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Executive Summary
Introduction

This report analyzes information examiners gathered in the second half of 1998 from
large national banks that offer retirement services. The information provides insight on these
banks' strategic plans for retirement services, the banks' assessment of the risks associated with
retirement services, their risk management processes, and how banks operate their 401(k)
retirement services.

The OCC initiated the retirement services project in order to increase the agency's
knowledge of current practices in the retirement services industry and the role national banks
play in this market. Because of dramatic changes in the industry following the introduction of
401(k) plans, the OCC also identified retirement services as an area of potential risk to national
banks. The OCC designed the project to help identify areas of potential risk and gauge banks'
current risk-management processes.

Overall, the large national banks in our study seem to be aware of and managing the many
risks that can arise in retirement services. They have risk management programs in place and
actual losses because of problems in retirement services have been small. Results also suggest
that the banks are mindful of new challenges that might arise because of rapid changes in the
retirement services industry. While most large banks in the study consider their reputation,
strategic, compliance, and transaction risks to be modest and stable, roughly a fourth believe their
strategic, compliance, pricing, and transactions risks are increasing. The banks suggest that risks
are increasing because of greater demands for service, increasing expectations for technological
capabilities, and greater competition.

The project also answered the following questions:

. How is the retirement services industry changing?

. Who are the major industry players that compete with national banks?

. What are large national banks doing to meet the challenges of the changing industry?
Highlights

The following are some of the more significant insights from the study.

. The Retirement Services Market — At the end of 1998, retirement assets totaled $10.8
trillion. Private pension fund assets, which account for $4.4 trillion of this total, are
evenly split between the two principal types of employer-sponsored retirement plans:
defined contribution plans and defined benefit plans. In a defined contribution plan,
employer and employee contributions to the plan and the performance of the employee's
chosen portfolio will determine an employee's retirement income. The popular 401(k)
plan is an example of a defined contribution plan. Alternatively, in a defined benefit
plan, an employer agrees to pay a fixed retirement benefit that usually depends on the
employee's salary during his or her last years of service and the employee's overall job
tenure.



A Changing Market - Defined benefit plans are gradually losing market share to defined
contribution plans. Defined benefit plans held more than 70 percent of private pension
fund assets in 1982 compared with 49 percent at the end of 1998. Defined contribution
plans have seen a corresponding increase in market share from less than 30 percent to 51
percent. Industry observers expect the market share of defined contribution plans to
continue to increase.

Competition — Banks are not the dominant providers in the defined contribution market.
In 1997, mutual fund groups had a 42 percent market share, insurance companies had
about 22 percent of the market, and banks had 21 percent. Consistent with these figures,
more banks in the study identified mutual fund complexes as a primary competitor than
any other type of firm. Almost all of these banks also ranked mutual fund complexes as
their strongest competitors. Many banks also identified insurance companies, brokerage
firms, and other banks as major competitors.

Different Roles for Banks in the Retirement Services Market — Banks in the study
offer a wide array of retirement products and services. Banks have the option of using
outside providers for many of these products and services. Banks can act as both
administrator and investment manager through proprietary investment funds or they can
act only as administrator by allowing investments with outside fund managers. Banks can
also outsource many of the administrative and record keeping services of the retirement
plans they offer.

Banks' Competitive Advantages and Disadvantages - As part of the study, banks
identified areas in which they believe they have a competitive advantage and areas where
they believe they are at a disadvantage. The advantages banks identified most often were
superior customer service, customer relationship building, investment management
services, bank reputation, bank distribution channels, and cross selling related financial
services. The disadvantages or barriers the banks identified most often were processing
capabilities, staffing and training issues, and regulatory burden.

Banks' Weaknesses in the 401(k) Market - Examiners asked whether banks had
identified any weaknesses in their 401(k) services. The shortcomings mentioned most
often were in advanced technology, brokerage account links, financial planning services,
automated processes, and record keeping systems.

Overcoming Disadvantages and Bridging Gaps - Banks identified several ways in
which they plan to expand services and bridge address shortcomings. Many of the banks
intend to use a combination of approaches by either outsourcing some services, building
capabilities internally, forming partnerships, or acquiring third-party providers. Most of
the banks studied intend to either introduce or expand the following services: internet
inquiry and transaction capabilities, paperless loans and distributions, automated
processing of self-directed brokerage accounts, voice response and client service
representatives, and education and communications materials for plan participants.



. Risks - Banks must manage a variety of risks as they compete in the dynamic retirement
services market. The study asked banks to identify the risks that they associate with
retirement services. The risks most often identified were compliance/regulatory risk,
competition/pricing risk, transactions/operations risk, fiduciary risk, and risks associated
with technological change. Strategic risk, staffing, reputation risk, and market risk also
appeared in the responses, although not as often.

. Risk Management - Banks participating in the study appear to be aware of the many
risks they face and all have a risk management process in place. Overall, the majority of
these banks currently see retirement service risks as modest and stable. Nonetheless,
some banks clearly believe that certain risks are increasing. These two views of risk may
reflect how the shift from defined benefit to defined contribution retirement plans has
brought dramatic change to the traditional operating model for some national bank
providers of retirement services.

. Fees - Government regulators, employers, plan participants, and the financial press are
focusing greater attention on fees providers charge defined contribution plans and the
plans' participants. Our study found that, like other retirement services providers, large
national banks charge widely varying fees and have complex fee structures for retirement
services. The complexity of the fee structure makes it difficult to compare fees across
providers, and thus makes it difficult for employers to find low-cost providers.

Conclusion

Increasing demands for state-of-the-art technology, strong competition, and narrowing
profit margins create a challenging environment for banks. The cumulative impact of these
changes may be an increase in the overall risk profile for some of the national banks that choose
to compete in this growing and complex line of business. Competition and increasing
complexity place greater demands on both the technological capabilities of retirement service
providers and the risk management skills of those responsible for running retirement operations.



I. Introduction

The retirement services market exploded from $1.6 trillion in 1983 to $10.8 trillion
dollars by year-end 1998, an average annual growth rate of 12 percent.' Banks, mutual fund
companies, pension funds, insurance companies, and brokerage firms manage most of these
retirement assets. In recent years, however, the role and importance of each of these
intermediaries has changed dramatically. The most critical influence has been the recent
ascendance of defined contribution plans over defined benefit plans.” To provide perspective on
the growing importance of defined contribution plans and the role of national banks in this
expansion, the OCC studied 23 large national banks that provide retirement services.” Although
large national banks were the focus of the study, smaller institutions may find information in the
study useful even if they do not offer retirement services.

This report investigates the level of bank activity in the retirement services market,
national bank commitment to the market, and the market's profitability and fee structure. The
study also examines what the large national banks in the industry perceive as their greatest

challenges and risks.

! Current dollars. Retirement assets are the sum of Individual Retirement Accounts
(IRAs) and pension fund reserves. Source: Board of Governors of the Federal Reserve (1998:
Release Z.1, p. 99; Flow of Fund Accounts 1982-90, p. 89), Investment Company Institute
(1999), and U.S. Department of Commerce (1990, p. 598).

* A defined contribution plan links an employee's retirement income to the level of
employee contributions and to the performance of the portfolio chosen by the employee.
Alternatively, in a defined benefit plan, an employer agrees to pay a fixed retirement benefit that
usually depends on the employee's salary during his or her last years of service and the overall
tenure of service.

3 The OCC conducted the study in the second half of 1998. Banks included in the study
had to be in the OCC's large bank program and provide retirement services. Of the 26 possible
participants, 23 banks participated, representing a response rate of 88 percent.
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The retirement services market is highly competitive. Only four banks or bank affiliates
are currently among the top 20 providers of defined contribution plans in the United States.* Of
the top 23 national banks active in this area, only two national banks or national bank affiliates
are among the top 20 providers. In contrast, eight banks or bank affiliates are among the top 20
defined benefit managers.

Most study participants expect the retirement services market to experience continued
growth over the next three to five years. This is especially true for the 401(k) market, where 87
percent of study participants (20 of 23 banks) expect to expand their 401(k) products in the next
three to five years.5 Nonetheless, some banks have exited the 401(k) market entirely because of
tightening profit margins.

Bank examiners gathered information about risks in the retirement services market, fees,
and competitive advantages and disadvantages. Study participants most often cited superior
customer service as an advantage and processing systems as a barrier. Participants also specified
several services they expect to enhance. These services include Internet access for balance
inquiries and transactions, self-directed brokerage accounts, and investment advice. The study
also shows that many national banks have outsourced at least part of their 401(k) operations,
most often participant record keeping services. Finally, the study finds a wide range in the fees

for retirement services and how national banks structure their fees.

* Similar changes have occurred in IRAs. In 1990, banks and thrifts controlled 42
percent of these assets, while by 1997 their market share was only 13 percent (Investment
Company Institute, 1998a, p. 3).

> A recent study by Cerulli Associates suggests that the 401(k) business has grown for
some banks. The study reports that banks’ share of the 401(k) market increased from 17 percent
in 1994 to 18.5 percent in 1997. The report indicates that Bankers Trust and State Street Global
Advisors account for almost all of the increase. See Waddell (1998). Bankers Trust, State Street,
Barclays Global Investors, and Dreyfus are the four banks or bank affiliates among the top 20
defined contribution providers in 1996 and 1997 (Cerulli Associates, 1999, p. 25).

5



The organization of the remainder of this study is as follows. Section II provides an
overview of the retirement services market, emphasizing the 401(k) market and the role of
national banks. Section III analyzes bank responses to questions regarding retirement services.
The issues addressed in this section include the level of bank activity in the retirement services
market, their commitment to the market, its profitability, and what the bank players in the
industry perceive as their greatest challenges for continued success. Section IV summarizes

results, provides conclusions, and discusses other potential areas of future research.

II. Industry Overview

The retirement services market has experienced tremendous growth over the past several
decades. In inflation-adjusted dollars, the retirement services industry had a mere $150 billion in
1950 compared with $2.5 trillion in 1983 and more than $10.8 trillion today.’ Pension fund
reserves held by private pension funds increased from $44 billion in 1950 to $1.3 trillion in 1983,
and to almost $4.4 trillion by the end of 1998. Figure 1 shows the inflation-adjusted growth of
private pension funds between 1975 and 1998.

The number of workers covered by retirement plans has also increased dramatically over

this period. In 1950, private pension plans covered only 9.8 million workers, or 25 percent of

® Retirement assets are the sum of Individual Retirement Accounts and pension fund
reserves. Private pension funds, life insurance companies, the federal government, and state and
local government retirement funds hold pension fund reserves. See footnote 1 and Board of
Governors of the Federal Reserve (Flow of Funds Accounts 1945-53, p. 89). Dollar figures are
1998 dollars, adjusted by the GDP deflator. In nominal dollars, the industry had $24 billion in
1950, $1.6 trillion in 1983, and over $10.8 trillion in 1998.
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Figure 1. Real Private Pension Fund Financial Assets
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private wage and salary workers. By 1983, private pension plans covered 39 million workers, or
46 percent of private workers. As of 1994, these plans covered 45 million workers (45 percent of
private workers), 9 million retirees, and another 30 million workers either separated with vested
rights to benefits or active and less than fully vested.” Figure 2 shows the total number of
pension plan participants between 1975 and 1998 and the number of participants covered by

defined benefit and defined contribution plans.

7 Beller and Lawrence (1992, p. 75) and U.S. Department of Labor (1998, pp. 6 and 66).
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Historically, life insurance companies and private pension funds managed roughly equal

amounts of pension fund reserves, which they invested primarily in credit market instruments,

i.e., U.S. government securities and corporate and foreign bonds. In 1950, life insurance

companies held 23 percent of pension fund reserves while private pension funds held 29 percent.

Federal, state, and local government retirement funds comprised the remaining 48 percent. By

1985, life insurance companies controlled only 19 percent of pension fund reserves and private

pension funds controlled 54 percent. As of year-end 1998, life insurance companies managed

only 15 percent while private pension funds managed 50 percent and federal, state, and local

government funds accounted for the remainder.

As the share of pension fund reserves held in private pension funds changed over time, so

has the asset allocation within the private pension funds. In 1950, private pension funds held 15



percent of their financial assets in corporate equities and 73 percent in credit market instruments.
In 1985, private pension funds held 27 percent of their assets in credit market instruments and 42
percent in corporate equities and mutual fund shares. At the end of 1998, the share of private
pension fund assets in credit market instruments had fallen to 22 percent while 65 percent was in
corporate equities and mutual fund shares. Thus, the asset allocation between equities and
securities at the end of 1998 was nearly the reverse of what it had been in 1950. The dramatic
shift to mutual funds and corporate equities also decreased the share of retirement assets invested
in guaranteed investment contracts (GICs) and time and savings deposits.

The major factor driving these trends has been the gradual shift from defined benefit
plans towards defined contribution plans. Historically, defined benefit plans dominated
retirement coverage. In 1975, defined benefit plans covered 74 percent of workers covered by a
retirement plan. By 1994, this share was only 47 percent and falling.® In terms of the share of
assets held, defined benefit plans held more than 71 percent of the total market in 1975 compared
with 53 percent in 1994.°

Two changes help explain this shift from defined benefit to defined contribution plans.
First, a significant portion of the labor force moved from large manufacturing firms, which
traditionally used defined benefit plans, to smaller, non-union firms, which often do not offer

defined benefit plans to their employees.'’ Second, Congress enacted legislation in 1978 that

¥ U.S. Department of Labor (1998), p. 67.
° Ibid., p.73.

' For instance, in 1988, only 8.5 percent of workers in firms with less than 10 employees
had pension coverage compared with 65 percent of workers in firms with 500 or more
employees. See Lichtenstein (1992), p. 97.



paved the way for the introduction of a new type of defined contribution plan — the 401(k)."'
Unlike defined benefit plans, 401(k) plans permit each participating employee to make tax-
deductible contributions to a separate account. To encourage employee participation, employers
can make automatic and/or matching contributions to participants' accounts.'> 401(k) plans also
allow the individual employee to control the investment allocation decision.

The success of defined contribution plans is plainly evident in figure 1. They held $431
billion in assets in 1985. By the end of 1998 assets in these plans amounted to almost $2.2
trillion.”> The number of defined contribution plans and participants have also grown
dramatically. The number of defined contribution plans grew from 208,000 in 1975 to almost
616,000 in 1994. Over this same period, the number of defined benefit plans fell from 103,000
to 74,000. The number of participants in defined contribution plans also outpaced defined
benefit plans. Although participants in defined benefit plans increased from 33 million in 1975
to 40 million in 1994, the number of participants in defined contribution plans grew from 12
million to 45 million."

Mutual fund companies currently dominate the defined contribution field. Their market

share has risen from a 21 percent share in 1991 to a 42 percent share in 1997. Conversely,

" The 401(k) name refers to Section 401(k) of the Internal Revenue Code, which
codified the Tax Reform Act of 1978 and the Revenue Act of 1978. 401(k) plans did not begin
to appear until 1982 after the IRS issued proposed 401(k) regulations. See Miller and Phillips
(1996, pp. 10-12) and Andrews (1992, pp. 149-152). 403(b) plans and 457 plans refer to 401(k)-
like defined contribution plans for employees of nonprofit organizations and state and local
governments, respectively.

2 Employer and employee contributions are subject to limits. In order to qualify for tax-
deferred status, these plans must also satisfy specific distribution, vesting, and nondiscrimination
requirements. See Miller and Phillips (1996, pp. 45-65).

5 Board of Governors of the Federal Reserve System (1999, Z.1).
4 U.S. Department of Labor (1998a, pp. 63 and 67).
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according to the Spectrem Group, banks administered only 21 percent of 401(k) assets at the end
of 1997 compared with 28 percent in 1991. Insurance companies had a 22 percent share in 1997,
falling from a 37 percent share in 1991."

The increase in 401(k) plans is thus closely linked with the growth in mutual fund assets.
Assets in employer-sponsored retirement plans were only 5 percent of all mutual fund assets in
1981. By 1998, these assets in retirement plans accounted for 18 percent of all mutual fund
assets. According to the Investment Company Institute's estimate, assets from retirement plans
(IRAs and employer-sponsored plans) accounted for 35 percent of total mutual fund assets at
year-end 1998. The Investment Company Institute also estimates that mutual funds' share of
401(k) plan assets grew from 9 percent in 1990 to 42 percent in 1998.'

Although participants in defined contribution plans now make asset allocation decisions
for their own retirement accounts, recent research suggests that employees who purchase mutual
funds through employer-sponsored retirement plans may not have the information they need to
make informed investment decisions.!” For example, Alexander, Jones, and Nigro (1997) show
that most retirement investors are less than financially literate and have only a limited knowledge

of risks, fees, and expenses. A John Hancock Mutual Life Insurance Company survey of 401(k)

15 See Jacobius (1998, p. 21). Cerulli Associates places banks’ share of the 401(k)
market at 18.5 percent in 1997, up from 17 percent in 1994 (Waddell, 1998).

1% See Investment Company Institute (1998a, p. 2, and 1999, p. 51). Employer-sponsored
retirement plan assets include defined benefit plans as well as defined contribution plans.

17" Section 404(c) of the Employee Retirement Income Security Act of 1974 (ERISA)
relates to the fiduciary responsibility of retirement plans that allow participants to self-direct their
retirement plan balances. If participants self-direct their account balances, Section 404(c)
insulates plan sponsors from responsibility for poor investment results stemming from individual
participants’ investment choices. However, Section 404(c) does not diminish the sponsor’s
general fiduciary responsibility regarding prudent selection of investment options, periodic
performance review of these investment options, and ongoing due diligence. See Miller and
Phillips (1996, pp. 115-159).
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plan participants found similar results. This survey revealed that more than one-third of the
respondents believed it was impossible to lose money in a bond fund (an additional 12 percent
were not sure), while 12 percent believed it was impossible to lose money in an equity fund or
said they did not know."'®

Some analysts have suggested that U.S. workers need to become better educated about
the risks associated with investing their retirement savings. They have also raised concerns about
the adequacy of fee disclosures. The Department of Labor has begun to address this issue by
creating a one-page fee disclosure form that should address some of these concerns.”” Similarly,
the Profit Sharing/401(k) Council of America has prepared a profit-sharing and 401(k) plan
worksheet intended to help employers determine a plan's total cost regardless of how providers
structure their fees.”

Given the growth in defined contribution plans and such regulatory concerns, how do
national banks active in this market view the growth, competitiveness, and risks of providing
retirement services? The next section examines findings from the OCC study and discusses

some of the larger issues currently shaping the industry including fees, services, and risks.’

'8 See Schultz (1995).
19" See Winokur (1998).

* The Profit Sharing/401(k) Council of America provides this cost disclosure worksheet
free of charge through its Web site (www.psca.org). The Securities and Exchange Commission
(SEC) has also undertaken initiatives to improve investor knowledge by releasing a profile
prospectus and sponsoring investor education seminars.

21 Several recent studies have looked at trends in the growing 401(k) plan market. These
include the Department of Labor’s Pension and Welfare Benefits Administration’s Study of
401(K) Plan Fees and Expenses (U.S. Department of Labor, 1998b), Hewitt Associates’ Survey
Findings: 401(k) Trends and Experience (Hewitt, 1997), and Cerulli Associates’ The State of the
Pension and Retirement Markets (Cerulli, 1999). When appropriate, we will make comparisons
between results from the large national bank study and findings from these other studies.
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III.  Study Results: Large National Bank Retirement Services

The Large National Bank Retirement Services Study provides data on a variety of
retirement products that large national banks offer.”* Information gathered applied to retirement
services generally, including defined benefit plans, defined contribution plans, and 401(k) plans.
Examiners reported information about asked large national banks about their retirement products
and services, the markets they target, and their view of competition in retirement services. The
study also provides a glimpse into how banks view the risks and opportunities of the retirement
services market.

Twenty-three large national banks voluntarily participated in the study. Together, these
banks have assets of more than $1.4 trillion and trust assets of more than $3.5 trillion. The
average bank in the study had $75 billion in bank assets and $184 billion in trust assets. The
banks ranged in trust-asset size from less than $10 billion to more than $1 trillion. The wide
range in trust assets among these large national banks indicates that the level of involvement in
this market varies greatly even among large banks. On average, retirement services account for
roughly 30 percent of the banks' asset management income.

National banks in the retirement services market compete against service standards
established by top tier providers. While standards of service constantly evolve in order to meet
the demands of employers and plan participants, the Spectrem Group has identified a useful list
of "best in class" service standards. These standards furnish a scale providers can use to measure

their preparedness to meet the most vigorous competition. These standards include:

* The questionnaire examiners completed is shown in Appendix A.
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Communication with Employees - Employers or providers increasingly see this element
as the distinguishing characteristic of a competitive plan. It includes the ability to
customize materials; provide education on investments; conduct on-site employee
meetings; and provide services such as newsletters, financial planning software, Internet

access, and the inclusion of individual investment performance on periodic statements.

Investment Management — This standard includes the ability to choose among multiple
fund families, both proprietary and external. Choice of name brand funds, low-cost
management, solid performance, and an established track record are important

characteristics.

Trustee Services - Employers often overlook the importance of these services when
considering the value added by a provider. Many providers include the cost of trustee
services in their base fee. Trustee services include fiduciary responsibility and liability (a
higher standard of expertise and service), custody, trade settlement/clearance, asset

reconciliation to mutual fund companies, and compliance reporting.

Participant Servicing / Record Keeping - State-of-the-art daily valuation and record
keeping services are an increasingly key criteria in provider selection. Sponsor
companies also look for statement and transaction processing models that meet or exceed
industry standards. Sponsors are pushing providers to increase functionality of voice
response centers with enhancements such as multilingual or hearing-impaired capability,

on-demand fax, and access to a plan's account information.

14



Answers from the study questionnaire provide a measure of how the banks in our study
compare to these best-in-class standards. The answers also illustrate some of the differences and

similarities among large national banks providing retirement services.

A. The Retirement Products Large National Banks Offer

The variety of retirement products that banks offer mirrors the wide range of products
available in the overall retirement services market. These products include 401(k) plans, profit-
sharing plans, money purchase pension plans, non-qualified and other defined contribution plans,
and defined benefit plans. As table 1 shows, 21 of 22 banks in the study administer defined
benefit plans and all 22 administer defined contribution plans.” Twenty-one banks indicated that
they administer 401(k) plans, making 401(k) plans the most frequently offered type of defined
contribution product. Thirteen banks indicated that they offer other defined contribution plans
such as Employee Stock Ownership Plans (ESOPs), 403(b) plans, and 457 plans.**

Table 1. Managed Assets and Total Assets Under Administration
(dollars in millions)

Number of Total Average Total Average
Categories Responses Assets Assets | Managed | Managed
Assets Assets

Total Managed
(n=22) (n=18)

3 Although 23 banks participated in the study, examiners were not able to answer every
question. The second number in each of these comparisons, 22 in this first instance, represents
the number of actual responses to the question.

** ESOPs are defined contribution plans that invest primarily in employer securities.
403(b) and 457 plans are 401(k)-like plans for employees of nonprofit organizations and state
and local government employees, respectively. Profit-sharing retirement plans receive the
employer's contribution from profits. Money purchase plans determine the employer's
contribution for each participant, usually as a percentage of compensation.
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401(k) Assets 21 16 $149,910 $7,139 $43,959 $2,747
Profit Sharing Assets 19 16 $59.376 | $3,125 | $16,327 $1,020
Money Purchase 18 15 $19,554 | $1,086 $4,459 $297
Pension Assets

Other Defined 13 9 $24,721 $1,902 $2,971 $330
Contribution Plans*

Total Qualified 22 18 $343,838 | $15,629 $71,832 $3,991
Defined Contribution

Plan Assets

Total Nonqualified DC 18 14 $11,433 $635 $1,792 $128
Plans

Total Defined Benefit 21 17 $489,301 | $23,300 $49,500 $2.912
Plan Assets

Total Institutional 15 11 $731,180 | $48,745 $47,101 $4,282
Custody Assets

Other Products* 14 12 $52,976 $3,784 $17,492 $1,458
IRA Assets 12 8 $5,985 $499 $990 $124

Note: The sample consists of 23 participating banks. The “n” in a column heading indicates the
number of actual answers to a particular question. For instance, 22 banks answered the total
assets section of table 1 while only 18 provided managed assets. “Other Defined Contribution
Plans” and “Other Products” include ESOPs, 403(b), 457, thrift, Keogh, VEBA, SEP, passive

trusts, Rabbi trusts, SERP, KSOP, 501(¢)9, TexPool, Group IRAs, Health and Welfare,
Corporate Assets, miscellaneous MIS reporting capacities, agency capacities, and cash

management relationships, public plans, and master trusts.
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Table 1 also shows that almost all banks in the study offer defined benefit plans and that
these plans account for a larger share of retirement services assets than defined contribution
plans. The large national banks in the study hold assets of defined benefit plans and defined
contribution plans in about the same proportion as the banking industry as a whole. In 1998,
financial assets of private pension fund reserves were evenly divided between defined
contribution plans and defined benefit plans.”> However, the defined contribution share of
private pension funds has increased steadily, from 44 percent in 1990 to 51 percent in 1998.

Although defined contribution and defined benefit plans have approximately equal shares
of retirement assets industry-wide, there is a striking difference in the relative importance of the
two plans at individual banks in the study. Table 2 shows that on average defined contribution
plans and defined benefit plans have roughly equal shares of retirement services assets with 32
percent and 27 percent, respectively. However, the defined contribution share of retirement
assets at individual banks ranged from less than 5 percent to more than 90 percent. This broad
range applies to 401(k) plans as well. While 401(k) plans averaged 19 percent of retirement
assets, they varied in importance across banks in the study from roughly 3 percent of retirement
assets to 64 percent. Similarly, the assets of defined benefit plans ranged from 2 percent to 80
percent of retirement assets.

Even though the relative importance of 401(k) plans varies greatly from bank to bank,
twice as many banks that currently offer 401(k) services expect to expand these services in the
next three to five years as expect to expand their defined benefit plan assets. As shown in table

2, 20 out of 23 banks expect 401(k) plans to expand over the next three to five years, while only

> Board of Governors, 1998, Tables L.119b and L.119c.
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Table 2. Retirement Products and Services

Product Banks Average | Share | Share Banks Planning | Planning
Currently | Share Min. Max. | Planning to to to
Offering of RS Introduce in | Expand | Contract
(n=22) Assets* 1-3 years (n=23) (n=23)

401(k) Plans 21 19.0% 3.1% | 64.0% 0 20 0

Profit Sharing 20 9.7% 0.7% | 48.7% 0 8 0

Money 18 2.7% 0.1% | 10.0% 0 8 0

Purchase

Pension

Other Defined 10 4.9% 0.4% | 14.1% 2 1 2

Contribution

Plans

Total Defined 21 323% | 4.4% | 91.0% NA NA NA

Contribution

Nonqualified 18 1.4% 0.0% | 5.3% 3 14 0

DC Plans

Defined 21 27.4% | 2.0% | 80.0% 0 10 0

Benefit Plans

Institutional 17 39.9% 1.0% | 88.9% 0 8 1

Custody

Other 14 13.3% 1.6% | 57.9% 0 2 1

Products

IRAs 13 3.0% 0.0% | 13.0% 0 12 0

Note: The share numbers in this table reflect the products offered as a percentage of total
retirement services assets. “Other Products” include investment management and a “WRAP”

program.
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half as many expect defined benefit plans to expand over the same period. Nonetheless, none of
the banks indicated that they expect to contract defined benefit products.”®

Consistent with the general view toward expansion, only four banks expect any of their
retirement products to contract over the next five years. Two banks expect ESOPs to contract

and another foresees contraction in plans that serve fewer than 25 participants.

B. The Retirement Services Large National Banks Offer

In addition to offering a broad range of retirement products, banks also provide a wide
array of retirement services. All the banks that responded to this question offer daily record
keeping and assistance over the telephone (voice response). At least 19 of the 22 banks also send
education materials to participants, host communication meetings for employees, supply client
representatives, design and test the plan for nondiscrimination compliance, file compliance forms
(Form 5500) with the IRS, and provide record keeping. Besides these core services common to
all or most banks, some banks offer other services such as Internet capability and paperless

transactions.

1. Core Services

We define core service as a service provided by 19 or more banks in the study. Table 3
identifies nine core services and several that are likely to become core services. Of the nine core

services, most are among the Spectrem Group's best-in-class standards: daily record keeping,

2 More than half of the banks in the study also expect to expand non-qualified defined
contribution plans and IRAs. Non-qualified plans generally are executive compensation plans
that cannot receive the special tax advantages of qualified plans because they fail to cover 70
percent of employees who are not highly paid.
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Table 3. Retirement Services

Service Banks Banks Planning | Planning
Currently | Planning to to to
Offering | Introduce in | Expand | Contract
(n=22) 1-3 years (n=23) (n=23)
Daily Record Keeping 22 0 15 0
Traditional Record Keeping 19 0 2 8
Participant Education Materials 21 0 19 0
Employee Communication 21 0 18 1
Meetings
Plan Design Compliance 20 0 10 0
Benefits Consulting 9 3 7 0
Voice Response 22 0 15 0
Client Service Representative 20 1 16 0
Financial Planning 5 11 13 0
Form 5500 Filing 20 1 9 0
Internet Capability 10 NA NA NA
Internet Inquiry 10 12 15 0
Internet Transactions 3 17 14 0
Self-directed Brokerage 13 NA NA NA
Accounts
Self-directed Brokerage 10 2 2 3
Accounts: Manual Processing
Self-directed Brokerage 3 14 12 0
Accounts: Automated
Paperless Loans 13 9 14 0
Paperless Distributions 5 11 8 0
Compliance Testing 20 0 7 0
401(k) Compliance Testing 18 NA NA NA
Other Services* 9 2 0 0

Note: “Other Services” listed include benefits testing, tax withholding, 1099 reporting, trustee
and investment management services, pension disbursements, Section 125 administration,
computer models for retirement calculations, 410(b) services, 401(a)(26) services, and
individual-directed accounts.
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participant education materials, employee communication meetings, voice response, client
service, and compliance reporting. Fifteen or more banks in the study also expect to expand
most of these best-in-class services over the next three to five years.

Although all banks in the study currently offer daily valuation of assets, fifteen banks
expect to expand this service over the next five years. On average, banks currently value 68
percent of their 401(k) assets each day. Within five years they expect to be valuing 90 percent of
their 401(k) assets each day.

Most banks in the study do not currently offer several other best-in-class standards.
These scarcer best-in-class services include financial planning, benefits consulting, and Internet
access. Nine banks offer benefits consulting; only three more intend to introduce this service
within the next three years. While only five banks in our study offer financial planning, 11

intend to introduce it.>’

2. Technology-based Services

The study also revealed variations among banks in their application of technology to
retirement services. For instance, table 3 shows that customers of 10 of the banks in our study
can make account inquiries over the Internet, but only three of the banks allow Internet
transactions. Table 3 also shows that 13 of the 22 responding banks offer paperless loans, but
only five offer paperless distributions. Similarly, although 10 banks offer manual processing of

self-directed brokerage accounts, only three banks offer automated processing of these accounts.

7 Some providers have also begun to offer specific investment advice to plan
participants (Ferrer (1998, p. 105). For example, Financial Engines Inc., a provider of online
investment advice, recently introduced an Internet-based advisory service that provides
personalized investment advice for 401(k) plan participants. Ernst and Young LLP and State
Street Global Advisors have agreed to use the online advisory service with their 401(k) plan
offerings (Financial Engines Inc., 1998).
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Many banks that do not currently offer technology-based services expect to be able to
offer some of these services within the next three years. As table 3 shows, the 12 banks in the
study that do not currently offer Internet inquiries expect to offer this service within three years.
Eleven of these 12 expect the service to be available within one year. Although only three banks
currently offer Internet transaction services, 17 more expect to offer this service within three
years (13 of the 17 expect Internet transactions to be available within one year).

Self-directed brokerage accounts with automated processing, paperless loans, and
paperless distribution features are three other technology-based services that many banks will
offer soon. Within three years, 14 of the banks in our study expect to begin offering automated
processing of self-directed brokerage accounts, 9 expect to offer paperless loans, and 11 expect to
offer paperless distributions.”® Together, these results suggest that Internet inquiries and
transactions along with paperless loans and distributions may become core services within three

years.

C. Markets for Large National Bank Retirement Services

1. Geographic Markets for Retirement Services

The national banks in our study tend to direct sales of retirement services toward mid-
sized firms in regional geographic markets. Table 4 shows that while most national banks focus

on a regional geographic market for all of their retirement products, one-third target the national

* With roughly 50 percent of the banks in our study currently offering self-directed
brokerage accounts with at least manual processing, large banks appear to be more likely to offer
these accounts than other plan providers. The Department of Labor cites two studies that report
that less than 5 percent of plans offer participants access to a self-directed brokerage account.
Hewitt Associates reports that 5 percent of plans offered this option in 1997, compared with less
than 1 percent in 1995. See U.S. Department of Labor (1998b, section 2.4.5) and Hewitt (1997,

p. 19).
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market. None of the banks in the study pursue only a single state or local market. The 401(k)

plan is the retirement product banks most often direct toward the national market (eight of 23

banks).
Table 4. Markets for Retirement Services
(23 banks responded)
Product Geographic Plan or Company Size
National | Regional | State or Large Middle- Small
Local sized
Defined Benefit 6 17 0 10 22 7
Defined 5 18 0 9 22 13
Contribution
w/o 401(k)
401(k) 8 15 0 13 22 15
Nonqualified 5 16 0 6 16 8
Institutional 4 14 0 10 14 4
Custody
Other 0 3 0 0 1 0

Note: Some banks gave multiple responses. The table reflects only the widest geographic area
cited, but all of the size responses.

2. Size of Companies Banks Target for Retirement Services

Many banks choose to market retirement services to companies of all sizes. The study
also shows that what is one bank's “small market” may be another bank's “middle market.” On
average, banks defined small-market firms as having plans with fewer than 300 participants or
less than $3 million in assets. However, while one bank defined small market firms as having
fewer than 50 employees, another bank defined the same market as having fewer than 1,000
employees. Similarly, banks differ in their delineation of the middle and large market, with

respondent characterizations of the middle market ranging from 500 to 5,000 employees. On
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average, banks in the study identified middle-market firms as having plans with between 360 and
3,800 participants or between $4 million and $41 million in assets. Large market firms on
average have plans with more than 2,700 participants or greater than $39 million in assets.

Table 4 also presents data on banks' target market based on company size (a plan's
participants or assets). All but one bank responded that they target the middle market for defined
benefit plans and defined contribution plans, including 401(k) plans. Small and large markets
receive roughly equal attention, although more banks target 401(k) plans toward small market
firms than toward large market firms.

Most banks indicated that they pursue at least two different markets with respect to firm
size. 401(k) products are especially likely to have more than one market. Only four banks
indicated that they focus only on the middle market for 401(k) products. Nine banks target at

least two markets for 401(k) plans and nine banks strive for all three markets.

3. International Markets

Institutional Investor's 1998 Defined Contribution Directory suggests that defined
contribution providers are expanding their overseas markets. Although the overseas presence is
still small (just $3 billion in foreign assets compared with the $2 trillion U.S. defined
contribution industry) 13 percent of the directory's defined contribution providers (20 out of 156)
report having business overseas.”

Most banks do not currently appear to be interested in extending their retirement services

into the international arena. Eighteen of the 23 banks in the study do not have plans to offer

¥ Ferrer (1998, p. 105).
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retirement services to residents of foreign countries. Of the five banks that do plan to offer

international retirement services, only one indicated that it is already providing this service.

D. Fees

Pension regulators, employers, and plan participants are increasing their scrutiny of fees
for defined contribution plans. They have two reasons for doing so. First, participants in defined
contribution plans shoulder most of the responsibility for making investment allocation
decisions, whereas they bear none of this responsibility in defined benefit plans. Second, recent
surveys suggest that 401(k) plan participants are paying an increasing share of plan fees and
expenses.

Because a plan's fees and expenses affect an investment's return over time, a plan's
participants and sponsors need to know the costs associated with various options. Using this
information, they can choose a defined contribution plan that maximizes potential investment
return for a given set of services.

Under defined benefit plans, retirement income depends primarily on the employee's final
salary and job tenure.*® Because defined benefits are independent of a plan's fees and expenses,
the burden of finding and funding the lowest-cost, highest-yielding defined benefit plan rests
solely with the employer. In a defined contribution plan, however, retirement income depends on
contributions to the plan and the investment return on those contributions. High fees and

expenses will lower an investment's return and, consequently, retirement income.

% In 1993, 61 percent of all full-time defined benefit participants had benefit formulas
based on final earnings. Twenty-two percent of defined benefit participants had benefits based

on years of service multiplied by a fixed dollar amount. See Employee Benefits Research
Institute (1995, p. 165).
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The OCC's study and several other recent studies of 401(k) fees show that plan fees vary
widely. Fees vary not only from provider to provider but also for a single provider offering
various service options. This suggests a two-step search for low-cost defined contribution plans.

First, an employer must select a low-cost provider from the multitude of retirement service
providers. Second, the sponsor must select service options from that provider that will maximize

value for the combination of services and investment risk that a participant chooses.

1. Defined Benefit and Defined Contribution Fees

Table 5 shows the different fees banks charge for defined benefit and defined contribution
plans. Most banks in our study charge some fees, e.g., trustee fees, investment management fees,
and distribution fees, whether the product is a defined benefit or defined contribution plan.

However, banks apply other fees, e.g., participant record keeping, loan fees, base fees,
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Table 5. Fees for Retirement Services
(in basis points unless currency noted)

Fee Defined Benefit Defined Contribution 401(k)
(n=21) w/0 401(k) (n=21)
(n=20)
Banks Avg. Fee Banks | Avg. Fee | Banks | Avg. Fee
Trustee 14 43.0 16 89.2 14 41.1
Investment 18 52.1 17 52.3 15 51.2
Management
Custodial 15 14.5 15 16.5 11 17.7
Transaction 13 $18.4 13 $18 9 $19
Participant RK 1 $12.5 16 $23 18 $21
Loan Fee 4 $87.5 16 $76 17 $76
Base Fee 8 $1,914.3 14 $1,832 16 $2,179
Compliance 1 11 $231 10 $285
Testing
Distribution 16 $14.0 17 $14 17 $14
Fees
Insurance 3 $17.5 4 $11 4 $14
Processing
Administrative 4 20.0 7 20.0 8 24.4
12b-1 4 15.3 7 22.7 13 26.8
Sub transfer 2 $37.5 4 25 10 14
agent
Finders 0 3 313 5 56.3
Investment 4 37.4 6 36.2 6 33.9
Advisory
Other* 1 5 7

Note: The “Banks” column shows the number of banks that charge each fee. Most respondents
provided a range for their fees. The average fee calculated uses the midpoint of the range.
“Other” fees listed include sub-accounting fees, education fees, base participant record keeping
fees, and employee communication fees.
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compliance testing, and 12b-1 fees, to defined contribution plans more often than to defined
benefit plans.’’ Appendix B is a fee glossary.

The number and size of fees banks charge for retirement services vary widely from bank
to bank. However, while differences in the number of fees charged reflect different fee
structures, the differences may or may not carry over to differences in the total expense of the
various plans. For example, one 401(k) provider may charge a single investment management
fee while another provider may charge a lower investment management fee but apply separate
charges for record keeping or loan fees. The total expense of a particular plan, therefore, depends
on these various fees and how often plan participants use services with separate charges.

The total cost of a particular plan ultimately depends on the amount of the plan's assets,
the number of people participating in the plan, the services desired from the plan's provider, and
negotiation between the employer and the plan's provider. Other factors that affect plan fees and

expenses include investment options, portfolio turnover, and the behavior of plan participants.

2. 401(k) Plans' Fees

A recent study of 401(k) trends and fees suggests that plan participants may be paying a
growing share of plan expenses. A 1997 Hewitt Associates survey, Survey Findings: 401 (k)

Trends and Experience, compares survey data over several years. The comparison shows a

3! Most banks provided a range for their fees, and many of these ranges were zero at the
low end. A zero fee may occur when banks waive management fees on assets invested in
proprietary mutual funds or when some of the cost is included in another fee, e.g., an investment
management fee or the annual base fee. Banks in the OCC study charge an average of nine fees
for their 401(k) plans. The number of fees charged by individual banks ranged from a single
bundled fee to as many as 15 separate fees.
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gradual shifting of a plan's expenses from employers to participants.®® In 1997, participants paid
all investment management fees (other than mutual fund management fees) in 56 percent of
401(k) plans compared with 44 percent in 1991. The share of plans requiring plan participants to
pay fees also increased between 1991 and 1997 for audit fees, employee communication, record
keeping, and trustee fees. For instance, participants paid all record keeping fees in 35 percent of
plans in 1997 and 22 percent of plans in 1991. They paid trustee fees in 40 percent of plans in
1997 and 27 percent in 1991.

Some plans divide expenses between employers and a plan's participants, but only a small
fraction of 401(k) plans use this shared- expense approach. For instance, less than 10 percent of
401(k) plans in the Hewitt survey share investment management fees (other than mutual fund
management fees), record keeping fees, and trustee fees.

The Department of Labor's Pension and Welfare Benefits Administration's April 1998
Study of 401(K) Plan Fees and Expenses found a wide range of fees among plan providers and
within indiv