we currently provide and update this
type of information every two years, updated publications are not routinely dis-
tributed to inactive fund participants and benefit recipients. In Illinois, contrary
to private sector plan design concepts, State statute provides that plan amend-
ments shall not apply to an individual unless he or she is in service on the effective
date of the amendment. As a result, distribution of current plan description mate-
rial to inactive participants and benefit recipients, would in most instances result
in a misstatement of an individual's rights and benefits under the plan. To attempt
to even footnote or reference the effective date of change of every benefit provision
would be, in our opinion, impractical in any single plan description brochure as
many provisions have been amended several times during the past several years.
This situation appears to be a problem in HR 14138 as we would apparently be
required initially to distribute the Summary Plan Description to all inactive mem-
bers and individuals currently receiving benefits from the System. This problem
would also appear to exist in the case of a future beneficiary of an inactive or
retired member whose benefits would be based on plan provisions in effect at the
date of the member's withdrawal from service instead of date of death. I would
suggest that our current procedure of providing plan description material to all
new members and updating this information every two years to all active mem-
bers, as well as distribution of legislative update information yearly, to active
members and benefit recipients, if applicable, better provides our membership
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with accurate information regarding their individual rights and benefits. I would
also point out in regard to inactive members that it is almost impossible to
maintain up to date address information. While we have attempted to obtain
this information from agencies of both federal and state government, laws per-
taining to confidentiality of information have resulted in failure of such efforts.
In reference to the accrued benefit statement required by HR 14138, while our

System has since it was established provided active and inactive members annu-
ally with a statement which discloses their total creditable service, contribu-
tions and interest in the System, we have not attempted to provide a benefit esti-
mate on either an accrued or projected basis as part of the annual statement
due to the general nature of assumptions which would have to be made to
provide this information on a mass basis. Rather, we encourage members to
request benefit estimates Which are provided on a projected basis in accordance
with the expected date of retirement provided by the member. Except in the case
of a terminated vested employee, I can see little value in providing an accrued
benefit statement to an employee who is in service and where plan benefits are
based on a final pay formula. Individuals desiring such information generally
are attempting to estimate their finances after retirement based on an assumed
retirement date and continuance of their present employment. We believe this
provision of the Act should be generalized to specify that benefit estimates may.
be provided on either an accrued or projected basis in accordance with the request
of the participant. In addition, since Illinois provides for portability between the
various public systems in the State, thus requiring certification of service
credits to provide benefit estimates, we believe that the 30 day requirement
must be liberalized to not less than 60 days. While we could certainly meet the
30 day requirement if we were to ignore service in another system benefit esti-
mates provided could be significantly understated.
While our Actuary has, for many years, prepared Valuation Reports on an

annual basis and conducted an experience analysis at no greater than 5 year
intervals, we are concerned over the possibility that the power vested in the
Employee Benefits Administration as contained in H.R. 14138 may result in the
need to prepare two separate actuarial reports, one to comply with PERISA,
the other for funding purposes. While the proposed legislation acknowledges
this fact, in a government environment where appropriations for funding
purposes must be made, in our casle by the State Legislature, I am fearful that
contradictory actuarial information may greatly hamper our efforts to secure
adequate financing. This problem relates to the independent structure of public
pension funds as opposed to the controlled nature of a pension program operating
in a corporate environment. As a result, I would strongly recommend that any
legislation in this area only specify the time period between actuarial reviews
and the requirement that explicit best estimate assumptions be utilized. All
other factors or assumptions utilized in the actuarial report, such as, asset
valuation should be left to the judgment of the Actuary based on the experience
of each particular fund.
While I believe the drafters of H.R. 14138 have attempted to recognize the

unique characteristics of public funds in setting forth fiduciary standards, due
to the method of operation of our investment function, I am still not totally
satisfied that the liability of our trustees has been adequately defined.
Our plan document, which is in the form of a State statute, was amended in

1969 to remove the investment function from our Board of Trustees and transfer
it to another State agency known as the Illinois State Board of Investment. The
investment board was structured to handle the investment function for all
public plans in the State but as of this time only has 3 systems under its juris-
diction. The investment board is directed by a separate board of trustees
mandated by State law, one of which is the Chairman of our Board of Trustees.

Since our Board, by law, has no control over the investment function, other

than the single vote of our board chairman, I am concerned that some degree of

liability may still be placed on our trustees even though they have no legal

control over the operations of the State Investment Board. Also, our board

chairman is, by statute, a public member appointed by the Governor who serves

on a voluntary basis without compensation. Quite frankly, I cannot imagine

a business man volunteering his time if he could be subjecting himself to

financial liability. I would, therefore, also suggoest that the concept of passing

liability to the employer should be clearly applied to a member of the public

who serves in a trustee capacity as is proposed in the case of an employee or

public official.
Finally, I am somewhat confused over the need for the bonding requirement
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contained in Section 212 after considering categories specifically excluded in
this section and the concept of passing liability to the employer.
In conclusion, with increasing pressures on all levels of government, including

the federal government, to hold down or even reduce existing spending levels
we do not believe that costs associated with implementation of HR 14138 can
be justified based on the benefits which can reasonably be expected. We would
suggest, if justifiable at all, that this legislative effort should be better targeted
toward the small membership funds where personal experience has shown me
that the great majority of the problems exist. In any event, with inflation again
out of control, due partially to excessive spending by the federal government,
the addition of another regulatory function at this time must be seriously
questioned.

PREPARED STATEMENT OF ROY A. BAKER, DIRECTOR; TEACHERS' RETIREMENT
SYSTEM, STATE OF ILLINOIS, SPRINGFIELD, ILL.

My name is Roy A. Baker and I am Director of the Teachers' Retirement
System of the State of Illinois.
Our System services 105 thousand active members, 30 thousand inactive mem-

bers, and approximately 32 thousand annuitants. The System is an agency of
State government and is controlled by a Board of Trustees whose authority is
set forth in Chapter 1081/2, Article 16, of the Illinois Revised Statutes.
Our fund has an annual valuation, and an experience analysis every four

years. The System has three full-time internal auditors, and by statute is audited
annually by qualified, outside auditors under the direction of and paid by the
State of Illinois. With few exceptions, our reporting and disclosure go beyond
the provisions outlined in H.R. 14138.
I realize the purpose of this meeting is to afford everyone who desires the

opportunity for input in H.R. 14138. And, although I feel there is no need for
the provisions of H.R. 14138 in a System such as ours, I shall, nevertheless, state
some positive points of the proposal:

1. The fact that public plans such as ours would automatically be deemed as
"qualified" plans by IRS is to be commended. Although we are a qualified plan,
it is necessary we renew this qualification each time the Legislature changes a
provision of our program.

2. The creation of a single agency at the Federal level, namely the "Employee
Benefit Administration" is also commendable. Even without the provisions of
H.R. 14138, there would benefit to all funds to have such an agency at the
Federal level.

3. Disclosure to plan participants is an absolute necessity, and I commend most
of the provisions along this line which are incorporated in H.R. 14138.

4. As to the reporting aspect of this bill, hopefully, there would not be a dupli-
cation of reports either at the State or Federal level. Our System already com-
pletes IRS Form-5500; we issue an annual financial report; and we make a
statistical report to the State of Illinois Department of Insurance. Our annual
financial report is available to all members of the System, and to other interested
parties.
The negative aspects of H.R. 14138 in the area of disclosure are:
1. Since we deal with multiple employers (1,200 school districts), disclosure

at the end of the fiscal year in 210 days may be impossible, if the disclosure
is to be audited externally.

2. Very little could be gained by furnishing an inactive participant of the
System benefit calculations, other than at the time of termination, or informa-
tion about additional legislation which may not pertain to his rights and
benefits.

3. The area in which the Teachers' Retirement System of the State of Illinois
could definitely stand to benefit would be a requirement for an acceptable fund-
ing level. As you well know, H.R. 14138 does not address itself to this problem.

4. From past history, we can assume there will be additional expenditures in
complying with provisions of H.R. 14138. Since this comes at a time when most
of us in the public sector are trying to hold the line on costs for administration
of public services, we question its advisability.

Since our Fund is governed by an unpaid Board of Trustees, I would strongly
suggest that the liability for any non-fraud action be assumed by the employer
and not by the individual trustees.
I do appreciate this opportunity to respond at this public hearing on H.R.

14138.
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