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ECONOMICALLY TARGETED INVESTMENTS
Thursday, May 18, 1995

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMITTEE,
WASHINGTON, D.C.

The Committee met at 9:37 a.m., Rayburn House Office Building,
Room 2226, the Honorable Jim Saxton, Vice Chairman of the Committee,
presiding.

Present: Senator Bingaman, and Representatives Saxton, Ewing,
Manzullo, Sanford, Thomberry, and Stark.

Staff Present. Lawrence Hunter, Andrew Quinlan, Joe Engelhard,
Andrea Tippett, Juanita Morgan, Colleen Healy, Lee Price, and William
Buechner.

OPENING STATEMENT OF REPRESENTATIVE JIM SAXTON,
VICE CHAIRMAN

Representative Saxton. The purpose of this hearing is to discuss the
issue of Economically Targeted Investments, or ETIs. As Congress
struggles to downsize government, President Clinton is working behind
the scenes, apparently to expand government's reach, and use private
pension funds to finance what we refer to here as his liberal social agenda.

In the investment world, this practice is known as "social investing."
The Administration has dubbed these social projects as "Economically
Targeted Investments," or ETIs, but others prefer to call them "Politically
Targeted Investments."”

Today, millions of hardworking Americans contribute significant sums
of money to their pension plans. Each week they look at their pay stub
to see how much money they have contributed to their pension fund.
These millions-of hard-working Americans expect their contributions to
be there when they retire. They expect the pension trustees to invest their
money with prudence and with loyalty.

Some years ago, Congress reacted to make sure this happened by
passing a law, today known as the Employee Retirement Income Security
Act (ERISA). The same is true with millions of retirees who rely each
week on the pension check to provide them food, clothing and all the
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necessities of life. These are issues that we often discuss here in the halls
of Congress.

Last week, I introduced the Pension Plan Protection Act of 1995 to
prevent the practice of ETIs, which was co-sponsored by our leadership
on the Republican side and is expected to move through the House in a
timely fashion.

It is important to note that something over $3.5 trillion are in private
pension funds today. This is the amount of investment wealth that has
been put at risk by the Clinton Administration in their advocacy of ETIs.
It is well documented that the Administration has targeted private pension
plans as a new way to finance their liberal social agenda.

Let me just quote directly from ERISA, so that no one can mis-
understand the language that we are here to talk about, and the law which
I have concluded is not being followed by the Administration.

The pension fund manager must, quote, "discharge his duties with
respect to the plan solely in the interest of their beneficiaries and for the
exclusive purpose of (I) providing benefits to participants and their bene-
ficiaries; and (II) defraying reasonable expenses of administering the
plan."

ERISA does not say, "fiduciaries must make decisions primarily in the
interest of and almost entirely to provide benefits for participants and
beneficiaries." It says solely and exclusively. Exactly what parts of
"solely" and "exclusively" doesn't the Clinton Administration Labor
Department understand?

And so 1 know that we will be joined here by people with different
views of this. Olena Berg from the Administration is here to defend the
Administration's position, and we will look forward to hearing her testi-
mony and the testimony of others who are here to help us understand this
issue in some detail. :

I now turn to the Ranking Member, Mr. Stark, for his opening state-
ment.
[The prepared statement of Representative Saxton appears in the Sub-
missions for the Record.]

[The prepared statement of Senator Mack appears in the Submissions for
the Record.]
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OPENING STATEMENT OF REPRESENTATIVE PETE STARK,
RANKING MINORITY MEMBER

Representative Stark. Well, thank you, Mr. Chairman. I regret to
say that today's hearing is rather a waste of the Committee's time and
energies. Many of us suspect, or know, why this hearing is being held.

Today, we are going to pass a Republican budget that will slash pro-
grams for America's elderly, for America's children, that will cut budgets
for the Securities and Exchange Commission (SEC) and other groups who
oversee and protect America's assets. The Republicans have slated the
medicare portion of social security for a $288 billion cut and propose a
$24 billion cut in social security checks. They plan to cut $187 billion in
medicaid benefits, a third of which go to the elderly. And in combination,
these cuts are going to cost the average elderly person more than $3,500
by the year 2002.

In a desperate, desperate attempt to change the subject, the
Republicans are staging this hearing with the baseless charge that the
Clinton Administration pension rules will hurt the elderly. In fact, just as
in health care and social security, the Clinton Administration is working
to defend and protect the elderly.

The policy to permit Economically Targeted Investments does not cost
the elderly one red cent since the rules require that the risks and returns
must be the same as for other investments.

I am familiar with the rules and 1 am familiar with the rules in
California and in the State of New Jersey. I am sure the Chair is, as well.

The current interpretation of the law is identical to the policy adopted
under previous Presidents, including President Reagan and President
Bush.

The ERISA rules require that all investments, every single one, have
competitive rates of return and risk, and they only permit the additional
consideration of collateral benefits.

The legislation proposed by the distinguished gentleman from New
Jersey is not just a solution in search of a non-problem, it is pernicious.
It would bring "thought police” to Wall Street. If two pension fund
managers make the same investment in a promising project that turns
sour, the manager who can claim he only had financial considerations in
mind has no problem. But woe betide the manager who may have
invested not only for financial returns, but also for collateral benefits. He
would be personally liable for losses under the Chairman's bill.

In effect, the Saxton bill says to fund managers, "Don't let us catch you
considering anything that may benefit our country or your fellow citizens.
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If we catch you thinking about anything but the fund's bottomline, you are
in deep trouble."

What else does that bill say to pension managers? It says you can
protect yourself by putting your funds in Wall Street, but don't put them
in your own community. It says invest in multi-nationals that plan to
close factories and ship jobs abroad, but don't even think about investing
in an American company to help create jobs here in the United States. It
says invest in a foreign company that will compete with the U.S. but don't
think about using your funds to help American people compete.

Now, I would like to hear how this bill will deal with two programs in
the State of New Jersey. In New Jersey, the State Investment Council
directs the investment of about $34 billion in assets for the State public
employees’ pension funds. I believe those employees now work for a
Republican governor. The following is a statement of the Council's
policy towards social investing.

"The Council has adopted a favorable official policy requiring, quote,
'social investment.! The Council has determined that investing for the
benefit of fund beneficiaries need not exclude investments in New Jersey
or those which advance other social goals. In 1984, the Council codified
a list of social investment rules for the State Division of Investment that
includes reviewing all responsible investment proposals presented by
New Jersey corporations and giving preference to New Jersey investments
if other terms are equal.”

Is the Vice Chairman going to go back to New Jersey this weekend
and demand that the state pension funds be prohibited from giving pre-
ference to investments in his own State if other terms are equal?

There is another program the New Jersey Council initiated in 1986,
and under the program, the Division determines a market rate for
mortgages once a month and ~-eates an open window to buy identical
New Jersey mortgages from banks at this rate. In fiscal 1992, a million
dollars of New Jersey mortgages were purchased.

If the Vice Chairman wishes to stop that, we will sell him California
mortgages that -- New Jersey will never have it so good.

But the open window can prevent temporary capital gaps from devel-
oping if New Jersey suffers a shortage of secondary mortgage funds.

Now, I am sure that the distinguished Vice Chairman from New Jersey
does not intend to shift New Jersey's pension funds to California. 1 am
sure that, as we will hear from CalPERS and Ms. Berg, California can do
a lot better job and we didn't invest in South Africa when apartheid was
part of it.



There are many good things that can be done by investing in socially
responsible opportunities, and they can be done, as we have experienced
in this country for the past 20 years, while returning a reasonable invest-
ment and fulfilling the trustee's fiduciary responsibilities.

I'suggest that this bill is overregulation. This is Washington run amuck
where it is not needed. This is heavy-handed government interference,
totalitarianism in the investment market where it certainly isn't needed.
And I look forward to hearing from the witnesses this morning to hear
their side of the story.

Thank you, Mr. Chairman.

[The prepared statement of Representative Stark appears in the Sub-
missions for the Record.]

Representative Saxton. I thank the gentleman for his very articulate
interpretation of what we obviously disagree very much on. And just for
the record, it should be clear that our bill does not in any way affect
public pension funds. It is geared toward private pension funds only, and
so the gentleman's reference to New Jersey public pension funds has no
relevance in this hearing.

We are joined this morning by Olena Berg, who is our single witness
on the first panel. And I would just like to introduce her -- I am sorry, did
the gentleman want to make a statement? Thank you.

At this time I would like to introduce Olena Berg, who is Assistant
Secretary of the Pension and Welfare Benefits Administration. She is a
graduate of the California State University and has an MBA from Har-
vard.

Ms. Berg.

PANELI
STATEMENT OF OLENA BERG, ASSISTANT SECRETARY,
DEPARTMENT OF LABOR, PENSION AND
WELFARE BENEFITS ADMINISTRATION

Ms. Berg. Thank you, Mr. Chairman and Members of the Committee.
I appreciate your inviting me to testify this morning. I would like to
submit my formal testimony, with its attachments, for the record and
summarize my remarks to leave time for any questions that you may have
for me.

Now, I particularly appreciate the opportunity to be part of this inquiry
this morning into economically targeted investing because I think that this
hearing represents a much needed opportunity to move toward a shared
understanding of the issues in this field. By the time you have concluded
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. your inquiry, I am confident that you will have dispelled a good deal of
the misinformation that has been circulating on this topic.

Most importantly, I want to stress two things with you this morning.
Number one, the Clinton Administration has no plans to mandate any
form of pension investing, and secondly, we have absolutely no intention
of taxing pension funds.

What we in the Clinton Administration are committed to is the pro-
tection of workers' financial security in retirement, as provided for in the
Employee Retirement Income Security Act of 1974, or ERISA, the law
governing pension plans. In fact, the Administration and Congress acted
to strengthen the Federal protections for pension plans last year by
signing into law the Retirement Protection Act. My primary mission as
the Assistant Secretary of Labor for Pension and Welfare Benefits is to
protect workers' pensions, and I would never advocate a policy that I
believed would put pension plans at risk.

While many commentators may discuss Economically Targeted
Invest-ments in terms of social goals, if you look at the speeches and
comments that I have made on this subject, you will find that that is not
why I talk about ETIs. My perspective is strictly that of someone who is
concerned about the long-term viability of the pension system.

So why do I talk about ETIs and other long-term strategies? It is
because we have to recognize that pension funds, with $4.8 trillion in
assets, and growing, are an increasingly important force in the allocation
of capital in the American economy. They are major investors in our
nation's economy, and therefore they need to be concerned with its
growth and its stability over the long term.

You will note that in our Interpretative Bulletin on this subject, we talk
about ETIs as investments selected for the economic benefits they create,
in addition to their investment returns.

Now, I think it is important to note too that pension plans are also a
growing source of funds for investments in small business, an important
source of job creation in this country. Further, as long-term investors,
pension plans need to be concerned that capital is made available to these
small businesses that will allow them to grow into the Fortune 500 com-
panies of the future.

Mr. Chairman, last June, the Labor Department published its Inter-
pretive Bulletin 94-1. This Bulletin summarized and reiterated the
Department's long-held interpretation of Federal pension laws as they
relate to ETIs. ETIs are generally defined as investments that not only
provide appropriate risk-adjusted rates of return to the plan but also pro-
vide collateral benefits.
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These benefits may include things such as job generation, affordable
housing that allows workers to live near their places of employment,
revitalization of infrastructure and small business development.

The Bulletin reminded readers that pension plans —- as, Mr. Chairman,
you pointed out — must invest for the exclusive benefit of the plan
participants. It also repeated the long-standing position that it is
consistent with ERISA for a pension plan fiduciary to select investments
which provide other economic benefits, so long as these investments do
offer a risk-adjusted rate of return comparable to alternative available
invest-ments and also comply with all of ERISA's fiduciary requirements.

The Department has consistently stated to anyone who has inquired of
us that pension plan fiduciaries may use their own discretion in deter-
mining how they will choose from among multiple investment oppor-
tunities that may be available to them. In the exercise of that discretion,
of course, they must comply with ERISA's fiduciary standards.

Even before I came to Washington, the matter of ETIs was brought up
and considered by the Department's Advisory Council on Employee
Welfare and Pension Benefit Plans. This advisory body is a 15-member
bipartisan group of nationally recognized pension experts. The 1992
Council, appointed by the Bush Administration, studied Economically
Targeted Investments, took testimony for a year, and formally recom-
mended that the Department “should issue an advisory opinion or other
formal document affirming its current position on ETI programs."

Now, what did it say that that current position was back in 19922 The
Council concluded that the Department, “should preserve the current
ERISA interpretation which allows pension plans to favor ETIs once such
assets meet a prevailing rate test based strictly on their financial charac-
teristics.”

I can't stress this enough. We have not changed the interpretation of
the law one iota. And you needn't accept my word alone on this point.

Top Labor Department officials spanning the Presidents Reagan,
Carter, and Bush have all taken the same position. I have attached to my
testimony letters from two of them. However, because this major point
needs to be made that the Clinton Administration has not changed the law
or the interpretation of the law, I will quote from a few of my pre-
decessors.

Ian Lanoff, from whom you will be hearing later, had my job in the
Carter and beginning of the Reagan Administrations. Ian said, “The
ERISA legal standards contained in Interpretive Bulletin 94-1, as they
would apply to Economically Targeted Investments, are exactly the same
as the ERISA legal standards which have been employed by the U.S.
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Labor Department since the late 1970s when I served as ERISA Admin-
istrator at the Department.”

Robert Monks, who served under President Reagan, quote:
“Interpretive Bulletin 94-1 sets forth a policy that is consistent with the
policies announced by DOL during the years that I had principal
responsibility for the ERISA program.”

Dennis Kass, who served under President Reagan, quote: “The view
that non-economic benefits may be achieved incident to the proper
investment of pension funds is one of long-standing under both the Inter-
nal Revenue Code prior to the passage of ERISA and under ERISA.
Clearly, to prohibit such benefits where the provisions of law have been
scrupulously adhered to would unnecessarily constrain fiduciaries in the
exercise of their investment duties. Such a prohibition could result in
specific investment opportunities being avoided by fiduciaries simply in
order to avoid the possibility of an incidental benefit arising from them.”

David Ball, my predecessor under the Bush Administration, quote: “It
is the Department's long-standing position that...non-economic factors
may only be considered in making investment decisions if they do not
compromise the economic balance of risk and return to the plan and aie
consistent with ERISA's diversification and other requirements.”

And finally, Marshall Breger, who was Solicitor of Labor under
President Bush: '"Nothing in ERISA's fiduciary provisions specifically
prevents a pension plan from investing in infrastructure facilities [one
type of ETI]. But like any other pension plan investment, it has to be
done right."

All of these appointees, Carter, Reagan and Bush appointees, issued
the same Labor Department position that we consolidated in Interpretive
Bulletin 94-1.

Critics of economically targeted investing will often cite a handful of
investments that turned out badly as evidence that ETIs are per se
imprudent. But there are at least two independent studies that confirm the
viability of ETIs as investment.

The General Accounting Office (GAO) recently reviewed hundreds of
such individual investments by public sector plans and found that these
plans earned reasonable financial returns through their ETI programs.
Similarly, the Small Business Administration recently sponsored a com-
prehensive 50-state study of small business development ETIs. The study
noted that ETI programs provide a source of capital for small business
and concluded that ETIs provide rates of return comparable to similar
investments.
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In conclusion, we are committed to preserving ERISA's fiduciary
standards and will oppose any tampering with those well-established and
proven standards. This Administration does not, would not, and never
will mandate the use of ETIs. Any suggestion to the contrary is simply
wrong. We believe it is up to individual pension plans to find the
investments that will earn the best risk-adjusted returns for each plan, and
if those investments also generate benefits which help the economy, we
think that is fine. After all, the financial strength of the pension system
over the long run depends on a sound economy.

Thank you very much, and I would be happy to take your questions.

[The prepared statement of Ms. Berg appears in the Submissions for the
Record.]

Representative Saxton. Well, thank you very much for a fine ex-
planation of the Administration's current policy, and I have to say that I
agree with much of what you have said about previous administrations
and their tendency to grant permission to pension fund managers on
various occasions when pension fund managers initiated on their own the
desire to make an investment that could be called, under today's terms,
ETlIs.

I'think where we have some difference of opinion, however, is that
previous administrations, I do not believe, encouraged the practice of in-
vesting in ETIs such as this Administration does.

It is true, is it not, that you have done extensive travel around the coun-
try promoting the concept of ETIs? It is true, is it not, that today we have
for the first time the establishment of a clearinghouse for the en-
couragement of ETIs? And it is true, and this is what troubles me a great
deal, you say that there is no way that this Administration is ever going
to mandate the practice of ETIs, however, it is very clear that in Arkansas
law, during the time that President Clinton was the Governor of Arkansas,
that the following language was included in Arkansas law.

It says, "it is the intention of the General Assembly and as assets be-
come available for investment, the system shall seek to invest not less
than 5 percent, nor more than 10 percent of their portfolio in Ar-
kansas-related investments for economically targeted purposes.”

That is the language which is in the law in Arkansas which President
Clinton obviously signed into law while he was Governor there, and so
we see here a trend on this Administration's part to encourage ETIs, to
travel expensively, to spend fairly significant amounts of Federal money
to encourage this practice, and that is certainly quite different from what
we have seen in previous administrations. Would you not agree with what
I just said?
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Ms. Berg. Well, Mr. Saxton, there were probably several questions
there and I will try and address each one of them individually. The first,
if I understand, was you are differentiating us from previous admini-
strations, even though the law has not changed, that we are encouraging
ETIs.

One of the things pointed out by the ERISA Advisory Council,
appointed by President Bush before I arrived and the reason for them
asking that we make some sort of an affirmative statement in one place on
the Department's position was that in spite of that long-held position,
there seemed to be a substantial amount of confusion in the pension
investment community about where the Department stood on ETIs.

There was evidence of this confusion from a study done by the
Institute of Fiduciary Education that asked public plan sponsors (in this
case) if they were investing in Economically Targeted Investments, and
over half of those who said that they weren't, said that they believe that,
per se, it was inconsistent with their fiduciary duty.

Now, as I have spent some time describing this morning, that is flat out
not the case under ERISA. So we agreed that there was a need for the
Department to put in one place what the position was. Very early on after
I got here, representatives of some private funds, including those of
several major corporations who were making these kinds of investments,
reiterated they thought it was important that the law and the Department's
position on the law be clear so that individual funds could make their
investment decisions understanding what the law said on this issue.

That is what we have done. We have made it clear, and I have said
this in every speech that I have given, that it is up to the individual plans
to decide what are the best investments for them. We are trying to clarify
what the law is.

And beyond that, as I pointed' out in my testimony here, we think
incidental benefits that are good for the economy in the long run are also
good for pension plans.

Now secondly, I am not sure what is considered extensive travel. I
have probably done a handful of trips out of town, but I will tell you, I
don't typically call up people and ask them if I can come speak to them.
If I am invited to speak and am able to do so, I do. And the first question
we ask someone who invites me to speak is, what would you like to hear
about? And then I try to talk about what people have asked to hear about.
Therefore, where I have given speeches on ETIs, it is because I have been
requested to do so.

Third, you mentioned the clearinghouse. We provided seed funding for
a private, nonprofit entity to start up a clearinghouse with information on
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this subject. That, again, was a recommendation made by the Bush
Advisory Council when they studied economically targeted investing
before I got here. The reason that they recommended a clearinghouse was
the lack of information on this type of investment, and we all have to re-
cognize that one of the costs of investing is obtaining information. And
they concluded that one of the reasons plan sponsors might not be pur-
suing some of these investment opportunities is they simply did not un-
derstand them. And of course it is very important under ERISA, in order
to be prudent, that you understand what you are investing in.

Not only the ERISA Advisory Council, but many other groups have
suggested that having this kind of information available would be helpful
to them.

Finally, with respect to the law in Arkansas, public funds are different
than private funds in how they go about asset allocation, but it is not
uncommon in public funds, as was the case in my State of California, for
the legislature to essentially define broad asset categories that they would
like their pension plans to be investing in.

For instance, in California, there is a required portion of assets that
have to go to in-state mortgages. That is an asset allocation decision that
the legislature, as overseer of the pension plan, I believe appropriately
makes.

Representative Saxton. You don't deny that while President Clinton
was Governor of Arkansas, that there was put in place a provision that
mandated that between 5 and 10 percent of their portfolio be invested in
Arkansas-related investments for ETI purposes?

Ms. Berg. 1 do not have the language in front of me, but my re-
collection is there was no mandate in the sense that it has to be exactly
this amount. Rather, the language provides goals for in-state investment,
so long as the purchase is otherwise prudent and they can find the
opportunities, and again, as I stated, there are many public funds that
invest pursuant to that kind of language.

Representative Saxton. It says exactly - this language is very clear
tome. It says, as assets become available for investment, the system shall
seek to invest not less than 5 percent nor more than 10 percent of their
portfolio in Arkansas-related invesiments.

Ms. Berg. I think the key words there are "seek to invest," and of
course any asset allocation strategy by any pension plan is governed by
other prudence considerations. In the case of the pension funds that I
have been involved in, they have set aside for example, money for venture
capital, and for several years may not be able to get up to that benchmark
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amount because they don't find sufficient investments. Those are asset
allocation targets.

Representative Saxton. Tell me about the clearinghouse. Is it
currently operating?

Ms. Berg. It is currently in the process of becoming operative would
be the best way to describe it. They have completed the process for OMB
clearance of the survey that they will send out to collect data, which took
some time. They are developing their infrastructure, if you will, the data-
base, and are putting together their advisory board and doing those sorts
of things.

Representative Saxton. Would this clearinghouse seek to have
between 5 and 10 percent of private pension funds invested in Econo-
mically Targeted Investments? '

Ms. Berg. The clearinghouse serves strictly an informational function.
They will be surveying pension plans who may already have done this
kind of investing to get information on the investments that they have
already made. They won't be involved at all in pension plans investment
policies.

Representative Saxton. You mentioned that you had made a handful
of speeches about ETIs. I think at our request, you have sent us 11
speeches that you have made. Can you tell us whether that is all the
speeches that you have made or whether there were additional speeches
that you have made on ETIs?

Ms. Berg. The 11 speeches sent and the handful -- I apologize. A
handful of those 11 were given out of town, and the rest of them were in
Washington. 1 don't remember the exact distribution. We went back
through, at your request, the speeches that I have given. Those 11 were
the ones that were specifically directed toward ETIs.

I have also given some speeches where people have asked for me to
review the major things going on in the Department of Labor, and I may
have mentioned ETIs as one of any number of things.

Representative Saxton. Do you have any idea how many times you
have spoken on ETIs?

Ms. Berg. Well, again, the list that I gave you were the speeches that
were specifically addressing ETIs.

Representative Saxton. The cover leiter said they were selected
speeches on ETIs and that is why I was curious to know whether there
had been others.

Ms. Berg. We were trying to respond to the request. We gave you all
the ones where the speech was specifically on ETIs and we said selected
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because, again, I certainly have mentioned ETIs in much more general
speeches about many activities going on in the Department.

Representative Saxton. Ms. Berg, prior to 1974, generally accepted
practices with regard to private pension funds were that they would be
invested for the benefit of the beneficiaries in the plan without regard to
other social benefits that might accrue, kind of a general attitude that
pension fund managers and regulators had.

Then in 1974, Congress passed the law that is today known as ERISA,
and the language in ERISA codified what had been the general practice,
and that was, and let me quote the language, "the duties of the pension
manager are to discharge his" — and I think we might say or hear today
- "duties with respect to a plan solely in the interest of their beneficiaries
and for the exclusive purpose of, one, providing benefits to participants
and their beneficiaries, and two, defraying reasonable expenses of admini-
stering the plan."

With that language in place, it had also been the practice of pension
fund managers on occasion to come to seek relief from that language, as
I understand it, from the Secretary of Labor when they had a desire to
invest in some other plan.

Is it not true that the initiative of this Administration is to encourage
this practice more so than previous administrations and thereby encourage
more investments that would take place, or that are taking place above
and beyond the stated purposes in the law?

Ms. Berg. As I mentioned previously, our intention has been to make
it clear what the law is, and that the law has not changed through that
history --

Representative Saxton. If 1 may say so, | have a tough time
understanding why it is that this law needs to be made more clear because
it is stated as explicitly as anyone could ever state what the objectives of
the pension fund manager would be, to provide benefits to participants
and their beneficiaries and to defray reasonable expenses. I don't have
any trouble at all understanding that language.

Ms. Berg. Mr. Chairman, many people have come to us, and you
have, as an attachment to what I have submitted 23 letters where people
have read exactly that language andasked, we have an investment that we
want to make and it provides an incident benefit to someone else, are we
running afoul of that language?

And in 23 letters, the Department has said, over 15 years, exactly the
same thing: As long as you don't sacrifice returns or increase risk, it is
perfectly appropriate for you to consider those incident benefits.



14

That is exactly what we addressed in the Interpretive Bulletin as well
and that is where the confusion seems to come about.

Representative Saxton. I think where the confusion comes about is
that we see a track record here of encouraging a practice which by
definition has to increase risk in the plans, has to, in my opinion, increase
risk in the plan.

Number two, we see a President who was formerly the Governor, who
signed at least and perhaps promoted the notion of having a quota of 5 to
10 percent, and an increase in activity in promoting on your part, your
job, and you are doing what -- you are setting out to accomplish what you
think is right and that is fine.

But we see a pattern here of a change in pension fund investing that
concerns us very much, and I just think that you should be aware, and I
know you are, because we have had communication written and otherwise
previously, and we have even shared the same podium in addressing this
subject in Washington in different forums, but you should be aware that
there is a great deal of concern on the part of this leadership in the House
of Representatives, and this is a pattern which we don't think is healthy.

And so we share your enthusiasm for making sure that we invest this
money as prudently as possible, but I am not sure -- in fact, I am sure that
we don't share your enthusiasm for Economically Targeted Investments.

So I will stop at this point and yield to the Ranking Member for his
contribution here.

Representative Stark. Ms. Berg, I am sure you are familiar with the
quotation that probably started all this: “Bring the full tithes into the
storehouse, that there may be food in My house, and thereby put me to the
test, said the Lord of hosts, if I will not open the windows of heaven for
you and pour down for you an overflowing blessing,” Malachi 3:10.

This started a long time ago, you know, and now Congressman Saxton
wants to end it all. We are going to have to rewrite every Gideon Bible,
but only for this assemblage, their great assemblage of right wingers here
from the CATO Institute and the Olin Institute, people who never had a
job except the guys who funded this, and who mostly inherited their
money.

But I want to find out what this Administration is up to now. Have
you been, more so than the previous two administrations, discouraging
teen-age pregnancy? Have you been discouraging drinking before
driving? Have you been discouraging smoking by pregnant women?
Have you been encouraging patriotism and abstinence from drugs?
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Haven't you done a far better job and hasn't this Administration traveled
far and wide to spread that word to the American public?

Ms. Berg. Well, certainly I would say that all of us who represent the
Clinton Administration believe that it is part of our jobs to talk about our
policies.

Representative Stark. But the President does, doesn't he?

Ms. Berg. Certainly.

Representative Stark. He believes that firmly.

Now, do you see anything wrong with encouraging people to do the
right thing in their everyday lives?

Ms. Berg. No.

Representative Stark. Now, is there anything, is there any scintilla,
is there any sentence, is there any requirement, is there any passage, is
there any regulation, law, or anything like that, that requires affirmative
action on ETIs on the part of any pension manager, public or private, in
the Federal government?

Ms. Berg. No, Congressman Stark. In the language which you are
putting it, I would summarize the position: If you, as an investment
manager, conclude that there is an investment that is otherwise equal in
its return and reward characteristics and it does something that you
consider good --

Representative Stark. But I don't have to do that.

Ms. Berg. It is all right for you to do if you want to.

Representative Stark. I can buy tobacco stocks and kill people,
right? :

Ms. Berg. If you want to.

Representative Stark. That is what I am saying. There is no
restriction, absolutely none, until my good friend from New Jersey came

along and decided we ought to clamp down on these brilliant investment
managers and prevent them from exercising their free market right.

Is it not within the definition of the fiduciary responsibility of a
trustee, isn't it, in a democracy, isn't it a God-given right for them to
choose among any investment that is legal in this country?

Ms. Berg. As long as it is otherwise prudent.

Representative Stark. Wouldn't it sound a little bit totalitarian to
restrict the choice in a free market economy of investment managers from
picking investments that otherwise meet the tests of a prudent man?
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Ms. Berg. It is our view that ERISA has worked very well in allowing
plans to pick among all alternative instruments available to them and no
restriction is necessary.

Representative Stark. You are familiar, Ms. Berg, I know, with
secondary markets. Isn't it true that the President had just established a
plan to encourage secondary markets in investments in small businesses
to improve the liquidity of lenders, formerly like myself, who used to
make it a policy never to turn down any small business loan -- there aren't
many banks that have that record I might add - but to improve the
liquidity of bankers who would do the right thing? The President has
encouraged a secondary market for the securitization of small business
loans to help small businesses have access to capital.

Now, do you think that the restrictions such as Congressman Saxton
has suggested might have a dampening effect on the creation of that
secondary market?

Ms. Berg. We think it could well have a dampening effect on anyone
who might be thinking about making such investments if they were
worried about being open to the charge that they had done it for the
incidental benefits, yes.

Representative Stark. So in effect, if I were back running my old
bank, I would probably be nervous for fear that the thought of police,
engendered by Mr. Saxton's bill, would come after me if I made loans to
small businesses and it would be much simpler just to keep buying
Treasury bonds and Fannie Mae insured mortgages, correct?

Ms. Berg. If, under the terms of the bill, your bank was an investment
manager for a pension plan, certainly.

Representative Stark. Well, I certainly hope that we don't encourage
the creation of “thought police” on Wall Street. It wouldn't have a lot to
do, but it ought to scare the people who are there.

Thank you, Mr. Chairman.

Representative Saxton. Thank you, Mr. Ranking Member. I
appreciate your sense of humor. I hope the people who invest in private
pension funds share your glee on this subject.

I yield at this point to the gentleman from South Carolina, Mr.
Sanford.
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OPENING STATEMENT OF REPRESENTATIVE
MARK SANFORD

Representative Sanford. What I am hearing, both through, I guess
in Malachi, encouraging people to do the right thing, is really a philo-
sophical question we are struggling with more than anything else.

Representative Stark. There is no law.

Representative Sanford. Philosophical difference, and that is, if you
look at pensions and the dollars that they represent, I think the question
we have to ask ourselves in terms of asset allocation -- you spoke earlier
of California and how the State legislature there had decided that
California pension benefits to some degree would invest in home
mortgages, that they thought that was good public policy.

But I think that what we have to ask is who ultimately is the best
manager of money? And if we think that the political body here in
Washington is the best manager of money, then we maybe ought to
pursue ETIs. Maybe they make sense.

But what I have seen over the last couple years is -- I mean, you look
at the $4.8 trillion debt. You look at structuring $250 billion deficits. I
would argue that we are not that good at allocating assets, and, in fact, we
probably lead to distorted decisions in terms of good management of
money.

So if I was to draw a hierarchy, I would say politicians are probably at
the bottom of the barrel in terms of managing money. Governor admini-
strators are somewhere midstream, and I think that individuals who
themselves are ultimately tied to that money when they produce are the
best managers of money, and that this question is larger than anything
else philosophical and that don't we think that the individual themselves
would be the best manager in their hometown to decide what should be
targeted socially or economically? What would your thoughts be on that?

Ms. Berg. Congressman, we are now talking about investments in the
context of trust law and ERISA where fiduciaries are making those in-
vestment decisions on behalf of individuals. It is not individuals them-
selves making the decisions. The money for workers’ future pensions has
been collected, and I would agree that law right now allows those pension
fund managers, to make that decision. We therefore think any restriction
on that ability is unnecessary. Right now, it is the investment managers
who decide among the various alternatives that are available to them what
is most appropriate for their individual plan.

Representative Sanford. But at the core, ETI is going to do that, as
I understand.
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Ms. Berg. Well, I think there has been some fundamental
misunderstanding. An ETI inherently is no more or less risky than any
other kind of investment. They are all over the investment continuum.
Just to give -

Representative Sanford. Although, it is my understanding that
Wayne Marr would disagree. His finding was that on a basis point return
of 110 to a 320 point spread in terms of greater return with ETIs.

Ms. Berg. Well, that study --
Representative Sanford. You would say he is wrong?

Ms. Berg. We have some severe methodological concerns about the
study because it never actually looked at the returns of the ETIs. It
looked at plans that might be making these kinds of investments and said
that their returns are different from other plans. But they did not ad-
equately control for risk.

To give you an example, the differing rate of return might well be
because they were much more heavily invested in commercial real estate
that happened to go bad at that time or they might have been in the
Japanese stock market. There is nothing that connects those returns to
economically targeted investing and, in fact, because most plans that do
this kind of investing do it in such small dollar amounts, there is no way
that they could have those kinds of effects on the plan returns.

Also, these studies have looked over a very short period of time. It
would be like my looking last year and saying, well, gee -- or whenever
this last happened, the bond market out-performed the stock market this
year so we shouldn't invest in stocks. And in fact, the one study that did
go over five years found that difference disappeared.

Representative Saxton. Mr. Thornberry.

OPENING STATEMENT OF REPRESENTATIVE
MAC THORNBERRY

Representative Thornberry. Not at this time, Mr. Chairman. I guess
we need to go vote.

Representative Saxton. Thank you very much.
Mr. Ewing, do you have questions for Ms. Berg?

OPENING STATEMENT OF REPRESENTATIVE
THOMAS EWING
Representative Ewing. Are there any directions that you have from

the Administration on what your policy should be in encouraging the
managers to make investments maybe along the line of what we are
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talking about here? Do you make that policy? Does it come from the
White House?

Ms. Berg. Well, the policy that I presented here today with respect to
a legal position on economically targeted .nvestmg, the fact that we have
no interest in mandating any kind of investment practice, and that we are
not proposing taxing pension funds, are all the policies of the Adminis-
tration, as well as my policies.

Representative Ewing. Well, when the President was Governor of
Arkansas, he did have a different policy. I mean, he signed legislation
down there that did encourage a percentage to be invested in Econo-
mically Targeted Investments. Do you — are you saying that has never
been discussed in this Administration?

Ms. Berg. Certainly, economically targeted investing has been dis-
cussed. I have sent copies of my speeches over to the Committee. I am
here discussing it today. The major policy, if you want - the single
policy pronouncement is that we want to make clear what the law is.

We want to say that ERISA permits ETlIs to the extent that investments
can be made that provide good returns to pension plans, don't sacrifice
returns or increase risk, and also benefit the economy. We think it is
terrifically important to benefit the economy. Finally, we are not inte-
rested in mandating anything to anyone.

Representative Ewing. Well, if you say it has been discussed and if
Economically Targeted Investments, are totally sound, why do we even
have this as a subject matter?

Ms. Berg. Well, again, as I pointed out with the --

Representative Ewing. 1 would think they would be fighting for
them.

Ms. Berg. As I pointed out with the 23 individual letter requests that
we have issued, with the survey of the Institute for Fiduciary Education,
with the results of the year that the ERISA Advisory Council in the Bush
Administration spent studying this subject, there was confusion around
the issue. As a result, no matter how good the returns may have been,
there were investment managers who were afraid that, per se, they
couldn't make an investment if it had these other benefits.

That is absolutely not what the law says. What we have tried to do is
to clear up that misunderstanding of the law.

Representative Ewing. You don't feel that there has been any subtle
pressure put on managers then to try and find Economically Targeted
Investments?
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Ms. Berg. Absolutely not. For instance, there is no way in the
reporting that pension plans do to us that we could distinguish an ETI
from any other kind of investment, because ETIs are made in the form of
equity investments, debt instruments, and other sorts of things. We would
have no way of knowing whether a particular investment was an ETI or
not, nor would we ever ask an individual plan manager.

What we are interested in is whether or not investments are made pru-
_ dently, no matter what kind of investment it is. That is what we look to.

Representative Ewing. So that is your bottom line?
Ms. Berg. Absolutely.

Representative Ewing. Prudence?

Ms. Berg. Prudence.

Representative Ewing. Prudence. Thank you.

Representative Saxton. We are going to have to break and go ahead
and vote, but we want to thank you for being here this morning and we
could, I am sure, discuss this issue with you for quite awhile. We have
several other panels of people who are here to also discuss this with us.

We are going to break. We should be back here in 10 or 15 minutes
after this vote.

Ms. Berg, thank you very much for being with us. We appreciate it
very much.

Ms. Berg. Thank you, Mr. Chairman, Members of the Committee.
[Recess.]
Representative Saxton. Thank you for your patience.

I would like to at this point introduce our second panel. John
Langbein has served as the Chancellor of Kent, Professor of Law and
Legal History at Yale since 1990. His particular area of focus is pension
and employee benefit law. He is an active member of the American Bar
Association, Selden Society, and the U.S. Secretary of State's Advisory
Committee on Private International Law.

Mr. Langbein has been published numerous times on the issue that we
are discussing today. Among his articles are, “The Conundrum of
Fiduciary Investing Under ERISA” and “Proxy Voting of Pension Plan
Equity Securities, “Social Investing of Pension Funds and University
Endowments: Unprincipled, Futile and Illegal”, and of course there are
a long list of others that I won't mention. '

Also here to testify with us is Charles Rounds, a graduate of Columbia
University and professor of law at Suffolk University Law School, he has
an active consulting practice in trust matters and is counsel of the Franklin



21

Foundation, a 200-year old trust established under the will of Benjamin
Franklin. In addition, he is a noted author, co-author of the seventh
edition of Loring: A Trustee's Handbook.

And also lan Lanoff, an attorney specializing in special law, former
Assistant Secretary in the Labor Department during the Carter Admini-
stration. I welcome you all, and I understand that Mr. Rounds will be our
first person here to testify.

If I might just remind you that because of time constraints, we are
forced here oftentimes - and today is no exception -- to operate under
what we call a five-minute rule. These little bulbs here in front of me will
light up. The green one means go. The red one means stop. And so at
the five-minute mark, the red light will remind you that your time has
expired. Of course we will make your entire statement part of the official
record.

So. Mr. Rounds, if you would begin.
PANEL II
STATEMENT OF CHARLES E. ROUNDS , JR.,
PROFESSOR OF L.AW, SUFFOLK UNIVERSITY LAW SCHOOL
‘Mr. Rounds. Thank you, Mr. Chairman.

Mr. Chairman, Members of the Committee, my name is Charles E.
Rounds, Jr. I am a professor of law at Suffolk University Law School in
Boston and co-author of the seventh edition of Loring: A Trustee's
Handbook. The handbook will have its 100th anniversary in 1998.

I am pleased to testify in opposition to the Clinton Administration's
policy of encouraging private employee benefit fund managers to invest
in Economically Targeted Investments. I wish to make, please, one
fundamental point: Secretary Reich's ETI policy interferes with the
private property rights of working Americans by undermining the
fundamental duty of trustees to act solely in the interest of their bene-
ficiaries.

Since 1976, the common law trust has been the focus of my teaching,
writing and practice. Professor Maitland considered the trust -- a re-
finement in the concept of private property - to be the greatest achieve-
ment of English jurisprudence. Sodo 1.

It is because I am convinced that a number of initiatives of the Clinton
Administration, the Clinton Deficit Reduction Trust Fund, the Violent
Crime Reduction Trust Fund, the Presidential Legal Expense Trust, and
perhaps most troublesome of all, Secretary Reich's ERISA Regulatory
Bulletin encouraging private fund managers to invest in ETIs, assaults the
very institution of the private trust that I come before you today.
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There are real world consequences to all of this that extend beyond the
ivory tower. In the case of Secretary Reich's ETI policy, for example, the
undermining of a trustee's fundamental duty of loyalty threatens not only
the institution of the trust, but the nest eggs of millions of working Ameri-
cans, the life savings of real people.

A trust is a fiduciary relationship with respect to property. The trustee
has the title to the property. The trustee, however, has a duty to deal with
the property for the benefit of another. In trust parlance, that other person
is called the beneficiary.

With the exception of insured plans, the assets of private employee
benefit plans are held in private common law trusts. Thus, the worker
who participates in a private qualified employee benefit plan is a trust
beneficiary. As such, under the common law, and under ERISA, he is
entitled to the trustee's undivided loyalty. Secretary Reich's ETI policy
erodes that fundamental duty. The restatement of trusts is unambiguous
in this regard.

In administering the trust, the trustee is under a duty to the
beneficiaries not to be influenced by the interest of any third person or by
motives other than the accomplishment of the purposes of the trust. Thus,
it is improper for the trustee to purchase property for the trust for the
purpose of advancing an objective other than the purposes of the trust.

It is settled law that a worker's interest in a private employee benefit
trust is an item of private property. It belongs to the worker, not to the
trustee, not to the employer, not to the taxpayer, not to Secretary Reich,
not to President Clinton, not to the members of this Committee. It
belongs to the worker. When Secretary Reich plays with a trustee's
fundamental duty of loyalty, he is playing with the personal assets of
workers and their families.

Moreover, this aggregation of private wealth has a difficult enough and
important enough social mission, namely, to provide private economic
support to those workers and those families, in other words, to real human
beings. It does not need the additional burden of having to participate in
Secretary Reich's risky social experiments.

Suffice it to say that to the extent economic value actually gets sucked
out of our private pension system as a result of public political initiatives
such as ETIs, someone will have to absorb the resulting economic loss to
the extent it cannot be taken out of the hides of the trustee, be it the
worker, the employer's stockholder, or the taxpayer. Wealth does not
exist in a vacuum.

This concludes my opening remarks.

-
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[The prepared statement of Mr. Rounds appears in the Submissions for
the Record.)

Representative Saxton. Thank you very much. Mr. Langbein.

STATEMENT OF JOHN LANGBEIN, CHANCELLOR
KENT, PROFESSOR OF LAW AND LEGAL HISTORY,
YALE LAW SCHOOL

Mr. Langbein. Thank you, Mr. Chairman, Members of the Com-
mittee. I appreciate the opportunity to be with you. I have a prepared
statement. I just want to hit a couple of the highs and then I would be
glad to take questions.

Let me begin by saying that it is very important to understand that
most of the really troublesome social investing problems, the ETI
initiatives, are not in the ERISA covered area. They are in state and local
plans, which are exempt under ERISA 4(b) and they are in university and
eleemosynary endowments. That is where the real trouble is, and, in that
sense, ERISA has been a real success story.

The provisions of ERISA that we have talked about and that the Chair
has quoted today -- ERISA's exclusive benefit rule and duties of prudence
-- those standards have been so powerful that the Labor Department has
rightly interpreted them to eliminate most of the abuse. I still think that
some measure of the sort that is being proposed here today is important
and useful, but it is very important as background to be aware that most
of the worst of the abuses are in the state and local plans.

The scandal that we have in Connecticut, my home State, with the
State Treasurer buying the Colt Gun Factory in effect or the terrible
disasters of the Kansas plan had where they wound up buying everything
from video stores to synthetic fuel manufacturers and so forth, trying to
create jobs in Kansas and wound up with a loss of $100 to $200 million,
that kind of stuff is just outrageous and is stopped now under ERISA.

So we start with an understanding that ERISA has done a tremendous
Jjob. So what is left to do? Why are we here? Why are we worried?

Well, the answer is that ERISA still leaves open an opportunity for
some mischief of the sort that you are rightly worried to prevent, and that
comes about because of the so-called costlessness standard that is used to
decide whether or not these politically motivated investments can be
made. The rubric which you heard Secretary Berg, Assistant Secretary
Berg referring to this morning is essentially that. It is okay to be
politically conscious and politically motivated as long as you have a
comparable economic return and, therefore, the social side of your
investment is, quote, “costless.”
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This formulation originated back in the 1970s under Ian Lanoff here
when he had that job over at the Labor Department, and it was, I think,
probably a pretty good first stab at trying to get rid of the worst of the
offensive social investing forms, but it allows a lot of mischief, and I have
talked about that in the prepared statement that I have submitted to you
today.

The problem is that costlessness is just too easy to fudge, that we can't
find out what the costs are. These costs are hidden. Remember that we
are not looking at things with market prices. If you pay more for AT&T
stock than the guy next door to you is paying for AT&T stock today, we
will find out in effect, and the costlessness rubric will stop you. It is
illegal and we can prevent it.

But that is not what we are talking about. We are not talking about
investments that have a market price. We are talking almost by definition
in this social investing universe about one shot deals, about investing in
particular mortgage schemes, particular real estate developments, par-
ticular closed corporations, and the thing that all those investments share
in common is that you can't look up in the Wall Street Journal or Barrons
and find out the market price and, therefore, it is just about impossible to
police the costlessness standard.

These investments lack that comparability that is needed to demon-
strate that the investment was indeed costly or not costly to the pension
fund.

It is that problem that would lead me to encourage you to go some-
where down the line that you are going in the legislation that is proposed,
the effort to try to insist that we close off these noneconomic activities.

What happens in the present situation is that a politically motivated
investor can just paper the file, he recites that he has looked around, he
recites that he has looked around for the best possible return and that this
particular politically motivated investment has got it, and at that point it
really is just impossible for the enforcement people to come along and
unpack him. If you compare that with what we do in trust law, by the
way, pure trust law, we have an opposite rule. That is the rule that really
works and that I recommend to you.

In private trust law, we have an absolute duty of loyalty and that duty
of loyalty is one that says, you may not take into account anything other
than the beneficiary's interest, and if you do, you are absolutely liable.
We don't want to hear about reasonableness or fairness and that is of
course what this costlessness stuff is. It is just another word for reason-
ableness or fairness. You are liable.
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And because we have that standard, we don't have these problems over
in the world of private trusts. I think that the same idea should apply to
social investing, the same rationale, to ETIs, social investing schemes.
They are by definition disloyal. When you set out to take into account the
benefits of others, other than the worker, you are by definition imperiling
the interests of the people to whom you owe that duty of loyalty.

Thank you.

[The prepared statement of Mr. Langbein appears in the Submissions for
the Record.]

Representative Saxton. Thank you very much. Mr. Lanoff.
STATEMENT OF IAN LANOFF, ESQ., BREDHOFF & KAISER

Mr. Lanoff. Mr. Chairman, Members of the Committee, thank you
for inviting me here this morning. Unlike my distinguished colleagues up
here, I am not a law professor. I am a practicing lawyer. I don't know if
that is an advantage or a disadvantage.

I represent -- since leaving the Labor Department in 1981, I have had
several clients in the corporate — Taft-Hartley -- and public plan com-
munity. I currently am outside fiduciary counsel to the California State
Teachers Fund, a $60 billion public pension fund. I am outside counsel
to the Massachusetts State Pension Fund, which is a $30 billion public
pension fund. I also represent the Mine Workers Funds, Musicians
Funds, the Bakery Workers Funds. With respect to all of these, I work
with the rules that we are talking about every day of the week. That is
basically what my practice has been in the 14 years since I left the Labor
Department.

I would like to make a few points without, of course, reading my test-
imony.

First of all, I believe that the rules that the Labor Department have
reiterated, which are rules that my Labor Department promulgated and
which other Labor Departments have followed slavishly through these
years, are rules that have been applied with success by the respective
administrations.

The Department of Labor has stopped abuses in the private sector, and
to a large extent, because of the interpretation of these fiduciary principles
by the Federal government, even in the public plan area, I think we have
been successful in stopping abuses there as well, even though the law
doesn't literally apply to the decision-making of those fiduciaries.

The Administration, as you heard me quoted, in my view, has not
weakened the standards, and in support of that, I would like to simply
point to the Model Uniform Prudent Investor Act, which has been ap-
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proved by the National Conference of Commissioners of Uniform State
Laws.

Professor Langbein is a committee member, and I call your attention
to the October 24th, 1994 Pension Reporter, where that Uniform Act is
contained, to a comment that states the following:

“In 1994, the Department of Labor issued an Interpretive Bulletin
reviewing its prior analysis of social investing questions and reiterating
that pension trust fiduciaries may invest only in conformity with the
prudence and loyalty standards of ERISA, citing the Interpretive Bulletin.
The Bulletin reminds fiduciary investors that they are prohibited from
subordinating the interests of participants and beneficiaries in their retire-
ment income to unrelated objectives.”

And I don't think you could state it any clearer than is stated there.

In my testimony, I review the law. In a nutshell, prudence and loyalty
in ERISA permit the consideration of noneconomic factors so long as
those noneconomic factors are not inconsistent with the economic
analysis that trustees must go through under the prudence and loyalty
standards before making their investment decisions.

And Professor Langbein is correct. In 1980, we devised what has been
described as the everything-being-equal test, which states the rule that if
trustee fiduciaries are going to be making investments where non-
economic factors are taken into account, those noneconomic factors can
only be taken into account if the economic criteria that they use in
selecting the investment are equivalent to comparable investments that
those trustees might consider in reaching their investment decision.

Probably the best statement of this rule is contained in the Donovan v.
Bierwith case, which I cite in my testimony. The opinion was written by
the very famous Judge Friendly, who I don't think any lawyer in this
country would consider to be a liberal judge, and what he wrote in that
opinion is: "Trustees of a pension plan do not violate their duties as
trustees by taking action which, after careful and impartial investigation,
they reasonably conclude best to promote the interests of the participants
and beneficiary simply because it incidentally benefits the corporation or
indeed themselves."

So as long as the benefit is incidental to the fundamental underlying
economic criteria that the fiduciaries rely upon, it is totally consistent with
ERISA; and I would submit, with trust law which ERISA is based upon.

Now, some ETI investments are risky and others are not, just like any
other investment and in 1978, when I was at the Labor Department, we
issued what is called the Prudent Investor Rule, or the Prudence Rule.
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That rule made it clear that under certain circumstances, it is perfectly ap-
propriate for fiduciaries to take risks with the assets that they invest on
behalf of participants and beneficiaries.

Why did we issue that rule? It seems self-evident that you could take
risks and make investments, especially if you are sophisticated. The
reason was that many investors, including so-called "sophisticated" in-
vestment managers, were not investing in very attractive investments,
such as venture capital and real estate, because they were afraid that
ERISA banned investments in anything that was riskier than stocks and
bonds.

I was told by several people that it is foolish to issue this Prudence
Rule. Once we issued the Prudence Rule -- as you may know if you
followed pension investments, pension funds, both private and public --
we began investing in both venture capital and real estate, and for the
most part, particularly with venture capital, have had phenomenal returns.

I would submit that the bulletin that the Labor Department recently
issued was aimed at the very same objective. For whatever reason, so-
phisticated investors who might otherwise be interested in investing in
ETIs, particularly in a new product called infrastructure, were afraid to
invest in ETIs for the very same false reasons that people back in the
1970s, sophisticated investors, were afraid of investing in venture capital
and real estate.

And I would submit that, as a result of this interpretive bulletin, fidu-
ciaries will do the very same thing fiduciaries did with respect to venture
capital and real estate. They will go out, hire very sophisticated experts,
they will rely on those experts and instead of having, as Professor
Langbein suggests, political objectives serve as the basis for their invest-
ments, they will rely on these experts just as the fiduciaries of plans have
since 1978 for venture capital and real estate.

Those experts' only incentive is for those investments to be successful.
They are not interested in political motives. They are not interested in
social motives, and they don't let the fiduciaries get away with intro-
ducing noneconomic criteria into their investment decision-making.

[The information submitted by Mr. Lanoff appears in the Submissions for
the Record.]

Representative Saxton. Thank you, Mr. Lanoff. Let me just ask one
quick question, and then I will turn to my colleagues.

Mr. Langbein, Mr. Lanoff just referred to a test that he referred to as

the "everything-being-equal test.” Can you comment on that? What is
your impression or your opinion of the fact that, golly gee, we might as



28

well make these other investments and do some other good because after
all, everything is equal?

Mr. Langbein. It is interesting that the language that Ian Lanoff just
read from the Uniform Prudent Investor Act is language that I, in fact,
drafted. I was the reporter for that, and I am the author of the comment
that he was reading. That comment refers to the portions of the
Interpretative Bulletin that indeed are congruent with a very strong duty
of loyalty.

Now, the problem with the costlessness standard, or all-other-things-
being-equal standard, is that it is so hard to police.

Take the situation of the carpenters' trust, the pension fund run by the
carpenters union. You are worried about that pension fund because there
are great pressures on it to invest in iffy construction projects in order to
engage in, quote, "job creation."

Let me warn you that there is a subsidiary plot here which is seldom
understood. That plot is that in general, those jobs are going to go to the
most senior workers because of the seniority rules; and therefore, what is
really going on in this, quote, "job creation or social investing scheme,"
is in fact something by which wealth is being transferred away from
young workers and toward older workers, but let me let that pass.

Now you have got the pension board, dominated by the carpenters
union, and the question is, shall we make this investment to invest in
some iffy construction project around here where we can get some job
creation? What you do is you say, now, gosh, Ian Lanoff and everybody
after him has said it has got to be costless, it has got to be everything else
equal.

What you do is make some phone calls, you paper the file, you get
some people to tell you that, yes, it is just about as good or it is as good,
it is not going to cost anything, it is equal, and then you go ahead and do
it.

After the fact, if the thing works out all right, then you will never hear
about it. If it works out badly, people may not know what you did, and
even if they do, it is very hard to unpack what you did. Because, as I said
in my prepared testimony, the key difference is there is no market price.
You can't look up in the Wall Street Journal and find out that the
carpenters union took a 1 percent reduction in its yield. You can't look up
and find out that the riskiness of that project was really known. '

Remember something very fundamental. Our capital markets are the
envy of the world. They are so fluid, they are so efficient. What you
want to know always is, how come that deal had to go to the carpenters
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union in order to get built? Why wasn't it able to get built down at the
local bank which also does local investing?

The answer is because they knew better, and as a result, the tendency
is for the dogs to come to the pension funds, the weakest investments, the
ones that can't get taken up in the ordinary investment process out there
in the free market. Those are the ones that come begging to pension funds
and talk about incidental benefit, close quote, and all those other things.
That is the game. It is ashell game. It is an enforcement problem.

‘Now, again, I don't want to overstate this. lan Lanoff is absolutely
right. The Labor Department has an enormous amount to be proud about.
It stopped the worst of this stuff. But there is still too much of it out there
and it is getting the last 10 percent that this hearing is about.

Representative Saxton. Thank you.
Mr. Sanford.

Representative Sanford. I just had a question for Mr. Rounds. 1
found your comments intriguing. I wanted to get just a few more ex-
amples, if you would, of divided loyalty. Have you seen many examples
from a working standpoint that would be noteworthy?

Mr. Rounds. Well, let me give you examples from the common law.
I defer to my colleagues for examples in the pension area. The classic
example of divided loyalty would be a trustee who borrows from his trust
fund. Another example would be a trustee who takes assets of the trust
fund and invests them in his own enterprise. That would be divided
loyalty.

And then things get more subtle but, nonetheless, just as serious. “I
will invest the pension funds in your enterprise if you then do something
for me.” Or the trustee wishes to curry favor with someone, the
government, for example, and proceeds to consider collateral consider-
ations,

Or -- and there are examples of this in the common law -- the trustee's
being hassled. People are pressuring the trustee to engage in a breach of
trust of some kind, and the trustee acquiesces in order to get the people
out of his office or whatever. That is also an example of a divided
loyalty. It is very possible that if this take on a head of steam down the
road, just to keep the government off his back, the pension trustee will
look into collateral -

Representative Saxton. Will the gentleman yield for just one
moment?

Representative Sanford. Please.

20-518 0 - 96 - 2
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Representative Saxton. Are you saying that the Department of
Labor, which regulates pension funds, could apply subtle pressure to
pension fund managers to make these types of investments? Is that --

Mr. Rounds. I am suggesting at least — and I am a common law
lawyer. I defer to the experts here. But certainly looking at it from a
personal trust common law perspective, it certainly is possible that down
the road there will be subtle, indirect, unspoken pressure put on trustees
which will cause trustees, for one reason or another, to unwillingly begin
to invest in ETIs.

So I think it is misleading to think of it as just as we are not mandating
anything or this is just encouraging or whatever. I think there is more to
it than meets the eye.

Representative Saxton. Mr. Rounds, Mr. Langbein a moment ago
concluded his remarks by saying that we are worried about the last 10
percent, you sound like you are worried about more than just the last 10
percent. You are worried about a portion of the other 90 percent as well.

Mr. Rounds. Well, I personally am, yes. I think this is a very un-
fortunate development. But, again, I defer to my pension colleagues. I
just think that it has been rooted in the law for hundreds of years, that the
trustee must act solely in the interest of the beneficiaries. When you start
taking into account collateral considerations, what are the standards?
Whose collateral considerations?

You know, that is why to some extent this interpretive bulletin is
somewhat of a mess, to be frank with you. It doesn't really get into the
standards by which a trustee shall define these collateral economic or
social or political benefits. It is left wide open.

Mr. Lanoff. That is because they are irrelevant. The only economic
factors are the ones that a prudent fiduciary-can take into account.

Mr. Rounds. When you say economic benefit -

Mr. Lanoff. The noneconomic factors, whether they are social,
political, are totally -- under this rule - are totally irrelevant to the
investment decision that a fiduciary makes.

Mr. Rounds. The implication is, however, that rather than looking
after -- solely after the economic benefit of the worker - we are going to
look after some other more grandiose economic benefit, which really
hasn't been defined, and who is going to do that defining? The individual
trustee?

Mr. Lanoff. Called it incidental. He was satisfied with that as the
test.
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Mr. Rounds. Everything is incidental. I mean, if I put one of my
trusts in IBM, I suppose I can be incidentally benefited by that. That is
not what we are talking about.

Representative Saxton. If we can hear from one witness at a time.
And we will give you an opportunity, Mr. Lanoff.

Mr. Langbein.
Mr. Langbein. Maybe I can say a word about —

Representative Saxton. I am taking your time here and I don't mean
to do that.

Representative Sanford. Chairman, by all means, go right ahead.

Mr. Langbein. I am so sorry. Let me just say a word about incidental
benefit. Every investment has incidental benefits. If you buy 100 shares
of General Electric, you are supporting the capital markets, you are sup-
porting the work that General -- you are lending, in effect, your money to
General Electric. You are doing it indirectly by buying the shares from
the previous person who did it, but you are, in effect, supporting the jobs
and the economic activity of General Electric.

Everything has incidental benefit, and that is why I think Congressman
Stark was perhaps sending us off on something of a wild goose chase in
worrying that we would be -- we would be doing something awful if we
were trying to exclude attention to incidental benefits.

The question -- the important question -- is the difference between
your purpose and your effect. Yes, there will be incidental benefits for
the economy in any investment. The question is, what is the fiduciary
pursuing? What are his or her purposes and objectives? And in fiduciary
law, traditional fiduciary law, the answer is exclusive benefit of the
worker, and in ETIs and social investing and whatever euphemism you
are using -- I loathe the phrase ETI because I think it is a new-speak
euphemism that conceals the noneconomic. In any of these things you are
trying to say, in addition to assuring the welfare of my pensioners and
their beneficiaries, I am also trying tc do something else, which is gene-
rate new jobs for the carpenters union or affect foreign policy in South
Africa or whatever the particular cause is.

Representative Saxton. Thank you.
Mr. Manzullo.
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OPENING STATEMENT OF REPRESENTATIVE
DONALD MANZULLO
Representative Manzullo. Thank you very much.

My father belonged to a labor union and I won't say which one it is.
Then when he retired, there was no money left. This was all before
ERISA had taken effect. In fact, when he retired, the first statement he
got was that the total benefits would be $28 a month. This was after
paying into it for years and years.

And the next statement was something to the effect that all the money
was gone. And I think the mere fact that we are having a discussion as to
change the nature of the manner of investments, should send a flag up the
pole of every labor union in this country, and every business and every
person who has put any money into any private pension plan.

And the issue here is, if this rule, if the section 404 statement that was
-- that has just been made really doesn't change any existing law, it is
really a restatement of the same sound principles of prudent management,
then why is the statement made again? It is just -- it is simply - it simply
does not make sense.

I contend that this is a $4 trillion dollars slush fund so Democrats can
go out and say, look what I am doing to build infrastructure; and by the
way, folks, your pension money is going to build this great public housing
project, most of which faii, and then 25 years from now you can see the
detonators come in and lower four buildings all at one time and then
everybody becomes dependent upon the government to bail out the
people whose pension money has been squandered by social theorists.

I think this is disgraceful, what the Clinton Administration is trying to
do, and I am quite shocked at the amount of silence on the part of pension
fund managers and the labor unions that are going along with this and
saying, well, you know, maybe there is an argument for or maybe there
is an argument against it.

When I practiced law and got involved in a little bit of trust law, if
there was an argument against it, then you didn't da it, because that meant
that there was an element of risk, and the mere fact that somebody had to
question that there was a change in -- that there is going to be a change in
the standard, I mean, after the S&L debacle, this -- you know, we might
as well be building snow slides in New Orleans or exotic beaches up in
Alaska and trying to change the weather and say that by using all this
money, it is going to be a great social project.

Well, I will tell you, in an era where taxes have become known as
contributions and spending as investments, I would just hope that this
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Congress will do everything it can to pass Mr. Saxton's law, which [ am
-- a bill of which I am a co-sponsor. I would hope that the President
would wake up, and I notice the tremendous number of Democrats that
are here to rally around the flag so they can have their own press
conference and they can stand before the American people and say, folks,
I want to tell you, look how we are going to invest your pension money,
the same way we are running this government.

And isn't it interesting, Mr. Chairman, that the exact amount of money
they want to use is almost the amount of money that equals the national
debt, about $4 trillion? In fact, they might as well just say, we are going
to take all the pension money, we are going to pay off all the national debt
and start all over again.

Mr. Lanoff, I have got a lot of respect for you, but I want to tell you,
I just find that your testimony is -- I am not saying it is not hard to believe
because that would insult you. It just reaches the point where, when
sound, prudent people disagree on whether or not the law should be
changed, then it really shouldn't be changed and we should err on the side
of safety.

Would you agree with that?

Mr. Lanoff. I am the one who authored the prudence rule which
deregulated the entire investment area for pension funds and opened the
way for investment professionals and experts to take risks within the
context of the entire pension portfolio. So I am an enemy of the type of
no-risk rules that State legislatures once passed that banned investments
by pension plans, for example, in stocks, because they thought those were
too risky.

I am in favor, under ERISA, of leaving it to the experts, and if the
experts deem investments to be sound investments, I don't care what other
incidental factors those investments involve. If they are sound economic
investments, in my view, under ERISA, they have done their job and the
fiduciaries have done their job to protect participants and beneficiaries.
There is room for risk, however.

Representative Manzullo. There is always room for risk. But are you
saying that there should be a -- I don't want to use the word lessening of
standard because a fiduciary is a fiduciary — but are you saying there
should be a change in the law?

Mr. Lanoff. No. I am saying the opposite. I am saying that the law
stands. We interpreted it back in the 1970s and that nothing that has been
done by successive Labor Department personnel since that time has
changed what we did and what Congress did one whit.
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Representative Manzullo. Your colleague is disagreeing.
Mr. Langbein.

Mr. Langbein. My view is that Mr. Lanoff did a wonderful job back
in the late 1970s —-

Representative Manzullo. He should have stopped there.

Mr. Langbein. -- in prohibiting most of the mischief, and I also think
he did a wonderful job in the area that he is referring to, which is getting
prudence standards in there and not attempting to engage in categoric
regulation of types of investments. ERISA fiduciary law has been, in
general, a real success story in this respect. Iagree completely.

Where I disagree is on the question of the costlessness standard for
social investing. And there, as my testimony this morning indicates, I
think there is still room for mischief of a sort that you are wise to be
concerned about and ought to stop, and it is easy enough to stop it.

The way to do it is to amend ERISA 404 so as to insist that invest-
ments be profit maximizing only. Do not allow people to take into
account noneconomic criteria. There will be plenty of noneconomic
consequences. They will be in general for the good, but let individual
pensioners do their own politics. Deliver to them maximum investment
returns in their pension funds. Let them decide what political causes and
what social causes they want to participate in.

Representative Manzullo. Mr. Chairman, may I have two minutes?
Representative Saxton. We are going to have to wrap up real soon.

Representative Manzullo. My wife and I have a small savings
account at a place called Dwelling House Savings and Loan. It is in -- it
is in Philadelphia. It is a minority-owned Savings and Loan, and it is a
father and son team, and they guarantee that you will get a lower rate of
interest and in exchange for that, they take that money and they lend it to
people in inner cities so they can buy homes. They brought back home
ownership in the inner city in that particular area from 17 to 47 percent,
and we knew that.

It is a modest amount. We will never take that $500 out, but I would
say that if people are interested in social investments of that nature, then
those are the accounts where you know up front there is going to be some
risk. But my wife and I are proud that we are doing something to combat
crime and to bring back the housing in the inner city where funds
otherwise may be scarce, and I would suggest that people who are
interested in making social investments, and these are worthy, look to
separately segregated funds for that particular purpose.
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Representative Saxton. Thank you. We are really going to have to
move on to the next panel. So I want to thank you. And in thanking you,
I would just like to note that it appears there is a great deal of agreement
between all three of you on these issues and that it is appropriate, I think,
to note at this point that we agree also with, I think, all three of you, that
pension fund managers ought to be the decisionmakers in this case and
that is why we introduced a bill which says, from our point of view, the
Administration has misrepresented the intent of ERISA.

And our bill simply prohibits the Administration from further spending
Federal dollars to encourage the investments in what they refer to as ETIs.
Thank you very much. We appreciate your being with us and we are
going to move quickly on to the next panel.

And while the next panel is moving forward, let me introduce them.
Wayne Marr is the first professor of finances at the Business School of
Clemson University. He served in the SEC under President Reagan and
is the author of over 80 professional and trade articles and over four of
those are on the topic of ETIs. I would like to particularly thank Pro-
fessor Marr for coming today despite the fact that he injured his knee
within the last 48 hours. Hope you are feeling better. You overcame the
difficuity to fly from South Carolina today.

Also, Edward Zelinsky, professor of law, Benjamin Cardozo School
of Law where he specializes in Federal income tax, business planning,
and pension and profit-sharing plans. Mr. Zelinsky also holds two degrees
in economics from Yale. He is widely published on the issues that I just
mentioned. We thank you for being here Mr. Zelinsky.

James Pugash is the President of Hearthstone Advisors and is active
in promoting ETIs in real estate in California. I would like to welcome
all three of you here today. We will begin with Mr. Marr.

PANELIII
STATEMENT OF WAYNE MARR, PROFESSOR OF FINANCE,
CLEMSON UNIVERSITY
Mr. Marr. Thank you, Mr. Chairman.

If I have a grimace on my face, it is not from what you said. It is
probably my knee is killing me. I am going to cover a little bit of my
testimony, but only the highlights of it because I think some things are
very common sense in ETIs.

My testimony has been in preparation for four years. We have been
doing research on it with respect to Economically Targeted Investments.

I think it comes down to a very simple question. If you look at the
capital markets as they exist today, you see social investments. For
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example, TIAA/CREF has a social investment that I can put my own
money into. I have yet to see a mutual fund that has an ETI account. I
would also venture that very few people in this room right now -- okay,
I saw the red light -- would put their money into any ETI mutual fund.
You just don't see any ETI mutual funds being sponsored by Kemper and
others. It is relatively simple. There is really no market demand for it.

Now, our tests indicate that if you look at ETIs and someone said it
earlier, the abuse and the misuse of funds are primarily at the State and
local level and that is where the evidence on ETlIs are.

The evidence is, we find that funds that invest in ETIs, and we hold a
lot of things constant, we use the correct econometric technique to attempt
to back out the information because we would like to have individual
return data for those ETIs, but it is never given to you. You can -- that is
always considered proprietary, likely because it is a failure, is that it is
anywhere from 100 basis points, which is 1 percent to 200 basis points,
which is 200 percent below a comparable fund.

Now, in our latest research we find some of that is related to gover-
nance characteristics, and we have backed all of that out because of the
way state and local governments operate relative to the way private funds
operate, but you are still talking about a substantial loss in revenue.

Now, that begs a question. Why would anyone at any level pursue a
suboptimal investment policy? Well, what we relate it back to in a very
simple sense is that I believe -- I am going to pronounce your name
wrong, Mr. --

Representative Manzullo. Manzullo.

Mr. Marr. -- Manzullo said it best. He is investing in a minority
bank in Philadelphia that is basically doing what he thinks is right. There
is a consumption value for him, as economists would say. He thinks that
what he is doing -- he and his wife -- is right.

Many people will invest in social investments. That is why companies
don't invest in South Africa, they don't- buy -- they don't invest in
companies in Northern Ireland, blah, blah, blah, you can go down the list,
because they feel that is the right thing to do and they will sacrifice return
for the risk. That is a personal decision, okay? That is a private fund.
They exist. It works.

Now, you don't see the comparable in Economically Targeted Invest-
ments. It is simply, no one is interested in it. Why? Because most of
them are political giveaways. The reason is the consumption value to me
as an individual, to say to Mr. Saxton, he is not going to be out cutting the
ribbon because someone is going to build a new baseball park, we will
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say, with public funds, but I will tell you what, the pension trustee or the
pension manager of that fund will likely be on hand to cut the ribbon and
they will say, “geez, our money helped build this park, whether it is
profitable or not, whether the cash flows are conducted properly or not.”
They derive a tremendous consumption value out of that, which the bene-
ficiaries don't.

The other thing which is never said, or very rarely mentioned, is that
if I retire with TIAA/CREF, which I can take anywhere, I am not inte-
rested in, at that time, TIAA/CREF investing in New England if I am not
going to live there.

Now, I debated this point with the Commission of Mario Cuomo who
did a lot of the early ETI stuff in the late 1980s. Lee Spencer is Chairman
of Excelsior Capital; don't know if it exists anymore, with the argument
if you are in New York State and you plan to move out, that is the wrong
decision you made. You don't need to move to Florida to retire.

Well, a pension fund -- you don't invest in a pension fund because they
invest in roads or infrastructure around the United States, because you are
going to stay there and you are going to benefit from it. You are in-
vesting so you can have retirement income at the end of your life or
toward the end of your life so you can enjoy it, not for any roads or
buildings or other things that the government should be basically going
through their budget and making investment decisions themselves.

It is basically a way for many politicians, and 1 would tend to agree
with some of the statements that are coming out of here, that you can go
ahead and use public pension fund money to build projects that they are
not willing to fund themselves or they can't find the money to fund and
they can say, “gee, we built new housing projects, by the way, we used
$250 billion of pension fund money,” -- and I think that is a critical
number.

Realize, today in private pensions alone, we are talking about $5
trillion in assets. If you encourage, which I think the prior panel, 1
thought, did a reasonably good job, encourage is very similar to mandate.
There are a lot of ways that companies can gain. They can trade off
projects, they can do projects, they can lend money to themselves. There
are a lot of things that can happen. In that is 5 percent of $5 trillion. It is
$250 billion that is basically political fodder or political money that can
go anywhere. Okay.

[The prepared statement of Mr. Marr appears in the Submissions for the
Record.]

Representative Saxton. Thank you very much. Mr. Pugash.
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STATEMENT OF JAMES Z. PUGASH, PRESIDENT,
HEARTHSTONE ADVISORS
Mr. Pugash. Thank you, Mr. Chairman.

If you permit me, I would just like to correct for the record. You
described me in your introduction as someone who is actively promoting
ETIs in California. We definitely do not see what we do as being
promoting ETIs. I have an investment company. It is called Hearthstone
Advisors and we pioneered the concept of pension fund investing in
single-family home building. We did it not because we thought home
building was a target investment, but because we thought there was a
good investment opportunity here.

Representative Saxton. Thank you for clarifying that for us.

Mr. Pugash. It is important because it suggests a bias on my part
which I surely don't have.

I am President of Hearthstone Advisors. The money that we use, we
invest in the construction of single family homes. Our portfolio includes
nearly $1 billion of commitments in 45 home building projects. We are
building about 6,000 homes in California and are starting to take our
program to other parts of the country.

At Hearthstone, we have only one objective: It is to earn as high a
return as we possibly can for our investors while avoiding unreasonable
risk. To date we have had some success. Our portfolio has averaged a
return of over 20 percent a year. Of our 45 investments, our worst will
break even and our best will yield over 50 percent.

Because of our track record, and this relates to my opening comment,
Mr. Chairman, we have been able to attract many blue-chip investors,
including public and private pension plans, and nonpension plans, for
example, General Motors Acceptance Corporation. This is simply a
financial investment for GMAC, the Endowments of Stanford, Dart-
mouth, MIT, University of Michigan and others.

I can assure you that most of our investors, like ourselves, have no
interest whatsoever in targeted investments. Nonetheless, our investments
do create jobs. They provide housing for the middle class and they help
communities grow. And by an accident of our birth, our first major
investor was CalPERS and our first major investment program was
limited to California. As a result, we frequently find ourselves in the
crossfire of the debate on ETIs and we have some observations that I
would like to make which may be relevant.

And here I am going to depart from my written testimony because
many of the points I was going to make have been made by others.

-
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First of all, as Professor Langbein said, too much time is spent on the
question of whether a targeted investment can be profitable or generate
the kind of return as a non-targeted investment. I think the answer is
obviously yes. Our returns are excellent. I think we are one of the best
real estate investment managers in terms of our returns in the United
States right now.

I think the real question that you want to ask, as you consider this
subject, is whether pension fund trustees can be trusted to make the right
decisions if they can take collateral benefits into account. Professor
Langbein put it differently, but it is the same question: Is the fudge factor
too great? Is the costless route really something that doesn't exist in
practice?

Let me give you some of my reactions based on my expertise and
experience talking to pension funds. First of all, I think the answer to
these . questions has to be divided between public and private pension
funds because they have totally different investment orientations.

Public pension funds require very careful protections in the law for
their beneficiaries. The political pressures on public pension fund trustees
are enormous to make social-investments when many are willing to accept
substandard returns, and I just want to be clear for the record that I am
excluding CalPERS.

CalPERS has a very firm policy that they will not accept substandard
returns, but I am aware of the fact that other public pension funds have
made a lot of big mistakes because they have been focused on the wrong
things.

They are not subject to ERISA, and based on my understanding of
your bill, Mr. Chairman, it will not address this problem, which is
something that you might want to think about.

With respect to the private funds, the private plan sponsors, let me
share my experience. When we tried to organize our company to raise
funds for single-family home-building, it took me three years to find an
investor that would invest in our fund. I talked to over 600 institutional
investors, and incidentally, the program that we have is exactly the same
program that H.F. Ahmanson -- which is the largest thrift in the United
States — it is exactly the program that H.F. Ahmanson had, but Congress,
when it passed FIRREA, legislated the thrifts out of that business.

I see my time is up, but I will just make the comment that out of 600
investors, if I mentioned social investing to one of them, they would
immediately slam the door on me and tell me to get out. It is the last
thing that they wanted to hear about.
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So my point simply is, I don't think that the private pension fund
community is interested in social investing, and that it is not really the
thing that you really need to focus on.

Thank you.

[The prepared statement of Mr. Pugash appears in the Submissions for the
Record.]

Representative Saxton. Thank you, and I apologize for mis-
representing your activities in life, and I appreciate very much your clari-
fication on that matter, and it sounds as if you have a very up and coming,
up and going operation and we appreciate you coming here to share a few
minutes of your experience with us.

Mr. Zelinsky.

STATEMENT OF EDWARD ZELINSKY, PROFESSOR OF
LAW, BENJAMIN CARDOZO SCHOOL OF LAW

Mr. Zelinsky. Mr. Chairman, like many who preceded me, I will put
my formal testimony in the record and discuss some of the highlights. 1
have also placed in the record an article on this subject, Intrepretive
Bulletin 94-1, which will appear in the Berkeley Journal of Employment
and Labor Law. One of the reasons I can speak in brief terms now is
because, in that article, I don't speak in brief terms at all.

I would like first to focus on the inherent paradox of the Labor
Department’s definition of Economically Targeted Investment: We were
told again today that Economically Targeted Investments produce
market-adjusted rates of return.

There is a tremendous paradox to this definition because investments
carrying competitive rates of return will, over reasonable periods of time,
be made under normal market criteria. There is, thus, no need for the
tremendous solicitude that is being extended towards what are called
ETIs. If such investments produce competitive returns, as we are told
ETIs do, these investments will be undertaken by virtue of normal market
forces.

If, on the other hand, these Economically Targeted: Investments are
being shunned in the marketplace, that is a good indication that these
investments do not yield competitive returns. Hence, the DOL's en-
couragement of ETIs is either superfluous, since the market would have
made these investments anyway, or it is wrong, since the market is in-
dicating that these investments should not be made.

Second: in anticipation, of the criticism I just advanced, it is common
for proponents of ETlIs, as well as the Department's own material sup-
porting IB 94-1, to argue that Economically Targeted Investments are to
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be found in very flawed markets. But such a defense merely compounds
the paradox; because if proposed ETls are found in seriously imperfect
markets, then pension trustees cannot be confident that such investments
yield the promised competitive rates of return. Moreover, if there are
serious problems of market imperfection, the appropriate public policy is
to deal with those imperfections, not to send pension trustees charging
into poorly functioning markets.

Third, equally problematic is the confidence with which ETI pro-
ponents claim that they can identify collateral economic benefits. Indeed,
I would argue that the entire ETI category is so subjective as to be worth-
less. Many of the supplemental benefits that are typically claimed on
behalf of ETIs can just as plausibly be found in more conventional
investments.

We heard again today the argument that venture capital projects yield
auxiliary economic benefits. There is much romance in this notion, but
no hard reason to conclude that new start-up enterprises generate more
positive externalities than less glamorous, more traditional deployments
of capital. There is, however, emerging the significant danger that the
highly subjective process of identifying externalities will degenerate into
a brawl for the control of pension monies, a brawl in which the winner's
victory will be rationalized in terms of collateral economic benefit.

Finally, speaking as a lawyer, I have to say that IB 94-1 and its support
of Economically Targeted Investments are simply incompatible with the
language and policy in ERISA. The statute says what the statute says, the
exclusive benefit rule is just that, a rule which proscribes pension trustees
from considering, not incidentally creating, but from considering any
factors other than the interests of plan participants.

Rather than grapple with the language of the statute, the proponents of
IB 94-1 tell us that IB 94-1 merely codifies existing interpretation of
ERISA. As I demonstrate more fully in my article, this administrative
precedent argument is unconvincing. The specific administrative material
that is cited in the prologue to IB 94, when examined carefully, proves
slender and unconvincing.

The bottom line is that, like many who have preceded me, I am a
strong supporter of H.R. 1594 and I would urge that it be reported
favorably.

[The prepared statement of Mr. Zelinsky appears in the Submissions for
the Record.]
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Representative Saxton. Thank you all very much.

Let me just ask one question of Mr. Pugash, and then I will yield to my
colleague.

You raised a very interesting point, I think, about public pension funds
in particular and political pressure that comes to bear on the fund
managers. And I think that is very correct, that we should be worried and
concerned about those pressures, and that is one of the reasons that we are
here today discussing that very possibility with regard to private funds.

This Administration obviously is conducting some activities that con-
cern us in that regard by spending almost a million dollars to create and
run a clearinghouse with the clear intent of encouraging this type of
activity, and it seems to me that the use of the term "encouragement"
could certainly include activities and ramifications of those activities
which have something to do with a regulator encouraging and slipping
into subtle political pressure. Would you share those concerns?

Mr. Pugash. Well, the difficulty, Mr. Chairman, as you know, is that
ERISA's "prudent man" standard does not apply to public funds, and there
are many funds that have acknowledged that they are willing to accept
below-market returns because they are pursuing collateral benefits. That
is the concern that I have.

If you have a fund like CalPERS, for example, which clearly and
explicitly follows the "prudent man" standard of ERISA, CalPERS' sole
objective, I have seen, when they have made their decisions, is for their
beneficiaries, and clearly what they are doing is right. But where there
may be a need to do something is in places where that "prudent man"
standard does not apply.

Representative Saxton. Do you share any —- do you have any concern
with regard to pension funds that are administered pursuant to this Federal
statute that tinkering and encouraging brings to bear political pressure?

Mr. Pugash. This is just an empirical observation. I don't share the
concern simply because, from my own experience, I found that making
a social benefit argument to a private pension plan is a loser every time.
I mean, I just don't do it because they are interested in risk and returns;
and as someone said earlier today, if | were to start talking about social
benefits, if anything, it is going to send them running for the door, and so
I am not concerned about that.

Where 1 would be concerned is if a public plan doesn't have the
prudent man standard, prudent person standard, then there is big potential
for mischief.
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Representative Saxton. Thank you.
Mr. Manzullo.

Representative Manzullo. Thank you very much, Mr. Chairman. 1
am very much impressed with the quality of the panelists. You know, so
often in the area of economics -- 1 don't mean anything to our staff at all
economics, because you know the Will Rogers story about economics and
I don't want to repeat it here, but I am very much impressed with the
practical application.

Maybe, Mr. Pugash, you could clear this up for me. If I were the
trustee of a private pension plan and you came to me with just one
housing project and said, Don, I want to build 100 homes. It is in an area
of the city that is safe, the schools are good, it is not getting beat up by a
magazine, the crime is down -- and you would like me to invest say -- |
guess the first question is the extent of the amount that I would put into
it, that would determine it.

But based on those circumstances, and I made an investment with you
and provided you had a good credit rating, which 1 am sure you do, and
it is a worthy company and you are following the law, would that be a
sound investment within the prudent man's standard or would we have to
add other factors into it?

Mr. Pugash. I would have to know more, but ofthand, let me say an
investment in one housing project -- unless you had a huge portfolio, you
were a wealthy man and you were invested in other things, I would be
concerned you were not adequately diversified.

Representative Manzullo. I noticed you had 45 projects.
Mr. Pugash. Right.

Representative Manzullo. Is it the volume that you do, the
diversification, and the amount of capital - the percentage of the amount
of capital that would come from a fund or is it a combination of all those
that would determine whether or not it is a prudent investment?

Mr. Pugash. All of those things have to be taken into account. We
are in a business that most of my colleagues were doing the same thing
for a New York Stock Exchange company before we got money from
CalPERS. So we are out to make money, first, for our investors, and if
we can make some after that, that is great.

But you have to look at the risk, returns, diversification, and in the
case of CalPERS, they spent a year studying this before they decided to
do it. And it is interesting, I had dinner with the Chairman of CalPERS
Sunday night and I asked him, were you concerned about the collateral
benefits when you invested in our program? Because people think that
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this was the only reason you did it, and he said, no, absolutely not, we
didn't even talk about that in our sessions. We wanted to make as much
money as we could for our beneficiaries.

And I am not disputing the fact that -- the other gentlemen have points
that they have made that there are abuses here. What I am saying is really
what Professor Langbein said, that if you have the ERISA standard, it has
a huge in terrorem effect, as lawyers say, hanging over these trustees, and
if you really want to go at the heart of the problem, it is to get that
standard applied to funds where it doesn't apply today.

Representative Manzullo. Let me ask another question. I don't really
know if you gentlemen have the answer.

Mr. Chairman, have we heard from any trustees' bonding companies
over these ETIs? I would be interested in knowing -- the ones who write
the bonds, the surety bonds.

Representative Saxton. We haven't heard from them.

Representative Manzullo. For performance, but I -- if it would be
possible, I think it would be of value at least to get a letter, or if we are
going to have a further hearing, the ones that are involved in the risk.

Thank you very much.

Representative Saxton. Mr. Zelinsky, you testified that IB 94-1 is
inconsistent with the consistency and loyalty embodied in ERISA. Why
do you say that?

Mr. Zelinsky. For two reasons. First, the statute says what it says.
It codifies the common law standard, and the common law standard is the
exclusive benefit standard. Exclusive benefit does not mean sometimes;
it doesn't mean all other things being equal. The statute says what it says.

Second, when you examine the supposed administrative precedent
cited on behalf of IB 94, it is clear that something of a game is being
played. Administratively, three types of rulings are used by the Depart-
ment in its defense of IB 94-1. There is a set of prohibited transaction
exemptions which the Department of Labor (DOL) cites. Each and every
one of those exemptions does not say that these are acceptable invest-
ments under the prudent man's standard. In fact, these exemptions careful
to say just the opposite.

Also cited by the DOL are three opinions that issued under the ERISA
procedure, two with respect to the Chrysler-UAW arrangement. In both
opinions, the Department ignored the language of the statute, substituting
for the word "exclusive" the word "ordinarily.” The DOL does that
explicitly and openly; that is the kind of move that indicates to a lawyer
that a game is being played.
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In short, when you go through those supporting materials, there are far
less impressive administrative precedent than has been represented.

Representative Saxton. Well, thank you. [ asked you that question
because the very first sentence in the biil we have introduced says, "It is
the sense of Congress that Economically Targeted Investments violate
sections 403 and 404 of the Employee Retirement Income Security Act
of 1974."

Mr. Zelinsky. I think that is clearly a correct statement.

Representative Saxton. Thank you all for coming. We have to go
vote again. We appreciate your being here.

I would like to thank you very much, and before I leave, I am going to
introduce the next panel so they can make their way forward during the
time that we are away.

Kimberly Schuld is a political and policy strategist responsible for
assisting with the development of legislative and adequacy programs for
The Seniors Coalition. She is a former chief of staff to California State
assemblyman Paul Horcher. She represents, I think, the mainstream of
senior citizen thought.

Also, someone who is no stranger to those of us who have been around
here for a few years, Beau Boulter, a former colleague, is now an attorney
practicing in Texas and in Arlington. In the spring of 1994, he was a
resident Fellow of the Institute for Politics of the John F. Kennedy School
of Government. Welcome to Mr. Boulter.

And Dan Schulder is the Director of Legislation for the National
Council of Senior Citizens, a senior citizens group that represents union
employees located, I believe, here in Washington.

Welcome, and I will be back as soon as [ can get here. Thank you.
[Recess.]

Representative Saxton. Let me thank you for your indulgence. As
Mr. Boulter knows, these things happen around here. Good to see you
back with us, and thank you for your indulgence here.

So we will start this panel's testimony with Ms. Schuld.

PANEL 1V
STATEMENT OF KIMBERLY SCHULD, POLITICAL AND
PoOLICY STRATEGIST, THE SENIORS COALITION

Ms. Schuld. Thank you, Mr. Chairman. Thank you for inviting The
Seniors Coalition here today to discuss the Administration's plans to
pursue economically targeted investments for private pension funds.
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In taking a look at this issue, The Seniors Coalition made its evaluation
based on what was in the best interests of the pensioner, the actual earner
of the money, and the available evidence concerning these ETIs weighs
heavily against the pension earner being the primary beneficiary of the
investment. Specifically, we are concerned that ETIs will politicize
private pension funds, they will provide lower returns on investments, and
finally they will serve to stagnate efforts to increase national savings and
investment on the private side. For those reasons, The Seniors Coalition
endorses your efforts with H.R. 1594 and is opposing the pursuance of
ETlIs.

As you opened the hearing this morning with the language of ERISA,
it is very explicit that that language is intended to protect pension funds.
We feel that is adequate, and a reinterpretation of that language is a
political manipulation of pension funds. In terms of politicizing pension
funds, the best examples currently exist within the state public pension
ETI investment schemes.

In 1993, in the Columbia Law Review, Roberta Romano, who is a
. pension expert, wrote that the “oil and water mix of politics and investing
is invariably present with ETIs, that the political affiliation of many trus-
tees makes public pensions especially vulnerable to pressure by State
officials.” I just wanted to cite some examples of an East Coast plan
official that said, "In many States, the office of treasurer is a quasi-
political office. People who aspire to political office do things that aren't
in the interest of the fund." A West Coast counterpart also stated that,
"Any drive to do ETIs comes from politically active members of the
pension board."”

It is not difficult to anticipate the same political pressure being placed
on private pension fund managers, especially in organizations where you
have politically active board members who are not government em-
ployees but nonetheless political people. We also feel that the politici-
zation of pension funds places the fund manager in a difficult position
with torn loyalties.

ERISA was established to specifically detail what that loyalty should
be -- it should be to the pensioner -- and this effort divides that fund
manager's responsibilities to the point that even current state fund mana-
gers report they have a great deal of difficulty in performing their duties
because of the encouragement that they receive to invest in ETIs. And
one chief of staff of a state fund even extended that to the point that he
stated, ““ the Federal Government is using the threat of revoking the
pension fund's tax exempt status in an effort to encourage their recep-
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tiveness to ETIs at the state level.” The bottom line is when the manager
serves several masters, there is no way to achieve fairness and parity.

Beyond just the individual fund manager is the issue of who deter-
mines what is an economically targeted investment, what is good social
policy and as all those familiar with this town know, that momentum,
once it is begun, never slows down. The Federal agencies are not
immune to political pressure, and that is evidenced by actions of a variety
of regulatory agencies in town. The imposition of political pressure by
outside groups does adjust their priorities and their output. The attempt
of the Administration now to obtain new revenues for a social agenda is,
in our opinion, irresponsible to the individual investor but more impor-
tantly, it is indicative of a pattern of placing government squarely between
the money earner and the money that that person earns, and the members
of The Seniors Coalition believe that the government has to get out of the
way of the money and the earner.

A second reason we are concerned about the pursuance of ETlIs is the
fact that there is ample evidence that they produce lower returns on
investments. I am not going to go through the list of them because we all
are familiar with them, but I did want to make a comment quickly.

Alicia Munnell, who is one of Clinton's nominees for the Federal
Reserve Board, did a study in 1983 of mortgage investment funds in 31
states. On the state level, a large number -- an overwhelming number of
ETIs are mortgage investments. In that study, she found that there was
either an inadvertent or even deliberate sacrifice of return on the invest-
ment itself.

Also, despite Ms. Berg's claims this morning that there is no inherent
risk in ETlIs, in June of 1994, she wrote a department bulletin which
outlined the inherent risks in some ETIs. I don't know that those inherent
risks have gone away or if she forgot about the bulletin, but people within
the department that are promoting the ETIs are identifying that there are
risks.

And finally, the Labor Department is circulating Richard Ferlauto's
article which goes one step further in outlining the inherent risk and
actually states that the risks are so great that we have to have a contin-
gency plan of subsidizing the losses.

With that in mind, The Seniors Coalition firmly believes that the ETI
scheme is not in the best interests of the pensioner.

Thank you.

[The prepared statement of Ms. Schuld appears in the Submissions for the
Record.]
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Representative Saxton. Thank you, Ms. Schuld. Mr. Boulter.

STATEMENT OF BEAU BOULTER, NATIONAL ADVISORY
BOARD, UNITED SENIORS ASSOCIATION

Mr. Boulter. Thank you very much, Mr. Chairman. I will just
summarize my testimony, with your permission.

At the United Seniors Association we are very, very grateful for the
efforts you are making and for the watchful eye that your Committee and
that you personally have on this problem because we are really concerned
that the Clinton Administration, with their announced plans, their un-
announced plans, covert-overt, whatever, we are very, very concerned
with ‘what appears to be a targeting of these pension plans, with what
appears to be a real threat to the income security of millions and millions
of seniors.

I have heard the Speaker speak on this subject, and just want to state
my agreement with his remarks on your bill, Mr. Chairman, because he
said that the Clinton Administration knows that it cannot further its liberal
social agenda simply by raising taxes with this Congress. It understands
the anger and revolt of the American public against a bigger and bigger
government that encroaches more and more.

The Clinton Administration has lost unfunded mandates, and there just
aren't too many sources that it has to look to for money. But, apparently,
it has thought of the pension plans that have been built up over the years
by American workers. And the other thing that I would add to what has
been said here today is that retirement plans and plans that seniors have
contributed to are going broke.

I'would just cite the Medicare trust fund, the Social Security trust fund
itself -- down the road, some people say 2030, some people say 2012,
whatever, they are also endangered.

Now, do we want to place the pension funds also at risk? Of course we
don't.

I sat through the testimony of the legal experts, and it was really
interesting to me because I used to litigate trust and estate cases before 1
was elected to Congress, and I just know that the, only standard for an
investment decision by a trustee or a fund manager -- the only standard
is what will benefit the beneficiary. There is no other standard that should
come into that person's thinking -- not any political reason, not any social
consideration whatsoever -- because these funds are private property. And
it just amazes me that this Administration really doesn't seem to under-
stand that other countries can make policy loans. I mean, China does that,



49

the World Bank does that, but that is not what made America great; that
is just not our system.

Our system is built upon private property rights. These pension funds
are private property. These corpuses were built up after many, many,
many years of hard work, and they should not be raided to further a
liberal social agenda. That is the view of United Seniors Association.

So we are going to be asking every Member of Congress to back your
legislation, to take a pledge not to allow these pension funds to be raided
because that is what this is. That is what this is, and it just scares us to
death.

So we really congratulate you for your efforts. We support the
Pension Protection Act of 1995 and want to work with you for passage.

[The prepared statement of Mr. Boulter follows appears in the Sub-
missions for the Record.]

Representative Saxton. Thank you very much. Mr. Schulder.

STATEMENT OF DANIEL J. SCHULDER, DIRECTOR OF
LEGISLATION, NATIONAL COUNCIL OF SENIOR CITIZENS

Mr. Schulder. Yes. Thank you for this opportunity to discuss your
bill and the status of private pensions in this country. I have been here
through the whole hearing, and I have used my time also to read some of
the papers, and I think this hearing has been a sham.

I don't think there is any evidence that has been presented here that
there is any significant risk to the pensions of older Americans, either
implicit or explicit; and in fact, with some of the predecessor -- previous
witnesses here, if they know of this sort of corruption, I wish they had
gone to their Federal DA or their state law enforcement people, because
they have not said that there has been corruption or a twisting of the
requirements of ERISA.

We think that older persons are as concerned with the needs of their
communities and their children and grandchildren as they are their own
concerns. And therefore, they don't object when their money is invested
in secure kinds of investments that also have a payout for their com-
munities or for workers in their former industry, if they are trade union,
or for the general public.

Market-driven programs are not necessarily good for everybody in the
society. What I hear today is the only time people get tense is when these
monies are invested in behalf of workers or low-income persons or
communities that need those investments, but everybody is happy when
Orange County makes investments and they lose it, or TWA goes under,
et cetera, et cetera, et cetera.
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We do not support your legislation, sir. We think it will freeze and
suppress innovative ways to utilize pension money.

We don't believe there is a threat to pension funds. In contrast to Mr.
Boulter, we don't see a problem in the Social Security trust fund going
broke. This society, this government, will not let those things go broke.
They are always a challenge. They were made to be flexible, and that is
what is happening. We have a dynamic economy and a dynamic
population.

So, in conclusion, we don't support your proposal. We think it will, in
fact, lead not to more secure pension funds but rather a restriction on the
investment of funds which will not be to the benefit of covered workers;
and we can sleep well with the current program. We think this Admini-
stration and this Department is doing a good job of widening the oppor-
tunity for investment and not suppressing it.

Thank you very much.

[The prepared statement of Mr. Schulder appears in the Submissions for
the Record.]

Representative Saxton. Well, thank you very much, and we appre-
ciate your being here with us today to express your opinon. Let me just
ask each of the three of you just one question, and let me just start with
Mr. Schulder.

You may be familiar with an individual that Ms. Schuld mentioned a
few minutes ago, Mr. Richard Ferlauto from the Center for Policy Alter-
natives here in Washington. He is also a supporter of the current Admini-
stration policy -- I think that is fair to say -- on ETIs, but he has a concern
which leads him into a position where he believes that we ought to
establish a federally funded insurance fund to ensure the viability of ETIs
and to compensate those pensioners or would-be pensioners if the fund
should fail or suffer losses.

I am wondering, in your opinion, why do you suppose this supporter
of ETIs feels the necessity of having a Federal fund to support the pro-
gram if it is —- if the idea is so good? .

Mr. Schulder. Well, I wouldn't know why he would come to that
conclusion. If, in fact, these are so risky and they are violating the ERISA
rules, then they should be disallowed. The Department of Labor should
crack down on them. Therefore, you don't need, it seems to me, a backup
fund to pay the beneficiaries in such funds if they go under because of
these investments.
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The point is, if they are violating the rule, then don't let them make
these investments; enforce the law. You don't create a welfare program
out of a normal investment program for pension funds.

Representative Saxton. Mr. Boulter.

Mr. Boulter. Well, Mr. Chairman, it is really not - risk is really not
what we are talking about. Every investment carries with it some degree
of risk. What we are talking about are motivations other than what is in
the best interests of the beneficiary and I heard the witness say that
market-driven investments are not necessarily good for society.

Well, that is what I tried to say in my opening remarks, that people
who agree with this witness, like in the Clinton Administration, they think
that these kinds of policy investments are great.

Well, it is one thing to do that with your own money, or even with tax
dollars if you can raise them, but it is quite another thing to do it with
money that people have built up through a lifetime of hard work and
savings. And, you bet, if the standard is lowered by political and social
and policy considerations and if they start entering into how these fund
managers invest these pension funds, then you are going to need some
sort of insurance agency or Federal agency, like Federal Deposit In-
surance Corporation (FDIC) or something, because you are going to have
a big debacle on your hands down the road possibly, like the S&L crisis
or something like that.

Representative Saxton. Ms. Schuld.

Ms. Schuld. Well, I can only really speculate on what Mr. Ferlauto
meant, but I think it is fair to say that his concern about the loss of
revenues in pension funds and his plan for how to come up with those
revenues is a good indication of the fact that ETIs economically are not
in the best interests of the pensioner. And it has very little -- as Mr.
Boulter said -- not a whole lot to do with illegal or terribly risky ventures.
It is not about corruption, it is about motivation, and that motivation is
obviously a third party, not a party interested in the pensioner's benefit.
And it is difficult for me to understand how the Clinton Administration
can advocate for increasing private savings and investments and pursue
programs like this, which would serve to, in an economic reality sense,
decrease private savings and investment by taking what could have been
privately invested and, instead, turning it into a taxpayer subsidy to a bad
investment for social good.

I don't understand the reasoning. It is illogical and it is incompatible.
Representative Saxton. Mr. Schulder.
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Mr. Schulder. Mr. Stark earlier, and perhaps one of the other
witnesses, mentioned the idea of local community investment that banks
engage in, and the banks' philosophy is that the good of the community,
the economic good of the community is good for the depositors, and so
they invest in the local community. - I don't think that is an illegitimate
reason as long as the investments are sound in terms of motivation to
make such an investment.

ETlIs often, as I note in my testimony, are doing what banks used to do,
that is, they are going into smaller markets, into smaller businesses, and
making investments and getting returns on them.

Let me just say one last thing, if I could, sir. There is that definition
of Puritanism that says that it is the irritating thought that someone,
somewhere might be being happy, and it seems to me your bill is sort of
a corollary of that. It is the nagging suspicion that someone else, some-
where may also benefit from this investment, and I don't think we should
be afraid of that.

Representative Saxton. Let me just ask you a question.

Back in the decade of the 1980s, a Florida carpenters union invested
100 percent of its funds in real estate, and I suspect that that was partly
because they wanted to make the community better, and I suspect it was
also some motivation there to provide some jobs for some carpenters.
The county's economy turned sour and the pension fund went broke.
What do you say to those folks?

That was an Economically Targeted Investment. What do you say to
the workers, the young ones, the ones that were already retired, the folks
like Mr. Manzullo's father? What do you say to those people?

Mr. Schulder. A very bad outcome and a bad choice by the
fiduciaries in that fund. There are risks always in these things, but again
we have got risks throughout American capitalism. Some things fail,
some things gain.

There is nothing inherently, however, more risky in ETIs, as has been
demonstrated here today -- enforce the law, make sure the law -- that the
trustees, in fact, are doing their job and don't let them get away with risky
investments. If you can show they are risky investments per se because
of ETI kinds of characteristics, let's put them out of business.

Representative Saxton. Okay.

Well, listen, thank you all very much for being here. We appreciate
your participation, and we look forward to hearing more about this sub-
ject as our bill is considered by the House of Representatives.

Thank you very much.
[Whereupon, at 12:25 p.m., the hearing was adjourned.]
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SUBMISSIONS FOR THE RECORD

PREPARED STATEMENT OF JIM SAXTON,
VICE CHAIRMAN

The purpose of this hearing is to discuss Economically Targeted
Investments, or ETIs. As Congress struggles to downsize government,
President Clinton is working behind the scenes to expand government's
reach and use private pensions to finance his liberal social agenda. In the
investment world, this practice is known as “social investing.” The
Administration has dubbed these social projects “Economically Targeted
Investments” or ETIs, but I prefer to call them PTIs or “Politically
Targeted Investments.”

Today, millions of hardworking Americans contribute significant sums
of money to their pension plans. Each week they look at their pay-stub
and see how much money they have contributed to their pension. These
millions of hardworking Americans expect their contributions to be there
when they retire. They expect the pension trustees to invest their money
with prudence and loyalty.

Last week I introduced the Pension Plan Protection Act of 1995 to pre-
vent the practice of ETlIs.

It is important to note that something over $3.5 trillion are in private
pension funds today. This is the amount of investment wealth that have
been put at risk by the Clinton Administration advocacy of ETIs.

Faced with an angry revolt of voters last November against too much
Federal spending, President Clinton and his Department of Labor are
trying to use private pensions to accomplish what they can no longer do
through old fashioned taxing-and-spend programs. These ambitious
social planners now want to use private pensions to finance investments
such as: Public housing, infrastructure, and pork-barrel projects.

Let me emphasize that targeting private pension fund investments is
a radical and dangerous idea. ETIs violate the clear mandate of the
Federal law that Congress passed to protect private pensions — the
Employee Retirement Income Security Act, commonly referred to as
ERISA.

Let me quote directly from ERISA: A pension fund manager must
“discharge his duties with respect to a plan solely in the interest of their
beneficiaries and for the exclusive purpose of (I) providing benefits to
participants and their beneficiaries; and (II) defraying reasonable ex-
penses of administering the plan.” ERISA does not say “fiduciaries must
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make decisions primarily in the interests of and almost entirely to provide
benefits to participants and beneficiaries.” It says solely and exclusively!
Exactly what parts of “solely” and_“exclusively” doesn’t the Clinton
Labor Department understand?

Besides ETIs obvious conflict with ERISA, the best economic research
indicates that pension funds that target social investments produce below
market returns.

Just one example will suffice. In 1990 Connecticut made a targeted
investment in Colt Manufacturing, paying $25 million for 47% of the
company. Colt went bankrupt in 1993, and the pensioners in Connecticut
will never see that money again.

Even President Clinton, while Governor of Arkansas, convinced the
Arkansas Teachers Retirement System to finance a mortgage for the
Kappa Kappa Gamma Sorority House at the University of Arkansas.
When the trustee was questioned about this unusual pension investment,
he replied, “Why I know all the daddies of those girls, and there is no way
they would have let that loan default.”

The Clinton Administration's ultimate objective is to establish an ETI
quota for every private pension fund. This process is already happening
in the states. What Secretary Reich would make permissible today, will
become compulsory tomorrow.

Last week I introduced a bill that will protect the 42 million private
pension participants from President Clinton's pension fund grab. My bill,
the Pension Plan Protection Act of 1995, will not alter the fiduciary duties
laid out in ERISA. Instead, my bill will simply reiterate that the act
means what is says -- no more, no less.

Every American who plans on retiring someday should be very con-
cerned about what the Clinton Administration is up to. I expect we will
hear a lot today about different aspects of this issue but we should not lose
sight of one very important fact: The $3.5 trillion in private pension funds
was earned by the hard work of millions of Americans, it belongs to them,
it should be invested solely to benefit them, and pension managers should
be loyal only to them.
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PREPARED STATEMENT OF SENATOR CONNIE MACK,

CHAIRMAN

Good Moming. I would like to congratulate Chairman Saxton for his
good work on this critical issue and I am pleased to be the primary
sponsor in the Senate of the Pension Protection Act of 1995.

Let me begin by reminding each of us that last November the Amer-
ican people sent a loud and clear mandate for less spending, less taxes,
and less government. This morning, however, we are here to examine an
on-going effort by the Administration which ignors that mandate. The
Department of Labor has developed a disturbing scheme to divert pension
assets to fund social and political projects. By relaxing ERISA’s strict
fiduciary standards, the Department of Labor has found a way around
Congress and the budget process to tap a new source of money for their
projects. This highly orchestrated effort is designed to expand govern-
ment and expose our nation’s taxpayers and retirees to unnecessary and
dangerous consequences.

It is no surprise that this Administration’s big spenders are looking to
the assets of pension funds while Congress is struggling to balance the
budget. Totalling over $3 trillion, they see private pension funds as an
attractive source of capital for a variety of social projects. The Clinton
Administration has never shied away from its intent to use private pension
funds as a convenient source of public funding. In fact, in his book,
“Putting People First”, President Clinton proposed a $20 billion “invest-
ment” program funded by pension funds. Just last Congress, Housing and
Urban Development Secretary Henry Cisneros requested over $500
million in taxpayer guarantees to induce pension funds to invest in high-
risk low-income housing projects. HUD had no ability to evaluate the
risk of this demonstration project yet they wanted a green light to experi-

ment with over half a billion taxpayers dollars !
The alarming speed at which the Administration has proceeded with

its campaign to promote these social "investments" known as Econo-
mically Targeted Investments, or ETIs, combined with the poor record
of ETlIs across the country, is nothing short of reckless.

There are three basic elements of our nation’s retirement income
system: the Social Security system, personal savings, and private pen-
sions. When we take into consideration low personal savings rates, the
imminent aging of the baby boom population, and the demand that will
be placed on the Social Security Trust Funds, now is not the time for
the Administration to be spearheading efforts which compromise our
nation’s private pension system. In fact, there already exists con-
siderable anxiety about the solvency of our nation’s pension system.
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Further exposure of these funds to unnecessary risks could set up the
American taxpayer for another savings and loan-style failure and bail-
out. The protection of retirement income is, and must continue to be,
the overriding objective governing the investment of pension assets.

Efforts directing private pension funds to replace public funding of
government programs is yet another example of this Administration’s
“spend now, pay later” mentality. This Congress is working to put the
federal government back on a sound fiscal foundation by balancing the
budget and eliminating the deficit. The last thing we should be doing
is replacing the fiscal irresponsibility of the past 30 years with another
risky and irresponsible policy. We should not compromise fiduciary
standards and the financial security of our nation’s retirees in order to
meet the social and political goals of the Administration.
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PREPARED STATEMENT OF PETE STARK,
RANKING MINORITY MEMBER

Mr. Chairman, I regret to say that I consider today's hearing a waste of
the committee's time and energies. We all know why this hearing is being
held. Today the Republicans are passing a budget that will slash pro-
grams for America's elderly. Republicans have slated the Medicare
portion of Social Security for a $288 billion cut. They also propose a $24
billion cut in Social Security checks. Finally, they plan to cut $187
billion in Medicaid benefits, a third of which go for the elderly. In com-
bination, these three cuts will cost the average elderly person more than
$3,500 by the year 2002.

In a desperate attempt to change the subject, the Republicans are stag-
ing this hearing with the baseless charge that Clinton Administration
pension rules will hurt the elderly. In fact, just as in health care and
Social Security, the Clinton Administration is working to defend the
elderly:

. The policy to permit economically targeted investments does not
cost the elderly one red cent in pension benefits, since the rules
require that the risks and returns of ETIs must be the same as for
other investments.

. The current interpretation of the law is identical to the policy
adopted under previous Presidents, including both President
Reagan and President Bush.

. The ERISA rules require that all investments have competitive
rates of return and risk but only permit the additional consid-
eration of collateral benefits.

The legislation proposed by Vice Chairman Saxton is not just a solu-
tion in search of a non-problem, it is pernicious. It would create a
"thought police" for pension fund managers. If two pension fund mana-
gers make the same investment in a promising project that turns sour, the
manager who can claim he only had- financial considerations in mind has
no problem. But, a manager who may have invested not only for the
financial returns but also for collateral benefits would be personally liable
for losses under the Saxton bill. In effect, the Saxton bill says to fund
managers: "Don't let us catch you considering anything that may benefit
your country or your fellow citizens. If we catch you thinking about any-
thing but the fund's bottom line, you're in trouble."

What else does the Vice Chairman's bill say to pension managers? It
says you can protect yourself by putting your funds in Wall Street but
don't even think about putting them in your own community. It says
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invest in a multinational that plans to close factories and ship jobs abroad,
but don't even think about investing in an American company to help
create jobs here. It says invest in a foreign company that will compete
with the U.S. but don't even think about using your funds to help an
American company compete.

I would like to hear how the Vice Chairman would deal with two prog-
rams in New Jersey.

In New Jersey, the State Investment Council directs the investment of
about $34 billion of assets for the state public employees pension funds.
The following is a statement of the Council's policy toward social invest-
ing:

The Council has adopted a favorable official policy regarding "Social
Investment." The Council has determined that investing for the benefit of
fund beneficiaries need not exclude investments in New Jersey or those
which advance other social goals. In 1984 the Council codified a list of
Social Investment rules for the State Division of Investment that includes
reviewing all reasonable investment proposals presented by New Jersey
corporations and giving preference to New Jersey investments if other
terms are equal.

Is the Vice Chairman going to go back to New Jersey this weekend
and demand that the state pension funds be prohibited from giving pre-
ference to New Jersey investments if other terms are equal?

There is another program the Council initiated in 1986:

Under the program, the Division determines a market rate for
mortgages once a month and creates an open window to buy identical
New Jersey mortgages from banks at this rate. In fiscal year 1992, one
million dollars of New Jersey mortgages were purchased. The open win-
dow can prevent temporary capital gaps from developing if New Jersey
suffers a temporary shortage of secondary mortgage funds.

Is the Vice Chairman going to go home this weekend and demand that
the State pension funds stop buying New Jersey mortgages and only pur-
chase mortgages from other states?

1 look forward to hearing the witnesses.
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TESTIMONY OF OLENA BERG
ASSISTANT SECRETARY OF LABOR
PENSION AND WELFARE BENEFITS ADMINISTRATION
BEFORE THE JOINT ECONOMIC COMMITTEE
CONGRESS OF THE UNITED STATES
MAY 18, 1995

Mr. Chairman, members of the Committee. Thank you for
inviting me to testify today. I appreciate the oppgrtunity to be
a part of your inquiry into Economically Targeted Investments, or
ETIs. ETIs are generally defined as investments that provide
risk adjusted rates of return to plan participants, as well as
collateral benefits such as job generation, affordable housing,
revitalization of infrastructure, and small business development.
This hearing represents an opportunity to move toward a shared
understanding of the issues in this field. By the time you have
concluded your inquiry, it is my hope that a good deal of the
misinformation that has been circulating on this topic of late
will be dispelled. I particularly want to stress that the
Clinton Administration has no plans to mandate any form of

pension investing, and has no intention of taxing pension funds.

Pension funds in the United States hold over $4.8 trillion
in assets. They are an increasingly important force in fhe
allocation of capital in the American economy. As major owners
of corporate America, pension plans need to be concerned with the
growth and stability 6f the nation's economy. Pension plans are
also a growing source of funds for investments in small

1
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business -- an important source of job creation in this country.
Further, as long-term investors, with investment time horizons
reaching forty years or more, pension plans need to be concerned
that the capital is made available that will allow these small
businesses to grow into the Fortune 500 companies of the future.
We believe that investing in our future is a goal worth advancing

for the benefit of American workers and their families.

The Clinton Administration is committed to the protection of
workers' financial security in retirement, as provided under the
Employee Retirement Income Security Act of 1974 (ERISA), the
federal pension law. In fact, the Administration and Congress
strengthened federal protections of pension plans last year by
approving the Retirement Protection Act. Again, in response to
two pieces of misinformation, I would like to state as forcefully
as I am able that the Administration never has and does not
intend to mandate pension investment in any category of
investment. Similarly, the Administration never has, nor does it
intend to tax pension fund income. My primary mission, as the
Assistant Secretary of Labor for Pension and Welfare Benefits, is
to protect workers' pensions. I would never advocate a policy

that I believed would put pension benefits at risk.

For many years now -- going back at least as far as
President Ronald Reagan's first term -- pension plan fiduciaries

have been
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approaching the Labor Department with a question. Does ERISA
allow a plan fiduciary to choose among alternative investments by
considering facts aside from the financial contribution of those

investments to the plan in making an investment decision?

The answer that the Labor Department has given -- again,
since President Reagan's first term -- is that ERISA does allow
the consideration of other factors in choosing between
investments of equal attractiveness to the plan, but does not
allow consideration of such factors if the investment is not
equally attractive to the plan as alternative investments. For
at least 15 years, the Department has made it clear that pension
plan fiduciaries may generally use their own discretion in
determining how they will choose from among multiple investment
opportunities that have competitive risk adjusted rates of
return. One of the touchstones of ERISA is the flexibility it
gives plan fiduciaries in making investment decisions on behalf

of plan participants.

One of ERISA's overriding principles is to assure that
private pension funds are managed solely for the exclusive
purpose of providing benefits to participants and beneficiaries
of the plan. ERISA requires pension fund investment managers and
trustees to invest prudently and for the exclusive benefit of the
plans' participants. For this reason, investment in ETIs meets

ERISA's requirements so long as the investment has a projected

20-518 0 - 96 - 3
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rate of return comparable to alternative investments with similar
levels of risk. A pension plan's managers must first, foremost,
and always, evaluate available investment opportunities
exclusively in terms of their financial attractiveness to the
plan. This requires an assessment of their expected risk-
adjusted rate of return, as well as other factors, such as the

plan's needs for diversification and liquidity.

There should be no doubt in the minds of fiduciaries as to
their absolute obligation to satisfy all of ERISA's fiduciary
requirements on every investment made with pension funds,
inciﬁding investments in ETIs. The law requires it; the
Administration is sworn to uphold it; and we at the Labor
Department are committed to bringing the full force of law

against pension plan fiduciaries who compromise that obligation.

Now, while two or more investment opportunities may be
comparable in terms of their risk-adjusted rate of return, there
may nevertheless be other considerations that may make one such
investment opportunity more likely to serve the interests of the
plan's participants than the others. A fiduciary might make the
judgment, for example, that one of the available, competitive and
appropriate plan investments, more so than the others, would £ill
a key need for the plan, such as providing capital for small
businesses in a region where the plan sponsor is located. All

other things being equal, that investment could be a more
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attractive choice for the plan and its participants. Investment
in small business could improve the local economy or provide
needed services, thereby creating a collateral benefit to
participants and beneficiaries. Whether it be jobs, housing, or
small business investment, it is this strategy that has come to
be called "economically targeted investing.” However, for such
an investment to be allowable under ERISA, all other things must
be equal for the ETI as compared to other investments available

to the plan.

Over the years, pension plan fiduciaries have asked the

- Department for guidance on the. legal standing of the: ETI concept.
The Department also received a report on this issue from its
Advisory Council on Employee Welfare and Pension Benefit Plans,
Xnown as the ERISA Advisory Council, a 15-member bipartisan group
of nationally recognized benefits experts. The 1993 Council,
consisting of members appointed during the Bush Administration,
conducted deliberations on this issue for more than a year,
receiving extensive testimony at public hearings. As a result of
this study, the Council recommended that "([t}he Department should
issue an advisory opinion or-other formal document affirming its
current position on ETI programs," which is summarized as
allowing "pension plans to favor ETIs once such assets meet a
prevailing rate test based strictly on their financial
characteristics.” 1In response to this recommendation, the

Department issued Interpretive Bulletin 94-1 on ETIs on June 23,
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1994. This document brought together the previous statements
made by the Department on this subject; these documents are
attached, and we ask that they be made part of the record of this

hearing.

Now, this is a point on which I want to be very clear.
Labor Department Interpretive Bulletin 94-1 did no more than
consolidate and reiterate the Department's past guidance in this
area. These previous statements include the attached twenty-
three documents issued during both Democratic and Republican

administrations.

Despite the long stability of ERISA and its gratifying
success in protecting retirees, a number of claims have been
offered in an effort to justify legislation to amend that
statute. One insinuation is that the Administration really
intends to impose the ETI strategy upon all pension plans by

federal mandate. There is simply no truth to this claim.

As I have stated previously, and as the Interpretive
Bulletin we've issued clearly shows, this Administration's
interpretation of the fiduciary rules of ERISA has not departed
in any way from the settled interpretation that has been applied
since the law's enactment 20 years ago. That interpretation
clearly allows the use of an ETI strategy, as it allows any other

investment strategy, in the discretion of each plan's fiduciaries
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provided that the investments are made in compliance with ERISA's
fiduciary rules. In my own speeches and presentations on this
subject, many of them published, I have repeatedly stated that
the use of the ETI approach is entirely up to the discretion of
plan fiduciaries. We went on record yet again in our published
response to the recent General Accounting Office report on the
use of ETIs by public sector pension plans, expressing our
unequivocal agreement with the GAO's opinion that a pension

plan'’s use of an ETI program should be strictly voluntary.

Consistency with Previous Statements of Policy

Top Labor Department officials spanning the administrations
from Presidents Carter through Bush have written letters
regarding the use of ETIs by pension funds. Ian Lanoff, who
served as the head of the Department's ERISA enforcement program
under both Presidents Carter and Reagan, has stated in his letter
the following: "...it is my opinion that the ERISA legal
standards contained in Interpretive Bulletin No. 94-1, as they
would apply to economically targeted investments ("ETIs"), are
exactly the same as the ERISA legal standards which have been
employed by the U.é. Labor Department since the late 1970s when I
served as ERISA Administrator at the Department.” Mr. Lanoff's
successor, Robert Monks, provides similar confirmation in his own
letter: "In my opinion, Interpretive Bulletin 94-1 sets forth a
policy that is consistent with the policies announced by DOL

during the years that I had principal responsibility for the
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ERISA program.... In my view, DOL's policies requiring
investments be made for the 'sole' purpose of benefiting plan

participants are unchanging and inveterate."

Dennis M. Kass, my predecessor under the Reagan
Administration, stated in 1986, "[t]he view that non-economic
benefits may be achieved incident to the proper investment of
pension funds is one of long standing under both the Internal
Revenue Code prior to the passage of ERISA and under ERISA.
Clearly, to prohibit such benefits where the provisions of the
law have been scrupulously adhered to would unnecessarily
constrain fiduciaries in the exercise of their investment duties.
Such a prohibition could result in specific investment
opportunities being avoided by fiduciaries simply in order to
avoid the possibility of an incidental benefit arising from

them."

David George Ball, my immediate predecessor, stated before
the American Institute of Certified Public Accountants in
December 1992 that, "[i]t is the Department's long standing
position that non-economic factors cannot be allowed to take
precedence over providing retirement income to participants and
beneficiaries. Plan fiduciaries must consider the merits of each
investment and determine whether the investment provides a rate
of return commensurate with the financial risk involved. Non-

economic factors may only be considered in making investment
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decisions if they do not compromise the economic balance of risk
and return to the plan and are consistent with ERISA's

diversification and other requirements.®

Marshall Breger, Solicitor of Labor under President Bush,
stated before the Commission to Promote Investment in America's
Infrastructure, "{al]s the chief legal officer of the Department
of Labor, I can tell you that nothing in ERISA's fiduciary
provisions specifically prevents a pension plan from investing in
infrastructure facilities [a common type of ETI). But like any -

other pension plan investment, it has to be done right."

It is important in understanding this issue to resolve a
question on which there must be no doubt. To do that, let me
describe an idea, or viewpoint, that has been favored in some
circles in years past. It is the belief that pension plans
should be equally as concerned with the nation's social problems
as they are with their responsibility to provide retirement
income for the retirees who depend on them. Some advocates of
this view maintain that pension plans should be prepared to make
compromises in the way they invest, sacrificing competitive rates
of financial return in favor of lower-yielding investments that

would serve some perceived social end.

Now, if I communicate nothing else to you today, let it be

this: the Clinton Administration does pot support this view. To
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the contrary, we are unequivocally and unalterably opposed to it.
I want to state this as clzarly and forcefully as I can, in order
to put to rest any misunderstandings on this point once and for
all. This Administration is opposed to any pension fund
investment practice that would subordinate the plan's interest in
securing the appropriate risk adjusted rate of return to ano£her
purpose, be it social gains or anything else. It is clear to us,
as it should be to everyone, that any policy or practice that
would compromise the ability of pension plans to pay benefits to

retired workers is wrong.

It goes without saying that no investment is without some
risk. Indeed, it is for assuming that risk that investors are
compensated. The listing of a handful of losing ETIs, therefore,
when the GAO and others have documented many successful
economically targeted investments, tells the thoughtful inquirer
very little. Indeed,.if these losing investments represent the
sum total of all losses incurred by ETIs, then surely the ETI
concept must be among the most successful investment strategies
ever devised. ETIs are like any other investment vehicle, they
can earn or lose. For example, there are bull days and bear days
on the stock market and real estate can increase in value or go

belly up.

Recently, several studies that purport to show that ETIs are

somehow associated with lower overall investment returns have

10
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been put forward. None of these have gone so far as to establish
any causality. They are all, in my view, fundamentally flawed in
a variety of other respects as well. At most, they examine three
years of investment returns, an insufficient period of time given
the business cycle. The one study using a five year period found
no association at all between ETI use and poor returns. They
have used only rudimentary methods of risk adjusting returns and
therefore the results they do show may be due to many other
factors. The results have, in every case, been extremely
marginal in terms of the statistical validity of their findings,
producing results that would not be considered significant by
most rigorous standards. In comparison, GAO conducted studies in
1992 and 1995, that surveyed the performance of hundreds of ETIs
over a period long enough to be statistically reliable, and came
to the conclusion that ETIs are a viable, legitimate investment

from an income-producing perspective.

‘You are no doubt aware of recent pronouncements prescribing
the "correct" interpretation of ERISA's fiduciary provisions, and
asserting that the Labor Department has strayed dangerously from
the true path. However, as noted above, these claims are sharply
at odds with the conclusions of your research and investigative
arm, the GAO. 1In addition, an independent, comprehensive 50-
state study sponsored by the Small Business Administration
.confirmed, in February 1995, that ETIs targeting small business

can provide rates of return comparable to those offered by

11
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similar, non-ETI investments.

Statutory and Case Law Background

ERISA § 403(c) (1) provides that, with certain exceptions,
the assets of the plan shall be held for the exclusive purposes
of providing benefits to participants in the plan and the
beneficiaries and defraying reasonable expenses of administering
the plan. ERISA § 404(a) (1) (A) provides that, subject to certain
other provisions, a fiduciary shall discharge his duties with
respect to a plan solely in the interest of the participants and
beneficiaries and for the exclusive purpose of providing benefits
to the participants and their beneficiaries and defraying
reasonable expenses of administering the plan. These provisions
are essentially a codification of the trustee's duty of undivided
loyalty to trust beneficiaries under the common law of trusts.

See Eaves v. Penn, 587 F.2d 453, 457 (10th Cir. 1978)

In Donovan v, Bierwirth, 680 F.2d 263 (2d Cir.), cert,
denied, 459 U.S. 1069 (1982), the court held that fiduciaries
may take actions that benefit the interests of a corporate
employer if they reasonably conclude, after qonducting a prudent
inquiry, that the action is in the best interest of the plan.
The fiduciary determination to take this action must be made
with an "eye single" to the interest of the plan's participants
and beneficiaries. Id. at 271. Other courts have also adopted

the position that a fiduciary's action, if otherwise prudent and

12




(R

taken in the best interest of the plans, does not violate ERISA

because it creates an incidental benefit to someone else.

Trenton v, Scott Paper Co., 832 F.2d 806, 809 (3d Cir. 1987),
cert. denied, 485 U.S. 1022 (1988); Donovan v, Walton, 609 F.

Supp. 1221, 1245-46 (S.D. Fla. 1985), aff'd sub nom Brock v,

Waltopn, 794 F.2d 586 (11th Cir. 1986).

The structure of Title I essentially compels the above
interpretation. ERISA §§ 406 and 407 prohibits broad classes of
transactions between plans and persons having pre-existing
relationships with them. Section 408 provides a catalogue of
statutory exemptions from these prohibitions for certain types of
transactions as well as a procedure for the Department to grant
administrative exemptions. The Department has always made clear
that the exemptions of section 408, both statutory and
administrative, do not provide relief from the requirements of
section 403 or 404. If ERISA were interpreted to state that the
exclusive purpose requirements of ERISA were per se violated by a
plan entering into a transaction that requires a section 408
exemption because it provides an incidental benefit to a party in
interest, the exemptions would be ineffectual and a trap for the

unwary.

ERISA's exclusive purpose requirements are related to a
similar requirement in the Internal Revenue Code (IRC). Section

401(a) of the IRC requires that trusts forming part of a pension

13
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plan be "for the exclusive purpose of [the employer's) employees
and their beneficiaries." Section 401(a)(2) also requires that
the instruments of such trusts make it impossible for any part of
the corpus or income of the trust to be "used for, or diverted
to, purposes other than for the exclusive benefit of [the

employer's] employees or their beneficiaries."

These provisions pre-date ERISA, and in 1969, the IRS issued
Revenue Ruling 69-494, 1969-2 C.B. 88., which states in pertinent
part:

The primary purpose of benefitting employees or their

beneficiaries must be maintained with respect to

investments of the trust funds as well as with respect

to other activities of the trust. This requirement,

however, does not prevent others from also deriving

some benefit from a transaction with the trust.

The revenue ruling, which specifically involved employer stock,
sets forth four requisites applicable for investments to meet the
exclusive benefit standard under section 401(a) of the Code:

(1) the cost must not exceed fair market value at the
time of the purchase;

(2) a fair return commensurate with the prevailing rate
must be provided;

(3) sufficient liquidity must be maintained to permit
distributions in accordance with the terms of the plan;
and

(4) the safeguards and diversity that a prudent
investor would adhere to are present.

The ERISA Conference Report, in discussing the prudence standard,

' fThis revenue ruling restates and supersedes the position
of that agency as expressed in a Pension Trust Service Ruling (PS
No. 49) issued on June 6, 1945.

14
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referred to the above~cited Code requirements and revenue ruling.
H.R. Rep. No. 93-1280, 93d Cong., 2nd Sess., at 302 (1974). The
report states:

Under the Internal Revenue Code, qualified retirement
plans must be for the exclusive benefit of the
employees and their beneficiaries. Follcwing this
requirement, the Internal Revenue Service has developed
general rules that govern the investment of plan
assets, including a requirement that cost must not
exceed fair market value, that at the time of purchase,
there must be a fair return commensurate with the
prevailing rate, sufficient liquidity must be
maintained to permit distributions, and the safequards
and diversity that a prudent investor would adhere to
must be present. The conferees intend that to the
extent that a fiduciary meets the prudent man rule of
the labor provisions, he will be deemed to meet these
aspects of the exclusive benefit requirements under the
Internal Revenue Code.

Similarly, in several advisory opinions and other letters
issued over the period from 1980 to 1993, the Department has
taken the position that a fiduciary can choose, on the basis of
non-financial considerations, between two alternatives that were
financially equally advantageous to the plan. See Letters
collected in the preamble to Interpretive Bulletin 94-1, 59 Fed.
Reg. 32606 n. 2. In one example of such a letter, the Department
has said that a fiduciary may not be influenced by a desire to

stimulate the construction industry and generate employment,

2 Although section 9343 of OBRA '87 provides that titles I
and IV of ERISA generally are not applicable in interpreting the
Code, the IRS approach to the exclusive benefit requirement, as
shown above, continues to be generally consistent with the
Department's approach to the exclusive purpose requirement in
title I of ERISA. See Gen. Couns. Mem. 39870 (Apr. 7, 1992).
When a trust fails to conform to the exclusive benefit
requirements of IRC § 40l1(a), it fails to gualify for tax exempt
status. Winger's Department Store, Inc.,, 82 T.C. 869 (1984)

15
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unless the investment, when judged solely on the basis of its
economic value to the plan, would be equal or superior to the
alternative investments available to the plan. See letter from
the Department to Theodore Groom, dated Jan. 16, 1981, attached,

which we ask to be made part of the record.

As noted above, on June 23, 1994, the Department issued an
Interpretive Bulletin which, in summary, stated that the
requirements of ERISA §§ 403 and 404 do not prevent plan
fiduciaries from investing plan assets in an ETI if the ETI has
an expected rate of return that is commensurate with rates of
return of alternative investments with similar risk
characteristics that are available to the plan, and if the ETI is
otherwise an appropriate investment for the plan in terms of such
factors as diversification and the investment policy of the plan.

59 Fed. Reg. 32606.

Genesis of the ETI Clearinghouse

Prudent investment requires that the investor understand the
risk and return characteristics of the investment. The
clearinghouse for ETIs for which the Department has undertaken to
provide seed capital is designed to provide this type of

information to pension funds.

By way of background, in 1992 the Department's ERISA

Advisory Council under the Bush Administration unanimously

16
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recommended that the Department "take the initiative" in
collecting information on ETIs and distributing this data to
pension funds and other interested parties. Expanding on this
recommendation, the 1993 Council evaluated the concept of
establishing a clearinghouse on ETIs to collect and distribute
information on ETIs. This group recommended that

"the Department of Labor take a leadership role in

designing the structure of an ETI clearinghouse or

network and committing start-up capital to permit such

an entity to compile and analyze data, with its

continued operation and maintenance to be under the

auspices of a private, non-profit organization."

We followed this recommendation by issuing a Request for
Proposals last April to solicit bids for the contract to run the
clearinghouse. After careful review of contract bids, in
September of 1994 we awarded the contract to Hamilton Security
Advisory Services, Inc., a Washington, D.C.-based financial and
investment .consulting firm. Hamilton's Executive Director is
Austin Fitts, a former senior housing official in the Bush
Administration, and the Deputy Director is Grace Morgan, a former
aide to Senator Alfonse D'Amato of New York. In keeping with the
council's recommended "leadership role,™ I have made clear in
public statements and official: correspondence on this matter that
the‘fact that an investment opportunity is listed on the
clearinghouse does not mean that it is endorsed by the
Department, and does not mean that it is an appropriate
investment for the plan. Of course, an investment opportunity
that is not listed may also be appropriate for the plan, provided
always that it satisfies ERISA's standards. Plan fiduciaries

17
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still have the obligation to perform all analyses that are
necessary to convince themselves that a particular investment
would be appropriate. They are not freed of any of their

fiduciary obligations.

Hamilton's data collection survey materials were reviewed
and approved by the Office of Management and Budget in late March
of this year, and Hamilton is finalizing the software necessary
to collect and access this information obtained on ETIs from
pension funds. Finally, Hamilton is also reviewing candidates
for its advisory board representing a diverse array of interests,
including the investment and financial communities, public and
private pension funds, organized labor and the participant

community.

Conclusion

One final point needs emphasis: this Administration does
not, would not, and never will mandate the use of ETIs. Any
suggestion to the contrary is simply wrong. We believe that it
is up to pension plans to find investments which will earn the
best risk adjusted returns, and if those investments also
generate benefits which will help the economy, that's fine.
After all, nothing increases the financial strength of a pension

plan like a sound economy.

For over twenty years, the Department of Labor has been a

18
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custodian of ERISA, and the guardian of the interests of plan
participants. Pension funds have grown remarkably during this
period and are a major source of financial strength and
flexibility in the economy. We are committed to preserving the
rigorous fiduciary standards that Congress established as pért of
ERISA and will oppose any tampering with these well established

and proven standards.
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TESTIMONY OF
CHARLES B. ROUNDS,JR.
BEFORE
THE UNITED STATES JOINT ECONOMIC COMMITTEE

IN OPPOSITION TO ETIs

May 18, 1995

My name is Charles E. Rounds, Jr... Mr. Chairman...Members
of the Committee. I am a Professor of Law at Suffolk University
Law School in Boston and co-author of the 7th Edition of Loring:

4 (Little, Brown & Co.-1994). The Handbook
will have its one hundredth anniversary in 1998. I am pleased to
testify in opposition to the Clinton Administration’s policy of
encouraging private employee benefit fund managers to invest in
Economically Targeted Investments (ETIs). I wish to make one
fundamental peoint:

Secretary Reich’s ETI policy interferes with the private
property rights of working Americams by undermining the
fundamental duty of trustees to act soley in the interest of
their beneficiaries.

since 1976, the common law trust has been the focus of my
teaching, writing, and practice. Prof. Maitland considered the
trust--a refinement in the concept of private property--to be the
greatest achievement of English juriprudence’. So do I.

It is because I am convinced that a number of initiatives of
the Clinton Administration...the Clinton Deficit Reduction Trust
Fund...the Violent Crime Reduction Trust Fund...the Presidential
Legal Expense Trust...and perhaps most troublesome of all,

‘Rounds & Hayes, Loring: A Txustee’'s Handbook, pg 1 (1994)
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Secretary Reich’s ERISA regulatory bulletin encouraging private
fund managers to invest in ETIs...assault the very institution of
the private trust, that I come before you today’. There are real
world consequences to all of this that extend beyond the ivory
tower. In the case of Secretary Reich’s ETI policy, for example,
the undermining of a trustee’s fundamental duty of loyalty
threatens not only the institution of the trust but the nest eggs
of millions of working Americans, the life savings of real
people.

A trust is a fiduciary relationship with respect to
property’. The trustee has the title to the property*. The
trustee, however, has a duty to deal with the property for the
benefit of another®. In trust parlance, that other person is
called the beneficiary.

With the exception of insured plans, the assets of private
employee benefit plans are held in private common law trusts®.
Thus the worker who participates in a private qualified employee
benefit plan is a trust beneficiary. As such, under the common
law, and under ERISA’, he is entitled to the trustee’s undivided
loyalty. Secretary Reich’s ETI policy erodes that fundamental
duty. The Restatement of Trusts is unambiguous in this regard:

In administering the trust the trustee is under a duty to
the beneficiaries not to be influenced by the interest of
any third person or by motives other than the
accomplishement of the purposes of the trust. Thus, it is
improper for the trustee to purchase property for the trust

for the purpose of advancing an objective other than the
purposes of the trust®.

It is settled law that a worker’s interest in a private

* See geperally Rounds, Will the Institution of the Trust
Survive the Clinton Presidency?, 25 the Advocate 31 (Spring 1995)
attached hereto.

“

Restatement (Second) of Trusts §2 (1959)
¢ Id.
¢ 14.

-

29 USCA §1103 (ERISA)

“

29 U.S.C.A §1104 (ERISA)

Restatement (Third) of Trusts §170, Comment q.

2
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employee benefit trust is an item of private property’. It
belongs to the worker. Not to the trustee, not to the employer,
not to the taxpayer, not to Secretary Reich, not to President
Clinton, not to the members of this committee. It belongs to the
worker. When Secretary Reich plays with a trustee’s fundamental
duty of loyalty, he is playing with the personal assets of
workers and their families.

Moreover, this aggregation of private wealth has a difficult
enough and important enough social mission, namely to provide
private econcmic support to those workers and those families, in
other words to real human beinga. It does not need the
additional burden of having to participate in Secretary Reich’'s
risky social experiments. Suffice it to say, that to the extent
economic value actually gets sucked out of our private pension
system as a result of public political initiatives such as EBTIs,
someone will have to absorb the resulting economic loss, be it
the worker, the employer’s stockholder, or the taxpayer. Wealth
does not exist in a vacuum.

This concludes my opening remarks.

’ 1 Restatement of Property at 3 (1936) (Introduction to
Chapter 1); gee alsQ 1 Restatement of Property §§ 1-5, §6,
comment a; X Rounds & Hayes, i 4
Handbook §§ 3.5.1, 5.1, 5.3.2, 5.4.1 (1994); gsee algo,
Restatement (Second) of Trusts §130 (1959).

3
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Trusts in the National News

By Professor Chartes E. Rounds, Jr.

Will the Institution
of the Trust Survive the
Clinton Presidency?

) P




On Novemnber 16. 1994 in the
Pallot Librarv. Protessor Charles

E. Rounds. Ir. concluded the Law
Library Speaker Series for 1994
with a lecture on how the common
law trust has becomne the subject
of political exploitation at the
national level. The following is
the text of Prof. Rounds’s lecture for
those of vuir readers who were
unabile to attend the Speaker Series.
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Maitland consid the
common law trust — a refinement
in the concept of private property —
to be the greatest achievement of
English jurisprudence, the “largest
and most important of equity’s ex-
ploits.” The public instinctively
understands this and bestows on the
institution, as well as the office of
trustee, its respect and its trust. It
believes the trust to have almost
magical properties capable of

g off all of unpl
antness. “Put it into a trust and
everything will be alright.” This
store of private sector good will,
carefully cultivated over the centu-
ries by enlightened judiciaries and
scrupulous fiduciaries, has not gone
unnoticed by our politicians and
others in the discredited public sec-
tor. They have discovered that
metely by employing the language
of the private trust, they can plun-
der its good will and further the
cause of the regulatory state all at
the same time. We have here a
politician’s dream.

The store was first broken into
in the 1930’s with the so-called So-
cial Security Trust Fund. ‘Despite the
term “trust.” the social security svs-
tem contains nothing that remotely
resembles the common law trust.
There is no segregation of assets. no
equitable property rights, no private
right of enforcement® (all character-
istics of the common law trusty. It is
merely a system of taxation and ap-
propriation sprinkled with trust
terms to hide its true nature. Since
then a number of other bogus trusts
have found their way into the Inter-
nal Revenue Code.? In the last
vear or so, however, the process of
abusing the trust vocabulary has
gathered a good head of steam. \ve
now have the Clinton Deficit Reduc-
tion Trust Fund, the Violent Crime
Reduction Trust Fund, and a related
outrage, the Presidential Legal Ex-
pense Trust. The first two are trusts

only in name. The last is a trust in
form but not in substance. Each is
designed to tap the good will of the
private trust in order to fool the
public into doing something that it
would not otherwise do. Such
sowings of semantic confusion can-
not but further erode an institution
already under assault in the halls of
academtia.’

Clinton Deficit Reduction
Trust Fund

The Clinton Deficit Reduction Trust
Fund has none of the elements of
a common law trust. In particular
it contains no “property” — segre-
gated or otherwise — nor does the
thing impose any enforceable duties
on anyone. It is essentially an ac-
counting gimmick dreamed up by
Senator DeConcini (D-Ariz.} to
provide political cover for his sup-
port of the President’s budget. The -
President obliged on August 4, 1993
by issuing Executive Order 12858
purporting to “guarantee” that the
net deficit reduction achieved by
the Omnibus Budget Reconciliation
Act (OBRA) of 1993 be dedicated to
reducing the deficit. Each year,
“amounts” are to to be “credited” to
the fund on a dailv basis equal to
the net deficit reduction achieved
by OBRA. The order purports to “re-
quire” that the “fund balances” be
used exclusively to redeem maturing
debt obligations of the Treasury held
by foreign governments. In other
words, there is no build up of prop-
erty, only credit entries. Thus there
is nothing in the arrangement that
would prevent the Treasury from
creating debt to pay off debt that it
must pay off in any case. Nothing is
gregated hingis g
and nothing is to happen that will
not happen in any case with or
without the order. The Clinton Defi-
<it Reduction Trust Fund is a
complete and utter sham.
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Violent Crime Reduction
Trust Fund

The recently enacted Federal “crime
bill” makes provision for the estab-
lishment of a “crime reduction”
trust to be funded with “savings”
derived from reducing the federal
workforce by 272,900. No provision
is made, however, for segregating
out and investing the compensation
that would have been paid to these
phantom employees so that, once
again, we have a trust neither in
form nor in substance.

Presidential Legal Expense Trust

On June 28, 1994, President and
Mrs. Clinton, transferred $2,000 in
trust to John Brademas, Michael H.
Cardozo, Theodore M. Hesburgh,
Barbara Jordan, Nicholas de B.
Katzenbach, Ronald Olson, Elliot
Richardson. Michael Sovern, and
John Whitehead. The 10 page trust
indénture, drafted by M. Bemard
Aidinoff, Esq., of Sullivan &
Cromwell, provides that the trustees
shall solicit additional contributions
from U.S. citizens who are not Fed-
eral employees. The fund, as
augmented, shalil then be used to re-
imburse the President and Mrs.
Clinton (the grantors) for their “per-
sonal legal fees and related expenses
incurred after January 20, 1993.7
The instrument limits individual
gifts to $1,000 per year. While Fed-
eral employees are exctuded by its
terms from participating in this
scheme, there is no such exclusion

for lobbyists.

A careful review of the govern-
ing document reveals some
interesting features. The Clintons
have the unrestricted right to hire
and fire the trustees; to appoint

h ; and, togeth
with the trustees, to amend o re-
voke the trust. In other words it is a
garden variety, fully revocable living
trust. Moreover, upon accomplish-
ment of the trust’s purpose (which
can change at any time at the whim
of the Clintons) the fund shall pass
outright and free of trust to the
Clintons or the survivor of them. If
they both die before termination,
the estate of the last to die gets the
windfall. The income earned on the
fund is fully taxable to the Clintons.
A “contribution” is not tax deduct-
ible; it is. however, eligible for the
Federal gift tax exclusion.

There is an attachment to the
trust document which also makes
interesting reading. It is a non-
binding letter, dated june 28, 1994,
from President and Mrs. Clinton to
the trustees:

ives as

“...This letter wiil confirm our
respective intentions (emphasis
added), if any part of the corpus
is paid over to.either of us or our
personal representative, to do-
nate any such surplus to one or
more non-profit institutions or
the United States Government,
without claiming any incidental
income tax deductions for our-
selves or our estates.”

When all is said and done, the
whole thing is nothing more than a
scheme for generating unrestricted



personal gifts to the President and
his wife. The format of the trust has
Jeen employed to create an illusion
of respectability and accountability.
On September 4, 1994, Judicial
Watch, Inc. filed an action in the
U.S. District Court for the District of
Columbia* alleging among other
things that “persons donating
money to the Trust, the Trustees,
and those acting in concert with the
Trustees,...do so with the expecta-
tion that they will receive in return
influence, political favors or some-
thing of equal value from the
executive branch, the President and/
or Mrs. Clinton.” The Plaintiff al-
leges that the arrangement is in
violation of numerous Federal stat-
utes including the Federal Advisory
Committee Act, $ U.S.C. App 2 and
seeks among other things that the
“donations” be returned to the do-
nors. Since the filing, the National
Legal and Policy Center has joined
Tudicial Watch, [nc. as a plaintiff.

Economically Targeted Invest-
ments (“ETIs™)

But the administzation is not only
abusing the institution of the trust
by sowing semantic confusion, it is
also proposing to tap into the eco-
nomic value itself of the nation’s
$3.6 trillion system of private pen-
sion trusts which, unlike the Social
Security System, is financially and
actuariaily sound. In the 1992 cam-
paign piece “Putting People First: A
National Economic Strategy”, candi-
date Clinton called for the creation
of a “Rebuild America Fund” with a
$20 billion Federal “investment” an-
nually for five years, leveraged in
part with private pension funds.
Revenues from road tolls, solid
waste disposal fees and public hous-
ing rents would “guarantee” a return
from such investments (known as
“economically targeted invest-
ments” or ETIs). Labor Secretary

Reich has issued an ERISA regulatory
bulletin “encouraging” fund manag-
ers to invest in ETls.

Rep. Jim Saxton (R-N.J.), in a
September 29, 1994 Wall Street Jour-
nal opinion piece, suggested that
ETls were really PTis — politically
targeted investments — and that the
track record for such investments in
the public sector has been dismal. In
the late 1980's, for example, the
Kansas Public Employees Retirement
System had to write off about $200
million in ETI investments. Out of
Alaska, Connecticut, and Missoun
have come similar horror stories. Ac-
cording to Rep. Saxton, “[n]ot all
ETls have been disastrous, but most
have vielded subpar results.” The
Saxton opinion piece evoked an out-
raged response from Secretary Reich.
In an October 26. 1994 letter to the
Wall Street Journal, Reich asserted
that investing in ETls would not not
amount to “social investing.” He
then proceeded to undermine his
own assertion:

“As owners of a considerable
portion of America’s capital
markets — with more than $4.8
trillion in assets —~ pension
funds depend on the success of
not only their investments, but
of the entire economy. By mak-
ing investments that increase
the economy’s capacity to lift
living standards, pension funds
bolster the current prospects of
workers — and therefore the re-
tirement income security of
those who participate in pen-
sion plans.

Is the Clinton/Reich ETI
scheme a step in the direction of so-
cial securitizing the national system
of private pension trusts? That is a
subject beyond the scope of this lec-
ture. Suffice it to say that to the
extent economic value is actually
sucked out of a system for public po-
litical initiatives, as happened in
Kansas, someone absorbs the result-
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ing economic loss, be it the em-
ployee, the employer's stock
holders, or the taxpayer (or some
combination of the three). Wealth
does not exist in a vacuum.

Any socialization or national-
ization of the wealth in the national
private pension system would be an
unfortunate turn of events. Enot-
mous additional patronage and
political power would accrue to the
Secretary of Labor in his capacity as
the system’s ERISA mandated regula-
tor. The institution of the common
law private trust, of course, would
take yet another hit. And then there
is the human component to the
fundamental legal relationship that
is the trust. The workers’ beneficial
or equitable interests in their pen-
sion trusts are private property
interests. It is their property; it be-
longs to them, not to Secretary Reich
or President Clinton. This wealth
has a difficult enough and impor-
tant enough social mission, namely
to provide private economic support
to retirees and their families. It does
not need the additional burden of
having to participate in Secretary
Reich's social experiments.

See generaily Flemming v Nestor 363U S
803, 80 S. Ct. 1367 (1960}

‘Sew generally Rouncs & Hayes. Lorng A
Trustee’s Handbook § 9 6.3 (1994)

As of Aprit 15, 1994. the Harvarg Law School
haa NO 0ne 10 teach an esective COurse on
anils and trusts. Harvard Law Record. Apni 15,
1994, pg. 1, col. 2.

“Case Number 1 94CVO1688 (Lamperth)
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May 18, 1995

Statement of Professor John H. Langbein
Yale Law School

Thank you for allowing me a hearing on the important
question of preventing the politicization of pension fund

investing.

Background. I am a scholar and teacher of pension law and
trust law. My law school coursebook on pension and employee
benefit law is used in most Ame;ican law schools that teach the
course (J. Langbein & B. Wolk, Pension and Employee Benefit Law,
Foundation Press, 2d ed. 1995). I serve as a Uniform Law
Commissioner from Connecticut. I chair the national Commission’s
Trust Division, and I worked as the reporter and principal
drafter of the Uniform Prudent Investor Act (1994). I have
written extensively about the dangers of so-called social

investing for two decades.

The dangers of social investing. Attached to my statement
is an essay that I wrote a few years ago: Social Investing of
sio and Unive owments: U inciple ti
and Illegal, from the volume Disinvestment: Is It Legal, Is It
Moxal, Is It Productjve? (Washington 1985). The essay summarizes
the main arguments that comprise the case against social

investing.
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In the decade since I wrote that paper, little has changed
on the merits. The political causes have changed. South Africa
and' the Soviet Union are no longer prime targets. We are now
experiencing a new wave of pressure for localism in investing,
supposedly in the name of job creation. And new causes will be
advanced in the future. The dangers of politicized investment

remain the same, and I have explained them in the essay.

e e el. Although the game is the same, the
label has changed in some quarters. We now hear less about
social investing, and more about "economically targeted
investments" (ETIs). Whoever coined this label deserves the P.T.

Barnum Prize for Deceptive Repackaging.

The well-established critique of social investing is that,
for a variety of legal and practical reasons, it is wrong to
invest for political reasons in ways that are likely to impair
the economic return to the pension fund. Calling politically
motivated investments "ETIs," hence hinting that there is
something "economic" about this uneconomic behavior, is

misleading Newspeak.

ERISA’s triumph. The proposal currently before the Congress
is to tighten ERISA, and I support it, but before getting there,
I think we need to pause and recognize what a success story ERISA

has been in this field. ERISA § 404 articulates the main
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standards (loyalty and prudence) that prevent the worst forms of
social investing. Furthermore, the Department of Labor (DoL) has
generally enforced these standards in a responsible way. Thus,
most of the horror stories of social investing have occurred in
state and local plans that are exempt from ERISA under ERISA §

4(b). What’s left to be done?

cost s. The main weakness in the law as DoL has
interpreted it is that ERISA fiduciaries are allowed to consider
noneconomic criteria, hence social and political causes, when
doing so is "costless." 1It‘s OK for a plan fiduciary to take
account of political or other noneconomic objectives when the
fiduciary determines that pursuing such goals in the investment

process is economically costless to the pension fund.

This rubric, developed under DoL‘s well-meaning pension
chief in the Carter Administration, Ian Lanoff, has been
successful in eliminating the worst abuses, but it is still

dangerous to pension funds and their beneficiaries.

The "costlessness" rubric is beguiling. If social investing
schemes were really costless, it would be hard to object to them.
The problem is that these schemes are not costless. Rather, the
costs are hidden. Costlessness is too easy to fudge in cases
such as mortgage lending and investing in troubled local firms.

The reason is that real estate and close corporation interests
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are unique and hard to value. Unlike shares of AT&T or the
Vanguard Index Trust, most social investing projects (that is,
most ETIs) lack a market price. You cannot look up a price for
these deals in the Wall) Street Journal. They lack just that
comparability that is needed to demonstrate that the investment

was indeed costly to the pension fund.

By allowing supposedly costless social investing, DoL
creates an incentive for politically-minded fiduciary investors
to play politics with pension funds and hide the costs. Take,
for example, that recurrent script: the union-dominated multi-
employer plan in one of the construction trades wants to raid the
pension fund in order to prop up the job market for construction
workers (or at least, to prop up the jobs of construction workers
with the most union seniority; these ETIs are often barely
designed schemes by which the savings of younger workers get

turned over to old union hands).

what happens in this case is that the politically-motivated
fiduciary investor "papers" the file. He makes a few calls, gets
some inflated numbers for supposedly competing investments. Then
he recites into his file why the ETI is costless. If the
investment goes sour, it is very hard for the victims (or the DoL
enforcement people) to come along after the fact and unpack the

deceit.
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Now contrast our long tradition in trust investment law
(which is the great wellspring from which we derived our pension
fiduciary law). 1In trust law, we prohibit self-dealing and we
prohibit avoidable conflicts of interest. We have an absolute
prophylactic rule. When we catch a trustee engaged in self-
deglinq, our law takes the firm position that it is not
interested in whether the self-dealing behavior was fair to the
beneficiaries of the trust fund. The law imposes liability for
self-dealing without more. Self-dealing is per se breach of
trust. See Restatement of Trusts (Second) § 170(1) (1959). The
reason for the rule is that we know how hopeless it often will be
to figure out after the fact whether a disloyal transaction was

fair.

That same rationale should apply to social investing
schemes, to ETIs. Social investing schemes, ETIs are disloyal.
By definition they are not undertaken for the exclusive benefit
of the pension plan beneficiaries. These schemes are undertaken
for the supposed benefit of others--South African workers, the
American union movement, dolphins, and so forth. "Costlessness"
is in truth just supposed fairness by another name. For the
reasons that we have decided that we cannot police fairness in
trust law proper, we should not be attempting to police
costlessness in pension trust law. The dangers to pension plan
beneficiaries are enormous. The difficulty of detecting

corruption and political abuse of workers’ savings is grave. The
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simple solution is to prohibit political and other noneconomic

considerations from pension investing.

Remember, once pension plan beneficiaries receive their
distributions, they can be as socially conscious and politically
active with their money as they choose. All we are asking is
that plan managers be prevented from playing politics (and
playing favorites) with their members’ money.

The hidden issue in social investing is, who gets to decide on
whether to support social causes, and if so, which ones? By
forbidding social investing and ETIs, we maximize the amount of
investment income that will flow through to the plan
beneficiaries, who can use their retirement income in support of
whatever causes they prefer. The hidden. agenda in social
investing is capture--pressuring plan fiduciaries to invest in
support of political and social causes that many plan

beneficiaries would not wish to support.

Forbidding social investing and ETIs would thus protect the
workers and retirees in two ways. It would maximize the economic
return on their investments. And it would free them from the
threat of the capture movements that dominate social investing
discourse, allowing each individual plan beneficiary to select
those social and political causes that he or she cares to

support.
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SOCIAL INVESTING OF PENSION
FUNDS AND UNIVERSITY
ENDOWMENTS: UNPRINCIPLED,
FUTILE, AND ILLEGAL*

by

JOHN H. LANGBEIN®**

Interest groups of various sorts have been campaigning in recent years to
politicize the criteria that govern the investment of pension funds and
university endowments. These funds should not, say the various campaign-
ers, be invested in companies that do business in South Africa, or that have
resisted labor union demands, or that manufacture munitions, or that pol-
lute. Another strand of the social investing movement is localism; particu-

. larly as regards the pension funds of state and local government employces,
there is pressure to invest for the purposc of stimulating the local
economies.

This article is concemed to explain why the traditions of trust law,

. pension law, and the law of charity rightly forbid social investing. I shall
direct primary attention to pension funds, whose enormous size and impor-
tance has made them the main target of the various social-investing pressure
groups. In the final section of this paper (Part VII), however, | point to legal
factors that make social investing objectionable for university and other
charitable endowments.

L UNDERSTA;NDING THE RISE OF PRIVATE PENSION FUNDS

At year-end 1983 the one thousand largest nonfederal pension plans in the
United States had assets of $806 billion." Total pension-fund assets exceed
a trillion dollars.? These staggering sums reveal that a very large fraction of
personal savings and of aggregate capital formation in the United States
occurs through the medium of pension plans.

'Pensions & Invesiments Age, Jan. 23, 1984, at 3.
21d., Apr. I8, 1983, at 10.

*Porniions of this article, especially Parts Vi and VII, are based upon material previously
published in John H. Langbein & Richard A. Posncr. Social Investing and the Law of Trusts,
79 Michigan Law Review 72 (1980). Posner subsequently became a federal appeliate judge
and has taken no parn in the preparation of the present essay.

**Max Pam Professor of American and Foreign Law, University of Chicago Law School.
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Huge demographic shifts underlie this phenomenon. People are living
longer, thanks to many factors, of which the twentieth-century revolution in
health care (above all, the discovery and refinement of antibiotics) is the
most important. In consequence, the gap between the time we cease to work
and the time we die is widening. For that interval in our lives, we need a
source of income other than current employment—we need what has come

. lo be called “retirement income. " In former times the retirement income gap
tended for most people to be small or nonexistent, and transfers within the
family tended to cover the gap. The elderly lived with their children and
they did not live long. To the extent that private savings were insufficient,
children were expected to help. But family structure has changed under the
impact of urbanization, population mobility, and longevity. People have
fewer children. Children leave their parents when they marry, and the
elderly often find themselves living at great remove from their children.
-Furthermore, with increased longevity comes the problem of decrepitude in
advanced old age. The increasing need for care of the elderly tends ever
more to be met by specialized providers, both because of their expertise,
and because the children of the elderly, especially when living in modern
dual-wage-camner families, are ever less able to render such care at home.

As late as the early decades of the twentieth century neither government
nor private industry seemed much concerned with the retirement income
problem. Individuals were left to their own devices—private savings and
intrafamilial arrangements. A few employers began to sponsor pension
plans as early as the last quarter of the nincteenth century,? but the great
movement to organize saving for retirement through employer-sponsored
plans did not get underway until World War 11 and thereafter.*

The Great Depression struck at a time when many of the demographic
changes that caused the retirement income problem were as yel recent.
Many elderly people had not fully appreciated the implications of these
changes; they had not (and perhaps could not have) made adequate provi-
sion through savings. The Social Security program was devised in the 1930s
both to provide immediate relief to the destitute elderly of the day, and to
guarantee retirement income to future retirees.

The defects of Social Security were long concealed, although they are
now widely understood. Social Security is a transfer program rather than a
savings plan. Present workers are taxed to pay retirement benefits to present
retirecs. Today's present workers pay taxes in the expectation that future
workers will be taxed to pay benefits when the present workers retire. But
because of changes in birth rates and longevity, the workforce is declining
in proportion to the number of retirees. Accordingly, the burden of financ-
ing the transfers has grown enormously. The prospect looms that tomor-

’See, e.g., William C. Greenough & Francis P. King, Pension Plans and Public Policy (New
York, 1976) 27ff: William Gracbner, A History of Retirement: The Meaning and Function of
an American Institution (New Haven, 1980).

“Alica H. Munnell, The Economics of Private Pensions (Washingion, D.C. 1982) 10ff.
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row’s smaller cohort of workers cannot be taxed enough to pay comparable
retirement benefits to today’s workers. The sense that Social Security can-
not play as large a part in the retirement income of future retirees as it does
for those today is one of the most important factors in the explosive growth
of the private pension system.

The experience with Social Security has also left us an important lesson
about the dangers of exposing ihe retirement income system to the winds of
electoral politics. Successive Congresses sweetened current benefits and
eligibility requirements with scant regard to the implications for future
retirees. Only the most recent financial crises within the Social Security
system have slowed that process. Further, Social Security has had devastat-
ing effects upon the economy. There is strong evidence for the view that, by
promising substantial future income fiows without requiring either individ-
uals or the state to save enough to fund those obligations, Social Security
has played the key role in the worrisome decline in American savings rates
and capital formation.’

Only against this background can we fully appreciate the importance of
the private pension system. The retirement income problem will become
ever more acute: there are more retirees and they are living longer. Ever
larger income flows must be generated to support them. Meanwhile, the
financial contradictions of Social Security have put it under a cloud from
which it will never fully emerge. The long process of lowering popular
expectations about Social Security is well underway. The future of the
retirement income system lies, therefore, in the private sector.®

1I. HOW PENSION FUNDS WORK’

The variety of pension plan types and features is large and complex. The
details can bafflc almost anyone, sometimes even the professionals (ac-
countants, actuaries, lawyers, plan administrators) who specialize in the
ficld. Fortunately, in order to understand the main issues in the social
investing debate, it will suffice to describe only some basic distinctions and
characteristics.

Funding. The great difference between a modem private pension plan
and a transfer system such as Social Security is that private plans are
funded. Savings are set aside regularly during the employee’s working
career. This money is invested, and the investment yield (often calied the
“build-up™) accumulates along with the savings. When the employee re-

3See, ¢.g., Martin . Feldstein, Social Security, Induced Retirement and Aggregate Capital
Formation, 82 Journal of Political Economy 902 (1974).

®But sec Dennis E. Logue, How Social Security May Undermine the Private Industrial
Pension System, in Financing Social Security (Colin D. Campbell, ed.) (Washington, D.C.
1979) 265.

See genenally, Dan M. McGill, Fundamentals of Private Pensions, 5th ed., (Homewood,
I, 1984).
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tires, the fund is used to support him (and, under most plans, to support his
spouse as well) until death. ’

Taxation. Federal tax policy has encouraged the private pension move-
ment, especially since the 1940°s. The employer is allowed to deduct his
contributions to a qualified pension plan immediately, even though the
employee does not actually receive the money until he retires.® Further, the
build-up is exempt from taxation during the period of accumulation;® only
when the employee begins to receive retirement income from the plan is he
taxed on what he receives. Taxation is thereby postponed. Since most
people find themselves in lower tax brackets when they retire (retirement
income usually being somewhat less than employment income), postpone-
ment has the further effect of reducing the amount of taxes for most people.

The Protective Policy. These tax concessions reflect a consensus that has
been endorsed repeatedly in tax and other federal pension legislation. The
policy is protective. Private pension plans are encouraged for fear that
people would not, acting individually, save enough to meet their retirement
income needs. The tax concessions are meant to induce employers and
employees to allocate a larger share of compensation away from current
wages and into retirement savings.

The protective policy is manifested elsewhere in pension law, apart from
the tax code. Federal law imposes a ““spendthrift” provision on most pension
funds, preventing an employee or his creditors from alienating (and thereby
consuming) pension savings before he retires. '® Likewise, federal law for-
bids the employee from waiving his right to have his pension fund invested
prudently.' The protective policy has been, although not the only policy,
surely the centerpiece of pension taxation and pension regulation. It will be
seen that the protective policy bears importantly on the question of whether
an employee has the power to endorse social-investing proposals that may
impair his retirement income security.

The Trust Form. Pension funds typically take the form of a trust. The
trust relationship is one of the most highly developed categories of the
Anglo-American legal tradition. Thus, although the private pension fund is
a relatively young phenomenon, it rests upon a familiar juridical basis.

Trust-investment law, now enforced by special pension legislation, sup-
plies the rules that regulate the investment of pension assets; we shall see
that this body of law takes the harshest view of investment activities that are
not undertaken for the exclusive purpose of maximizing the economic well-
being of trust beneficiaries.

Contributory or Not. Many plans are funded entirely from employer
contributions. Because there is no deduction from the employee's pay-

*Intemal Revenue Code [hereafter cited as 1.R.C.) sec. 404.

*1.LR.C. sec. 402.

191 R.C. sec. 401 (a)(13).

"'"Employee Retirement Income Security Act [hereafter cited as ERISA ) secs. 404 (a)(1XD),
409, 29 U.S.C. secs. 1104(a)IXD), 1109.
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check, such plans are called “noncontributory”—the employee does not
contribute. By contrast, “contributory” plans are those that require the
employee to devote some fraction of gross pay—say, five percent—to the
plan. Typically, the employer matches the employee’s contribution accord-
ing to some formula, for example, onc-to-one of two-to-one.

This distinction between plans to which the employee contributes and
those to which he does not would seem to be important, but in economic
terms it is not. Because even the employer-paid component of a pension
plan is a cost of employment, it is best understood as a part of the wage
packet, hence a form of involuntary savings whose true cost is borme by the
employee. Both the employer-paid and the employee-paid contributions
derive from what is—in economic terms—the employee's wages. Translat-
ing this point into traditional trust-law terms, we may say that the employee
is in an important sense the “settlor” of his own pension trust.

Defined Contribution and Defined Benefit. Broadly speaking, there are
two basic types of pension plans, defined contribution and defined benefit
plans. A defined contribution plan is best analogized to a savings account.
The plan calls for the establishment of a separate account for each employ-
ec. Contributions are credited to the account at a rate specified in the plan,
and the account participates proportionately in the investment gains of the
plan. When the employee retires, the size of his pension will depend entirely
upon the size of his account. Ordinarily, the plan calls for the account to be
annuitized and distributed over the remainder of his life (or, in the event of a
joint annuity with his spouse, over the remainder of their two lives). The
college and university teachers’ plan, TIAA-CREF, is the best-known de-
fined contribution plan. IRA and Keogh accounts work on the same
principle.

A defined benefit plan, by contrast, is one in which the employer (or
other plan sponsor) promises to pay a retirement benchit according to a plan
formula—for example, sixty percent of average salary over the last five
years of the cmployee's service. The employer makes regular contributions
to the plan, in accord with acturarial projections of the sums needed to fund
the promised pension levels.

Defined contribution and defined benefit plans allocate investment risk
oppositely. Under a defined contribution plan, itis the individual employee
who bears the burden of disappointing investment results or who enjoys the
gains from cxceptionally good results. Under a defined benefit plan, the
employer bears the investment risk; since the employer has promised to
provide benefits of a certain level, the employer remains liable to pay the
benefits even if the fund tumns up short.

Muliiemployer Plans. Most pension plans are so-called “single-employ-
er” plans—Gencral Motors has a plan for its employees, I1BM for its. In
some industries, however, where employment pattems are episodic (the
construction trades, entertainment, trucking, the needle trades, and a vari-
ety of others) individual companies do not sponsor pension plans. Rather,

5



groups of employers sponsor a common plan, mostly in response to collec-
tive bargaining with a labor union. Although the Taft-Hartley Act requires
equal numbers of management and union trustees on the board of such a
plan,'? in practice union interests tend to prevail, and these plans are often
spoken of as union plans.

ERISA. Like most substantial fields of finance, pension plans have at-
tracted government regulation. The federal tax concessions have been con-
ditioned on various regulatory requirements since the 1940's. In 1974
Congress greatly extended the scope of federal regulation when it passed the
Employee Retirement Income Security Act (ERISA). ERISA limits forfei-
ture of benefits under pension plans (through the so-called *vesting™ rules);
it imposes minimum eligibility and funding standards; it narrows the range
of plan discretion in the design of benefit-accrual schemes; and it imposes
fiduciary rules for the investment of plan assets.'® Title IV of ERISA
introduced a federal insurance scheme, ostensibly patterned on FDIC insur-
ance for bank deposits, that guarantees most benefits under defined benefit
plans against shortfall or default.'* By making the federal government the
pension paymaster of last resort, Title IV creates a further public interest in
the financial soundness of the investment practices of private pension plans.

Compulsory Trusteeship. ERISA requires that pension plan assets be
placed in trust,'® and ERISA refines and codifies traditional trust-invest-
ment law for the pension field.'® These provisions further the protective
policy of pension law. Pension trustees are financial intermediaries who
specialize in investing pension funds. Trusteeship removes investment deci-
sions into the hands of professionals and prevents plan participants (most of
whom are inexperienced in matters of high finance) from doing their own
investing. Thus, while 1 am free to be foolish in investing my personal
savings, my pension savings will necessarily be invested according to the
professional standards of the investment industry.

Preemption. From the standpoint of the social-investing movement, one
of ERISA’s most important provisions is what lawyers call a preemption
clause: ERISA expressly supersedes state law for most pension plans.'” By
federalizing pension law—including pension-investment law—in this way,
ERISA has greatly narrowed the scope for social-investing initiatives be-
neath the level of federal law. If, for example, the Missouri legislature were
to enact a social-investing measure requiring the pension plans of Missouri
firms to invest their funds in Missouri mortgages, the courts would quickly
invalidate the statute for violation of ERISA’s preemption rule.

"I sbor Management Relations Act sec. 302(cXS). 29 U.S.C. sec. 186 (c)(5).

DERISA secs. 201 et seq., 301 et seq., 401 et seq., 29 U.S.C. secs. 1051 et seq., 1081 et
:en!.. 1101 et seq.

“ERISA secs. 4001 et seq., 29 U.S.C. secs. 1301 et seq.

SERISA sec. 403, 29 U.S.C. 1103

'ERISA secs. 404 et seq., 29 U.S.C. secs. 1104 et seq.

VERISA sec. 514(s), 29 U.S.C. sec. 1144(a).
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State and Local Plans. States, municipalities, school districts, and var-
ious other public bodies operate pension plans for their employees. These
govemnn. :ntal plans are exempt from the requirements of ERISA,'® which is
a main reason why social-investing proposals have so often been directed at
them. State and local plans differ from private plans and among themselves
in matters of structure and governance. Often a state board, sometimes
attached to the state treasurer, is responsible for those investment and
administrative functions that would be performed by trustees for most
private plans.'®

Like Social Security, most state and local plans are run by bodies that
possess taxing powers. As with Social Security, the temptation has been felt
to leave future taxpayers to pay the retirement benefits for today's public
workers, even though the entitlement to those benefits accrues presently and
should be regarded as a cost of current employment. Thus, whereas Social
Security is virtually entirely unfunded and is almost a pure transfer scheme,
the state and local plans tend to be partially funded. There is some current
saving and investment, but not enough to meet future obligations.

111. THE HIDDEN DYNAMIC IN SOCIAL INVESTING

The elderly are, as a group, neither affluent nor politically adventurous.
Why, then, is the social investing movement aimed so resolutely at the
pension funds that exist to support the elderly? Why do the proponents of
social investing treat pension funds as being especially appropriate to bear
the costs of an investment strategy that sacrifices financial for political
interests?

Social investing could in principle be attempted by any investor, not just
pension trustees. There are three small mutual funds which proclaim adher-
ence to various social principles in selecting their investments.? If an
individual decides to invest in such a fund, presumably he has balanced the
possible financial costs of such a policy against the personal satisfaction that
he derives from supporting the social aims implied by the fund’s investment
policy. Few individuals have found these funds attractive. Another indica-
tion that most investors disagree with most social investing campaigns is
that shareholder initiatives in support of the main social investing causes are
invariably defeated by margins of 95 percent or worse. Furthermore, there
has been little pressure on trustees of individual trusts to adopt social

ISERISA sec. 4(b)1), 29 U.S.C. sec. 1003 (b)(1).

YSee Marcia G. Murphy, Regulating Public Employee Retirement Systems for Portfolio
Efficiency, 67 Minnesota Law Review 211 (1982).

These are Foursquare, Dreyfus Third Century, and Pax World. Foursquare avoids liquor,
tobacco, and drug company stocks. According to its prospectus, Third Century limits itself to
companies “contributing to the enhancement of the quality of life,” whatever that means. Pax
World exciudes any company more than five percent of whose sales are to the Defense
Deparntment. See Pacey, Investment Do-Gooders: A Look at a Dogged Trio of Socially
Conscious Mutual Funds, Barron's, Jul. 21, 1980, at 9.
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investing. The main purpose of the typical individual trust is to generate
income for the immediate support of the current beneficiary, who would be
strongly inclined to protest if the trustee adopted an inconsistent goal. Many
trust intruments authorize the beneficiary or the settlor to change trustecs,
and such a provison tends to concentrate a trustee's mind wonderfully on
profit maximization.

Social investing proposals are directed at pension funds not in order to
further the interest of the pensioners, but in disregard of their interests. It is
the separation of ownership and control characteristic of pension-fund struc-
ture that social-investing proponents find so enticing. Vast sums of money
are invested for—but not by—the concemed individuals. That separation,
we have seen, exists in large measure to protect present and future retirces
against the tendency that some might have to undersave for retirement, or to
invest unwisely. But by concentrating the pension savings of tens of mil-
lions of people in the hands of a few thousand pension trustees, our private
pension system has created a pressure point that would not otherwise have
existed. Ironically, therefore, the separation of ownership and control that
was meant to protect pension plan beneficiaries has also exposed them to a
new danger—that pressure groups may politicize the process of investing
their pension savings.

The hidden dynamic in the social investing movement is this effort to take
advantage of the separation between ownership and control of pension
savings. The pension trustees who control pension investment work under
the constraints of trust-investment law. The proponents of social investing
understand that by reinterpreting trust-investment law to permit politicized
investment they could capture pension savings for their causes.

But why should the proponents employ such a surreplitious strategy,
pressuring pension trustees, when a more forthright path lies open? Why not
pursue political causes in the political arena? It is vital to understand that,
almost by definition, the causes that are grouped under the social-investing
banner are those that have failed 1o win assent in the political and legislative
process. Congress has the power to mandate all the well-known social-
investing causes: forbid American firms to do business with South Africa;
require American firms to cease making munitions, or to have unionized
work forces; require pension assets to be invested locally; and so forth.
Federal legislation could accomplish any of these goals. For example,
present federal law applies to Cuba exactly the sort of prohibitions on
commerce and lending that opponents of the South African regime have
sought without success in recent years from both Democratic and Republi-
can administrations. The reason, therefore, that the proponents of social
investing are bullying pension trustees is that they have been unable to get
their political programs accepted in the political process.
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1V. PRINCIPLES OR POLITICS?

Are there principles of social investing that a trustee can follow with
ease? If not, then social investing is standardless, a mere label used to clothe
pressure-group demands. If social investing is intrinsically standardless,
adherence to it will expose pension trustees (o a perpetual wave of political
demands. :

Consider, therefore, the question of investing in firms that do business in
or with South Africa. It is important to understand that there is no controver-
sy about the racial policies of South Africa. People on all sides of the matter
have equal disdain for apartheid. But there is broad disdain in the United
States for many other regimes. The hard question that proponents have not
answered is this: Why is the campaign for divestiture directed almost entire-
ly at South Africa, and not at such monstrously objectionable regimes as
Libya or Soviet Russia? South Africa is a place in which 80 percent of the
inhabitants are denied political and civil rights that Americans regard as
basic. But there are many regimes in which 99 percent of the inhabitants are
in this position.

In 1978 Yale University's Committee on South Africa Investments tried
to duck this question in a report that said: “We acknowledge the possibility
that the policies of other governments throughout the world are equally
antagonistic to the basic principles of American society and this University;
if so, then our recommendations conceming South African investments
should be applied to them.”?' It is not a possibility that there are other such
societies; il is a certainty. (At the time that the Ad Hoc Committee wrote its
report, the Amin regime was still in power in Uganda and the Pol Pot regime
in Cambodia.) What the Committee seems to be saying, if one reads be-
tween the lines, is that it will not consider further applications of the social-
investing concept until some group raises as great a stink as the opponents of
the South African regime have raised. This approach makes social investing
a branch of interest-group politics.

In truth, there can be no consensus about which social principles to
pursue and about which investments are consistent or inconsistent with
those principles. At a time when most of the social activism in investing was
liberal or radical rather than conservative, there was some agreement among
the activists as to the types of companies that should be avoided and the
types that should be embraced. The ranks of the disapproved included
companies doing business with South Africa, big defense contractors, non-
union companies, and companies that polluted the environment. With the

Byale University, Ad Hoc Committec on South Africa Investments, Report to the Corpora-
tion 4 (Apr. 14, 1978).



101

rapid rise of social activism on the political right, we can expect social-
investing advocates to appear who will urge investment managers not to
invest in corporations that manufacture contraceptive devices, or publish
textbooks that teach the theory of evolution, or do business with Russia.??

There is also increasing awareness that the criteria used to identify social-
ly iresponsible companies are dubious even if the ultimate objective—say,
pressuring South Africa—is accepted. An American corporation that has a.
plant in South Africa where it creates jobs, provides training, and engages in
collective bargaining with a black union is not obviously contributing more
1o the perpetuation of apartheid than an American corporation that, without
having an office in South Africa, manufactures goods that find their way to
South Africa. As the New York Times reported in September of 1984, “|a]
survey among black South African factory workers" established their “over-
whelming resistance to disinvestment by American firms.”? '

The Massachusetts legisiature has lately supplied us with a splendid
illustration of the truth that social investing is nothing more than pressure
politics. In a recent statute the legislature singled out, in addition to South
Africa, one other country for the disapprobation of the state pension fund:
Great Britain. Not Libya or Russia; not Iran, Cambodia or Syria, whose
regimes have recently massacred tens of thousands of their dissident citi-
zens; but Britain, mother of parliaments and closest great-power ally of the
United States. Why? Oh, nothing serious, just a little gratuitous intermed-
dling in the difficult Northemn lrish situation, for the entertainment of. the
Boston Irish. (The Massachusetts statute is reproduced below in
footnote.)**

If we move beyond foreign affairs and examine other social-investing
causes, we find a similar lack of principle. In labor union circles it has
become fashionable to decry pension-fund investment in companies whose
work forces have rejected labor unions, but that complaint overlooks impor-
tant distinctions. For example, which unions? Some American labor unions
are clean and are devoted to their members, but others are dominated by
organized crime. Is it really “anti-social” to resist a latter-day Jimmy Hoffa?
And what of the right not to join a labor union? The elaborate clection and
certification procedures for union representation under federal law presup-

- pose that Congress meant to protect both the right to join and the right to

2gee John M. Leger, Business Links with Soviets under Attack, Wall Street Joumal, Mar.
26, 1981, a1 23, col. 3.

DAlan Cowell, Blacks in a Poll Dispute Apartheid Foes® Tactic, N.Y. Times, Sept. 23,
1984, at 10, Col. §.

M Annotated Laws of Massachusetts, Cumulative Supplement, Ch. 32, sec. 23 (1)(d)iii):
{NJo public pension funds under this subsection shail remain invested in any bank or
financial institution which directly or through any subsidiary has outstanding loans to
any individual or corporation engaged in the manulacture, distribution or sale of
fircarms, munitions, including rubber or plastic bullets, tear gas, anmored vehicles or
military air craft for use or development in any activity in Northemn Ireland, and no
assets shall remain invested in the stocks, securities or other obligations of any such

company 5o engaged.
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abstain from union membership. Equating unionization with social recti-
tude thus flies in the face of federal law. Nor would compulsory unioniza-
tion satisfy all proponents of this branch of social investing, since some
have demanded disinvestment in firms, however fully unionized, that invest
abroad (“export jobs™).?

Every social-investing cause can be subjected to a similar analysis. How
much pollution is too much? Every time somebody goes to the toilet there is
increased pollution. The question is not whether there shall be pollution. but
how much, of what forms, in what places, subject to what controls, and so
forth. The world is not divided into evil polluters and saintly nonpoliuters.
A vast body of regulatory law and private law exists to draw these difficult
lines, and the blunt instrument of social investing has nothing to contribute
to it.

Another form of social investing closely associated with labor union
pressure is the effort to use pension funds to create jobs—for example,
making mortgage loans from the carpenters’ pension fund in order to stimu-
late employment in the construction trades. If the loans were to be made at
market rates of interest, there would be no increase in aggregate mortgage
lending or in employment, on account of routine substitution effects (de-
scribed in Part V below, treating the economic flaws of social investing).
Thus, the major effort has been to get the pension fund to lend at below-
market rates. This would indeed increase construction and thus stimulate
some employment in the industry.

The objection to bargain-rate iending is that it is unprincipled in the sense
that it violates the primary policies of peasion law. By reducing the financial
retumn to the pension fund, bargain-rate lending necessarily sacrifices future
retirement income. For present workers it involves just that trade-off of
retirement-for-preretirement income that pension plans were created to
guard against. But the objection runs deeper: the benefits and the costs
affect different people and in different proportions. In particular, pensioners
who are already retired and who depend upon the pension fund for current
retirement income would derive no benefit from subsidizing employment
for current workers. We shall see in Part VI that trusi-investment law (and
now ERISA) make it flatly illegal to sacrifice the interests of plan benefici-
aries in this way. _

The root fallacy behind these proposals, which is repeated incessantly in
their rhetoric,?® is that unions have the right to use their pension plans to
promote their interests. But, of course, the plans are not theirs. The plans
exist for the exclusive purpose of providing retirement income for the
elderly. For the same reason that pension funds cannot be used to defray
union organizing expenses or union officers’ salaries, they cannot be uscd to

This last suggestion appears in Ruttenberg, Friedman, Kilgalion, Guichess & Associates,
Inc., AFL-CIO Pension Fund Investment Study (Wash., D.C., Aug. 20, 1980) 57.

E g, Jeremy Rifkin & Randy Barber, The North Will Rise Again: Pensions, Politics and
Power in the 1980s (Boston, 1978).
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subsidize employment for union workers at the expense of retirement in-
come for present and future retirees.

The most persistent of the social investing causes is also the most trans-
parently ignoble—the protectionist crusade for in-state investing of state
and local pension funds (“Michigan pension money should not be exported
to Indiana”). But that phenomenon is better examined from another stand-
point, in Part V, treating the economic futility of social investing.

To summarize: There is not and can never be a consensus about what
causes are socially worthy. Consequently, a pension trustee who sought to
adhere o the criteria of social investing would have no means of identifying
the causes to which he had committed the fund. Since there are no princi-
ples, every cause entangles the fund in a political struggle. Social investing
would impose upon the fund the turmoil and administrative costs of perpet-
ual politicization of the investment function. But a pension trustee has no
business making political choices for his beneficiaries; his job is to further
the retirement-income security of his beneficiaries, and to leave them to
participate in the political process on their own.

V. THE ECONOMICS OF SOCIAL INVESTING

From the standpoint of economic analysis, two fundamental flaws impair
virtually all social investing proposals. First, most are futile. Powerful and
well-understood economic forces would counteract most social investing
strategics, rendering them hollow gestures. Second, social investing has
costs—economic disadvantages that harm the interest of pension-plan bene-
ficiaries. We shall see (below in Part VI) that these economic flaws bear
vitally upon the legal standards that govem pension-fund investment.

Substittion. Capital markets (the markets where companies and coun-
tries seek 10 obtain a share of the available savings) are intensely competi-
tive. Capital flows to users who offer the highest retums, adjusted for risk.
The capital markets are also increasingly intemational, as recent experience
with Middle Eastem petrodollars, Continental eurodollars, and Latin
American debtors has underlined.

The competitive nature of the capital markets complicates many social
investing strategies (o the point of impossibility. That point has long been
made regarding the campaign for divestiture of the shares of companies
doing business with South Africa. The object of the campaign is to starve
the South African economy of capital. Although it is unlikely that economic
stagnation would rcally help rather than hurt the oppressed peoples of South
Africa, it is even less likely that social investing would have any material
effect upon the South African economy. Pension money is by no means the
only source of invesiment capital; nor are American firms and lenders the
only actors. To the extent that social-investing pressures succeed in limiting
capital flows to South Africa from some American firms, that simply
creates opportunitics for other American firms and for foreign firms. In

12
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global financial terms, the South Afrcian economy is miniscule and its
extemal capital requirements correspondingly small. intemational enter-
prises and lenders abound who are free from the pressures of the American
lobby that concems itself with this cause. Thus, the campaign to affect the
South African economy has had and will have no demonstrable effect.

An incidental indication that the campaign against South Africa is inef-
fectual is that nobody has bothered to invoke the doctrine of constitutional
preemption, in order to have the federal courts declare unconstitutional the
various state statutes and city ordinances that direct the respective state and
local pension funds to divest South Africa-tinged holdings. These enact-
ments impinge upon the federal monopoly over foreign relations, reaf-
firmed by the Supreme Court in 1968 in Zschernig v. Miller. In that case the
court forbad “an intrusion by [a] state into the ficld of foreign affairs which
the Constitution entrusts to the President and the Congress.”?’

“In a study published recently in the New England Economic Review, the
distinguished pension economist Alica Munnell (of the Federal Reserve
Bank of Boston) has pointed to the substitution effects that make economic
nonsense of the campaign for in-state mortgage lending. Some state pension
plans have been purporting 10 promote in-state construction activity by
buying packages of federally insured GNMA mortgages that originate en-
tirely within the state (as opposed to conventional packages that contain
mortgages originating in all parts of the country). Since the federal insur-
ance climinates the risk of default, the regional underdiversification of these
packages is unimportant. Munnell concludes that the increasing purchase of
these instruments by state and local pension plans has “not increased the
supply of mortgage funds . . . ."2® Rather, a pair of utterly predictable
substitution effects are occurring. First, as pension funds increase their
buying of these mortgay. vacked securities, they simply displace other
institutional purchasers such as insurance companies, who shift their invest-
ing toward the government and corporate bonds that the pension funds were
previously buying.?® Second, the attempt to stimulate in-state construction
by purchasing in-state packages (so-called “targeting™) appears lo be equal-
ly futile, and for the same reason.

Whereas in the absence of the recent targeting rage, a state such as Massachu-
setts would buy GNMAs backed by mortgages from a number of states, such
as Alabama, California, Pennsylvania, etc., now Massachusetts insists on
GNMA s backed by Massachusetts mortgages. Alabama on Alabama mort-
gages, Califomnia on Califomia mortages, Pennsylvania on Pennsylvania
mortgages, etc. As long as the state’s demand for morgages is roughly
proportional to the size of its pension fund, the developing trend of targeting

17389 U.S. 429, 432 (1968). )

BAlicia H. Munnell, The Pitfalis of Social Investing: The Case of Public Pensions and
Housing, New England Economic Review (Sept./Oct. 1983) 20, 22.

4. at 27-28.
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GNMASs should have no impact on the supply of mongage credit among
states.

in summary, while social investing through the purchase of targeted
GNMAs produces market retums and thereby has no adverse impact on
public pensions, this approach is also unlikely to increase either the aggregate
supply of mortgage funds or the supply of monigage credit within a particular
state. This assessment has been generally recognized by financial experts. In
fact, those who are less than enthusiastic about social investing often push the
purchase of targeted GNMAs as a means of satisfying the pressure on fund
managers to pursue socially oriented objectives. ™

The largest claim for this form of social investing is, therefore, that it may
deceive people into thinking that it alters investments outcomes, whereas in
fact it results in no net increase in construction or in employment. We must
emphasize that the reason these “targeted” portfolios of in-state GNMA
mortgages are harmless to the pension funds that buy them is that they
contain market-rate rather than below-market loans; and that the govern-
ment guarantee against default eliminates what would otherwise be a men-
acing degree of underdiversification. Munnell has pointed out that other
vehicles used by state pension plans to invest in in-statc mortgages have
lacked the federal guarantee and in some cases have entailed below-market
lending. Under a Connecticut scheme, for example, she found that “the
rates at which the mortgages have been offered has varied substantially to
slightly below market. As a result, the yicld to the pension fund has been
well below the GNMA yield that prevailed at the time the funds were
committed.”! In Part VI below 1 explain that both under the common law
rules of trust-investment law and under ERISA, it would be flatly illegal for
a pension trustee to sacrifice the financial well-being of plan beneficiaries in
this way. (ERISA does not apply to state and local plans.)

Diversification. Over the last quarter-century a great revolution has oc-
curred in scientific understanding of the behavior of capital markets. This
revolution in the theory of finance usually goes under the label of modemn
portfolio theory (MPT) ot the theory of efficient markets.>?

Crudely summarized, MPT has established two central propositions.
First, a massive body of empirical investigation has shown that it is ex-
tremely difficult (some say impossible) even for investment-industry
professionals to achieve long-term results better than the broad market
averages, such as (for equities) the Standard & Poor's 500. It seems that
capital markets discount new information so rapidly and well that there are
few opportunitics to outsmart other investors by identifying undervalued
securities to buy or overvalued ones to sell.

%54, at 28.

Nid. at M.

3See generally R. Brealey, An Introduction to Risk and Retum from Common Stocks, 2d
ed. (1983); John H. Langbein & Richard A. Posner, Market Funds and Trust-Invesiment Law,
1976 American Bar Foundation Research Journal 1.
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Second, the capital-market investigators have shown that there are sub-
stantial gains to be had from diversifying investments quite extensively.
The common law of trusts has long enforced a duty to diversify trust
investments, and ERISA codifies that rule 3> MPT rescarch has given new
meaning to the concept of diversification, by showing that in order to
climinate the uncompensated risk of underdiversification, a portfolio must
be much larger than previously thought. Optimal diversification requires
equity portfolios with hundreds of stocks. Furthermore, these portfolios
must be weighted for capitalization, so that large companies such as the oil,
auto, computer, chemical, and telecommunications giants are difficult to
climinate from optimally diversified portfolios. The question arises whether
social investing, if rigorously pursued, would impair diversification. As
more and more social causes are added to the list, the number of companics
that are ranked as offenders will become large enough that an optimally
diversified portfolio cannot be constructed from the remainder. Social in-
vesting would then require the pension plan to bear the costs of the uncom-
pensated risk of inadequate diversification.>

The campaign for in-state or localized investing raises especially serious
risks of underdiversification. The last thing that workers in declining areas
need is to have their retirement savings jeopardized for the supposed benefit
of the regional economy. Or suppose that a school board in the vicinity of
Mount St. Helens had insisted on investing locally.

The Social-Bargain Fallacy. The claim is sometimes made that social
investing is really economically advantageous to pension-plan beneficiar-
ies. For example, companies that do business in South Africa could suffer
damage or expropriation from civil war or revolution; companics that resist
unionization may incur strikes and boycotts; polluters will get entangled in
environmental liabilities; and so forth. Avoiding investment in these firms
is, therefore, really a strategy for enhancing the financial well-being of plan
beneficiaries by avoiding companics headed for trouble.

This argument is simply another theory of how to beat the market, and
like all such theories, it runs afoul of the empirical studies underlying MPT,
which strongly imply that consistent market-beating strategies arc not to be
found. The notion must be that the risks associated with the disfavored
companies have not been fully discounted by the securities markets, even
though those risks are widely known. But securities markets exist precisely
in order to discount such information—that is, to take account of the
information in securities prices. Accordingly, all that we know about the
behavior of the securities markets suggests that political risk, like any other
information that affects future profitability, is fully reflected in current

Restatement of Trusts (Second) [hereafter cited as Resistement) sec. 228 (1957); ERISA
sec. 404(a)(INC), U.S.C. sec. 1104 (aXINC).

This point is developed in John H. Langbein & Richard A. Posner, Social Investing and
the Law of Trusts, 79 Michigan Law Review 72, B8If (1980).
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prices. The indifferent performance of the three small mutual lunds that
have been following social-investing strategies underscores this point.>*

To conclude: From the standpoint of economic analysis, there are two
types of social-investing outcomes—the futile and the wealth-impairing.
The futile are those, such as the in-state GNMA packages, ihat make no real
contribution to the ostensible social goal. The wealth-impairing outcomes
lower the return on the fund’s savings, or expose it to increased administra-
tive costs, or impose upon it the uncompensated risk of inadequate diversifi-
cation. We shall now examine the reasons why wealth-impairing social-
investing schemes are illegal.

V1. WHY SOCIAL INVESTING IS ILLEGAL

A trustee who sacrifices the beneficiary's financial well-being for any
social cause violates both his duty of loyalty to the beneficiary and his duty
of prudence in investment.

The Duty of Loyalry. The essence of the trustee’s fiduciary relationship is
his responsibility to deal with the trust property “for the benefit ol the
trust beneficiary. The authoritative Restatement (Second) of Trusts says:
“The trustee is under a duty to the beneficiary to administer the trust solely
in the interest of the beneficiary.”>? Although most of the case law applying
this duty of loyalty to the beneficiary's interest has arisen in situations of
self-dealing or other conflicts of interest in which the courts have acted to
prevent the trustee from enriching himself at the expense of the trust benefi-
ciary,”® the same result has been reached with regard to fiduciary invest-
ments for the benefit of a third party (that is, a party other than the trust
beneficiary or the trustee). The Restatement says, in its Official Comment
treating the duty of loyalty: “The trustee is under a duty to the beneficiary in
administering the trust not to be guided by the interest of any third per-
son.”>® Because the entire object is to protect the trust beneficiary, nothing
of principle turms on the identity of the party who profits at the beneficiary’s
expense.

In the leading case of Blankenship v. Boyle,*® decided in 1971, the duty

3Supra note 20.
*Resiatement, supra note 33, at sec. 2.
M)d. a1 sec. 170(1 Kemphasis added).
"Sece generally 2 Austin W. Scott, The Law of Trusts secs. 170-170.25 (3d ed. 1967 &
Supp. 1980).
Restatement, supra note 13, st sec. 170, Comment q (cmphasis added). Sec id. at sec. 187,
Comment g (emphasis added):
The court will control the trustee in the exercise of the power where the acts form an
improper even though not a dishonest motive. That is, where he acts from a motive
other than 10 further the purposes of the trusi. Thus, if the trustee in exercising or
failing to exercise a power does so because of spite or prejudice or to further some
interest of his own or of a person other than the beneficiary, the court will inlerpose.
For decisional authority see, ¢.g., Conway v. Emeny, 139 Conn. 612, 96 A.2d 221 (1953).
“°329 F. Supp. 1089 (D.D.C. 1971).
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of loyalty was applied to social investing of pension funds. A multi-employ-
er fund for coal miners that was dominated by the United Mineworkers
Union bought large blocks of shares in certain electric utilities in order to
induce their managements to buy union-mined coal. On the complaint of
some of the pension-fund beneficiaries, the court enjoined “the trustees
from operating the Fund in a manner designed in whole or in part to afford
collateral advantages to the Union or the [employers].”™’

ERISA codified the duty of loyalty for pension trusts in its *sulc interest”
and “exclusive purpose” rules.*? Section 404(a)(1) provides that the “fidu-
ciary shall discharge his duties with respect to a plan solely in the interest of
the participants and beneficiaries . . . .™* In an essay published in 1980, a
pair of Washington lawyers, Ronald Ravikoff and Myron Curzan, atiempt
to escape this provision of ERISA .*¢ I shall devote some space in this article
to refuting their essay, both because the essay is misleading, and because it
typifies the flimsiness of the legal arguments that are advanced in social-
investing circles.

Ravikoff and Curzan con ily observe that ERISA restates the common
law duty of loyalty.** Accordingly, they reason, since “|t|he purpose of the
duty of loyalty is to require a fiduciary to avoid™ self-dealing, social invest-
ing is unobjectionable “{ajs long as the fiduciary avoids self-intcrested
transactions.”*® But the view that the trustee’s duty of loyalty governs only
in situations of self-dealing is simply incorrect. To be sure, most people
who steal do it for their own gain; that is why most of the case law concems
self-dealing. But the trustee's duty of loyalty exists solely for the protection
of the trust beneficiary, and the duty is equally violated whether the trustee
breaches for the trustee’s enrichment or that of a stranger.*’

Regarding ERISA's requirement that the fiduciary invest “for the exclu-
sive purpose of . . . providing benefits to participants and their beneficiar-
ies,™® Ravikoff and Curzan assert that “[t]he concept of ‘benefits’ . . .
need not be limited o payments that a participant or beneficiary would
receive upon retirement, i.e., economic return to an investment. It is argu-
ably broad enough to include numerous types of positive retums, ¢.g., job
security and improved working conditions.™® This interpretation of the
term “benefits” was rejected by the former administrator of the Labor
Department’s ERISA office, James D. Hutchinson, and a co-author, Charles

4329 F. Supp. at 1113,

“25ce H.R. Rep. No. 533, 93d Cong.. Ist Sess. 13, 21, reprinted in [1974] U.S. Code
Congressional & Administrative News 4639, 4651, 4659.

YERISA sec. 404(a)(1), 29 U.S.C. sec. 1104 (aX1).

“‘Ronald B. Ravikoff & Myson P. Curzan, Social Responsibility in Investment and the
Prudent Man Rule, 58 California Law Review S18 (1980).

431d. at 531.

“eld.

47See text at note 39 and note 39.

SERISA sec. 404(a)(1)(A), 29 U.S.C. sec. 1104(a)(IXA).

“*Ravikoff & Curzan, supra note 44, at 532.
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C. Cole, in an arnticle cited by Ravikoff and Curzan but ignored on the
precise question. > Hutchinson and Cole point out that ERISA uses the term
“benefits” throughout the statute in the more narrow and natural sense “to
refer to those cash benefits that a participant or his family would receive in
accordance with the specifications of the [retirement] plan."*' Hutchinson
and Cole conclude “that ERISA trusts are to be established and maintained
for the limited purpose of providing retirement benefits and not for other,
socially desirable purposes which provide collateral or speculative ‘bene-
fits’ to plan participants or appeal to the philosophical leanings of the plan
sponsor or other parties associated with the plan.”*?

The New York Teachers’ Case. The Blankenship case insists uncompro-
misingly that pension trustees must invest for the purpose of maximizing the
financial well-being of the pension beneficiarics. Proponents of social in-
vesting seeking to escape the force of that precedent have been tempted to
juxtapose a misreading of the 1978 case, Withers v. Teachers’ Retirement
System.3® In the Withers case, retirees who were beneficiaries of the New
York City schoolteachers’ pension fund, Teachers® Retirement System
(TRS), challenged the decision of the TRS trustees to purchase $860 million
of New York City bonds as part of the plan that prevented the city from
going bankrupt in late 1975. Like most public employee pension funds,
TRS had uot been fully funded. The main asset of TRS was the city’s
contractual liability to pay benefits out of future tax revenues caiculated on
past service. City payments to TRS in the 1974 fiscal year constituted sixty-
two percent of TRS’s total income (as opposed to nine percent derived from
employee contributions and twenty-nine percent from investment income).
The TRS trustees testified that although the legal situation was far from
cenain, their best guess was that in the event of city bankruptcy essential
city services and past city bond debt would have priority over payments to

%)ames D. Hutchinson & Charies G. Cole, Legal Standards Govemning Investment of
Pension Assets for Social and Political Goals, 128 University of Pennsylvania Law Review
1340 (1980). Ravikof! and Curzan cite the Hutchinson and Cole article as it appeared in
Employee Benefit Research Institute, Should Pension Assets Be Managed for Social/Political
Purposes? (D. Salisbury, ed.) (Washington, D.C., 1980). Sec Ravikolf & Curzan, supra note
44, at 531 n. 49. | cite the revised version of the Hutchinson and Cole anticle that appeared
subsequently in the University of Pennsylvania Law Review, supra.

3Hutchinson & Cole, supra note 50, at 1370 & 1371 . 151. The only reason that ERISA is
less than explicit in defining “bencfits” as a strictly economic term is that no other usage even
occurred to the draftsmen. In the Congressional findings that constitute the preamble o the
statute the term “benefits” is repeatedly used in the conventional and suictly economic sense.
“Congress finds . . . that despite the enormous growth in [pension and other] plans many
employees with long years of employment are losing anticipated retirement benefits owing to
the Iack of vesting provisions in such plans; that owing to the inadequacy of current minimum
standards, the soundness and stability of plans with respect to adequate funds 1o pay promised
benefits may be endangered: that owing to the termination of plans bef quisite funds have
been accumulated, employees and the beneficiaries have been deprived of anticipated benefits

" ERISA sec. 2(a), 29 U.S.C. sec. 1001 (aMemphasis added).

*?Hutchinson & Cole, supra note 50, st 1371.

$Resuatement, supra notc 33, at sec. 164(a).
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TRS and hence that payments to TRS would cease. In making the loan to the
city, the TRS trustees acted in concert with four other municipal-employee
pension funds, which agreed to purchase $2.5 billion in city obligations
over a two-and-one half-year period.

The court upheld the trustees’ action, even though the bonds bore such a
high risk of default that they would not have satisfied the normal standards
of prudent investing (the purchase was also excessive in amount and would
have been in breach of the duty to diversify). Ravikoff and Curzan interpret
the court’s rationale as follows:

Withers may represent an inlerpretation.of the prudent man rule that is quite different
from that set forth in Blankenship. Biankenship espouses the traditional conception of
the rule: a trustee may not select an invesiment that fosters nontraditional objectives at
the expense of adequate rate of return and corpus safety. In contrast, Withers appears to
permit a fiduciary to compromise these traditional objectives in favor of the other
goals—at least to some extent. The court upheld the trusices’ investment only because
the investment gave much-needed aid to the fund’s principal contributor and helped to
preserve the jobs of funds participants. That is, the investment was prudent in this case
because it provided “other benefits.">*

In truth, what the Wirhers court did was to point to the host of special
factors that made the TRS purchase justifiable under the traditional wealth-
maximizing standards of trust-investment law. The court found that the
trustee’s “major concern” was “protecting what was, according to the infor-
mation available to them, the major and indispensible source of TRS's
funding—the City of New York,” and that the trustees “went to great
lengths to satisfy themselves of the absence of any reasonable possibility
that the City would be able to obtain the needed money from other
sources.”* The trustees used the bond purchase 1o precipitate federal gov-
ernment financing for New York City, thereby creating for TRS's benefici-
aries the prospect-of reaching the federal treasury to satisfy the City's
liability to TRS. They “obtained a provision conditioning the pension
fund’s investment in the City bonds on the enactment of federal legislation™
providing for interim financing for the City.3® Indeed, since the trustees’
$860 million investment was about what the City would have had to pay
TRS over the two-and-a-hall year period in question, TRS “could be no
worse off under the plan than it would be in bankruptcy without City
_funds.”” The court in Withers endorsed the Blankenship case, and declared
that “neither the protection of the jobs of the City's teachers nor the general
public welfare were factors which motivated the trustees in their invesiment
decision. The extension of aid to the City was simply a means—the only
means, in their assessment—to the legitimate end of preventing the exhaus-

3Ravikoff & Curzan, supra note 44, at 523.

33Withers v. Teachers' Relirement System. 447 F. Supp. 1248, 1252 (S.D.N.Y. 1978),
aff"'d. mem. 595 F. 2d 1210 (2d Cir. 1979).

36447 F. Supp. at 1253.

37447 F. Supp. a1 1253.
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tion of the assets of the TRS in the interest of all the beneficiaries.™® The
trustees found favor with the court for their effort (o protect their greatest
asset, which was the liability of the City to pay off its obligations to TRS
over future decades.

The Duty of Prudent Investing. Another obligation that trust law imposes
on fiduciaries is the duty of care known as the prudent-man or prudent-
investor rule. The case law is now effectively codified for pension law in
ERISA.* The Restatement of Trusts words the rule thusly: “In making
investments of tiust funds the trustee is under a duty to the beneficiary . . .
to make such investments and only such investments as a prudent man
would make of his own property having in view the preservation of the
estate and the amount and regularity of the income to be derived . . . "%

For historical reasons that are widely understood, trust law has placed -
greater emphasis on risk-avoidance than the modemn theory of finance
does,®* but risk and return, however, weighted, are factors exclusively
related to the investor’s financial well-being. The highly risk-averse inves-
tor of traditional trust law accepts a lower return for a lower risk. He does
not accept a lower return for some other, nonfinancial purpose. The duty of
prudent investing therefore reinforces the duty of loyalty in forbidding the
trustee to invest for any object other than the highest retumn consistent with
the preferred level of portfolio risk.5?

In 1980, the then chief ERISA administrator, lan D. Lanoff of the
Department of Labor, rejected the suggestion that social investing was not
subject to ERISA’s rules of prudence and loyalty. He said that ERISA
requires that the fiduciary’s “overall investment strategy . . . be designed to
protect the retirement income of the plan’s participants,” and that both the
duty of loyalty and the prudent investor rule would be violated if a fiduciary
were to make an “investment decision based on other objectives, such as to
promote the job security of a class of current or future participants.™®?
Social factors may be brought in only if it is costless to do so. Similarly, the
Labor Department approved a 1979 Chrysler/UAW agreement endorsing
some social investing of pension-fund asscts on the understanding that the
investments in question would be “economically competitive with other
investment opportunitics which may not contain similar socially beneficial
features.”® (As previously explained, the field for costless substitutions is
largely limited to the economically futile forms of social investing.)

38447 F. Supp. at 1256 (emphasis added).

ERISA scc. 404(a)( IXB), 29 U.S.C. sec. 1104(a)(1)B).

““Restatement, supra note 33, at sec. 227.

¢'See Langbein & Posner, supra note 32, at 3-6.

“2A similar rationale underlies the trustee's familiar duty to invest promptly, in order to
make trust funds productive. See Restatement, supra note 33, at sec. 181, Comment c.

“lan Lanoff, The Social lnvestment of Private Pension Plan Assels: May it Be Done
Lawfully Under ERISA?, 31 Labor Law Joumnal 387, 389 (1980).

“1d. a1 392,
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The attorney general of Oregon issued a formal opinion in 1978 applying
the state's statutory prudent-investor rule 1o the question whether invest-
ment managers for the state university endowment funds could *“take politi-
cal and moral considerations into account in making investment decisions.”
He ruled that “[i]t is inappropriate and irrelevant for the investiment manag-
ers to consider any factors other than the probable safety of, and the prob-
able income from, the investments required by the statute.”3

The proponents of social investing have never reconciled the sacrifice of -
beneficiaries® financial advantage with the prudent-investor rule. Ravikoff
and Curzan try to avoid the common-law rule by rewording it to suit their
purpose. After quoting the Restatement version,®® they purport to summa-
rize it in a form which changes it radically, and which they thercafter treat as
a statement of the law. The objects of the prudent-investor rule, they say,
are “preservation of the trust corpus and attainment of an adequate re-
turn.”%” The term “adequate” is their own invention, and in thus implying a
standard less than “optimal” or “maximum” it is wholly without authority.
The authors later endorse a movement from “adequate™ to “moderate or
even no return, ™8 still in the name of prudence. It is a revealing commen-
tary on the weakness of the legal case for social investing that its proponents
are driven to such transparent manipulation of the legal rules that oppose
them.

ERISA’s No-Waiver Rule Applied 1o Social Investing. A general rule of
trust-investment law, known as the authorization doctrine, permits the
settlor to impose on the trust whatever investment policy he sees fit.*® The
settlor can waive otherwise applicable rules and authorize the trustee to
engage in acts of self-dealing or imprudent investment. One of ERISA’s
innovations was the prohibition against “any provision . . . which purports
to relieve a fiduciary from responsibility or liability.”’® Therefore, as
Hutchinson and Cole observe, “the |pension) plan documents cannot autho-
rize a policy of social investment that would otherwise be impermissible
under the fiduciary standards of the Act.””" This rule against exculpation
clauses eliminated the authorization doctrine from pension trusts.

Consequently, a pension trust cannot be drafted to permit a social invest-

6338 Op. Or. Anty, Gen. No. 7616, at 2 (May 2, 1978). litigated in Associated Students of
the University of Oregon v. Hunt, No. 78-7503 (Lane County Cir. Ct_, filed Nov. 22, 1978).

“Restatement, supra note 33, al sec. 227, quoted in Ravikoff & Curzan, supra note 44, at
520.

®'Ravikoff & Curzan, supra note 44, at 520.

©1d. at 528.

“Restatement, supra note 33, at sec. 164(a).

TERISA sec. 410(a), 29 U.S.C. sec. 1110(8). See also ERISA sec. 404(a)IND), 29
U.S.C. sec. 1104(a}IXD).

MHuichinson & Cole, supra note 50, at 1372, 1373-75.
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ing strategy that would violate the duties of loyalty or prudent investment.
This result is quite consistent with the economic analysis of pension savings
(discussed in Part I, supra, under the subheading “Contributory or Not™).
Because both employer-paid and employee-paid contributions are best un-
derstood as deferred wages, they derive from the employee’s compensation
packet. Since the employee is in this important sense the “settlor” of his own
pension-trust account, there is good reason to prevent plan sponsors (wheth-
er union or employer) from using the authorization doctrine to impose social
investing upon him.

Since, however, the employee rather than the plan sponsor is the settlor-
equivalent person, the opposite question arises: Might a pension plan be
lawful if it contained a social-investing option that the individual participant
could elect or decline? For example, the plan might offer two funds, one
that ignored social-investing causes and another that adhered to some politi-
cal strategy such as excluding the securities of nonunion firms. The employ-
ce could elect between the two funds.

It might be possible to bring a social-investing option of this sort within
the so-called ratification doctrine of the common law of trusts. Unless a
beneficiary is deceived or acts under an incapacity, trust law allows him to
ratify investment practices that would otherwise be in breach of the trust
instrument or of the common law.”® The idea is that if the bencficiary is
entitled to receive and waste the trust fund, he is equally eatitled to allow the
fund 10 be wasted while still in the hands of the trustee. But it is just there
that pension trusts part company from ordinary trusts, on account of the
protective policy of pension law. The pension beneficiary is not allowed to
reach pension assets on whatever terms please him. For example, we have
seen that ERISA's mandatory spendthrift rule prevents the pension benefi-
ciary from consuming his pension account before retirement.”® Further, the
Internal Revenue Code now conditions the pension tax concessions on the
requirement that retirement benefits be made available in the form of an
annuity,” in order to protect the retiree from improvident consumption that
could exhaust his pension bencfits during his lifetime.

Accordingly, it scems unlikely that a genuinely costly social investing
scheme could pass muster even as a beneficiary-elected option. For the
same reason we do not allow a current worker to spend his pension account
on a sports car, we should not allow him to spend it on contributions to
political or social campaigns (which is what he is doing when he accepts a
below-market retur in his pension savings). On the other hand, this ration-

" Restatement, supra note 33, at sec. 216(1).
Supra text at note 10 and note 10.
MLR.C. sec. 401(a)(11) (as amended by the Reti Equity Act of 1984).
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ale seems not to extend to social investing schemes of the merely futile sort,
such as in-state GNMAs. Even for these investments, however, the plan
sponsor should be obliged to disclose to plan participants that the price of
costlessness is futility; and the sponsor should be obliged to arrange for
confidentiality respecting the portfolio election of each participant, in order
to protect participants from union or other pressures.

This discussion of a social investing option presupposes a defined contri-
bution plan, with individual accounts whose investment risk is borne by
each plan participant. In a pure defined benefit plan, where investment risk
is shifted 10 the employer as plan sponsor, there is less reason in law to
prevent the employer from assuming the increased costs of a social-invest-
ing strategy that entails below-market yields. The employer, however, has
good reason to resist such efforts to induce him to increase his pension costs
and liabilities. For just that reason, most of the social-investing pressuses

- have not been directed at single-employer defined benefit plans, but rather
at union-dominated multi-employer plans, state-and-local plans, and multi-
employer defined contribution plans such as the college teachers’ TIAA-
CREF.

Even within the realm of the defined benefit plan, the plan sponsor does
not bear the whole of the investment risk. Under the federal insurance
scheme enacted as Title IV of ERISA, a federal agency called the Pension
Benefit Guaranty Corporation (PBGC) bears the ultimate responsibility for
paying most of the pension benefits promised under a defined benefit plan,
in the event that the plan. should default.”® PBGC thus has an interest in
preventing plan sponsors from engaging in improvident investment prac-
tices that might require PBGC to have to honor the sponsor’s defaulted
promises. Furthermore, PBGC insurance does not protect plan participants
wholly, because there are statutory ceilings on the amount of the benefits
covered.”® Since, therefore, the plan participant would remain at risk for the
portion of a defaulted plan not insured by PBGC, the protective policies that
indicate that the participant should not have the power to acquiesce in a
social-investing option under a defined contribution plan pertain as well in
an attenuated fashion to a defined benefit plan.

Corporate Social Responsibiliry. Proponents of social investing some-
times think they can find solace in the authorities that allow a corporation to
engage in charitable giving or other “socially responsible™ endeavors at the
expense of its shareholders. Indeed, this analogy misled the distinguished

. 1301 et. seq.

BERISA secs. 400] et. seq., 29 U.S.C. sec
U.S.C. sec. 1322(b)(3XB).

TSERISA sec. 4022(b)X3NB), 29
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trust writer, Austin Scott, who, shortly before his death endorsed social
investing of trust funds.””

The legal analysis that has been applied in the corporation cases, is, in”
fact, directly contrary to that which would be needed to sustain social
investing of trust funds. The rationale that has protected corporate directors
from liability when shareholders have brought suit complaining of seeming
corporate altruism is that the directors were in fact pursuing the longer-
range self-interest of the firm and hence that their conduct has been wealth-
maximizing.”®

Constitutional Objections. There are serious doubts about the constitu-
tionality of the two types of social-investing measures that crop up in state
legislation directed at state and local pension funds. As regards the legisla-
tion directed against South Africa (or any other foreign power), | have
previously mentioned the doctrine of constitutional preemption,”® designed
to preserve the federal monopoly of authority in foreign relations, which
was expansively reaffirmed by the Supreme Court in the 1968 case of
Zschernig v. Miller ®°

There is also a long constitutional tradition inimical to protectionist state
legislation. A main purpose of the commerce clause of the federal constitu-
tion was to create national markets. For example, the Supreme Court held in
a famous case that New York could not by statute prevent price competition
in New York from cheaper Vermont milk.®' State legislation attempting to
create perferences for in-state securities should be no more justifiable under

"Scott writes:
Trustees in deciding whether 10 invest in, or 10 retain, the securities of a corporation
may properly consider the social performance of the corporation. They may decline to
invest in, or 1o retain, the securities of corperation whose activities or some of them are
contrary to fundamental and generally accepted ethical principies. They may consider
such matiers as pollution, race discrimination, fair employment and consumer respon-
sibility . . . . Of course they may wel! belicve that a corporation which has a proper
sense of social obligation is more likely to be successful in the long run than those
which are bent on oblaining the maximum amount of profits. [Scott is here reciting the
social-bargain fallacy, refuted above in Part V of the present essay.] But even if this
were not so, the invesior, though a trustee of funds for others, is entitled to consider the
welfare of the community, and refrain from allowing the use of the funds in a manner
detrimental to society.
3 A. Scott, supra note 38, at sec. 227.17 (Supp. 1980). Scott makes no cffort to reconcile his
suppont for social investing with the trustee’s duties of loyalty and prudence that he canvassed
50 extensively in the body of the treatise. 2 id. at sec. 170-170.25 (loyalty); 3 id. secs. 227-
227.16 (prudent investing). He ignores the ERISA rules, discussed above, that contradict his
position. Scott cites some of the literature on corporate social responsibility but does not
disclosc that the legal analysis that has been applied in the corporation cases is the opposile of
the rule he is supporting for the law of trusts.
"Sce.e.g.. Shicnsky v. Wrigley, 95 IIl. App. 2d 173, 180-81, 237 N.E.2d 776, 780 (1968).
TSupra text at note 27.
%0389 U.S. 429 (1968).
*'Baldwin v. G.A.F. Seclig. 294 U.S. 511 (1935).

24
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the commerce clause than legislation preferring in-state enterprises. The
privileges-and-immunities clause of the constitution has also been interpret-
ed to forbid protectionist legislation aimed at out-of-staters.®?

VH. UNIVERSITY ENDOWMENTS

I have thus far considered the social-investing question only in context of
the pension fund. The analysis changes when we move from pension trusts
to cl.critable trusts (or to charitable corporations, which for present pur-
poses are indistinguishable from charitable trusts).®® This is an area of
considerable consequence for university trustees; they are currently being
pressured to apply social criteria to the investment of their endowment
funds, and some boards of trusices have succumbed.

The distinguishing juridical feature of the charitable trust is the absence
of conventional beneficiaries. A private trust (including the pension trust)
must identify by name or by class the persons who are to receive the trust
property, but a charitable trust is void if it is found to serve individual rather
than community benefit.®* The charitable trust occupies a legally privileged
position: it is not subject to the rule against perpetuities; the attomey general
or other public officer may enforce it; the cy pres doctrine protects it against
ordinary rules of defeasance; and it enjoys a variety of tax and procedural
advantages pursuant to statutes that follow the common law critenia for
defining charitable trusts.? The law conditions the grant of these privileges
on the requirement of indefiniteness of beneficiaries. A charitable trust will
fail if “the persons who are lo benefit are not of a sufficiently large or
indefinite class so that the communily is interested in the enforcement of the
trust. "8

In place of the dcfinite beneficiarics of private trust law, the law of
charitable trusts substitutes the standard of community benefit defined by a
circumscribed set of charitable purposes: the relief of poverty; the advance-
ment of religion; the advancement of education and of health (including
research); and the promotion of governmental, municipal, and other pur-
poses beneficial to the community.®” At the border of each of these catego-

82Gee, e.g.. Hicklin v. Orbeck, 437 U.S. 518 (1978).

$3Gee generally 4 A. Scott, supra note 38, at sec. 348.1.

3 A recent Pennsylvania decision dealing with the claim of the Fraternal Order of Police 10
be a charitable organization concluded that the group “is essenually a labor orgamzation
existing solely for the benefit of its own membership.” and those that “us bencefits are not
applied for the advantage of an indefinite number of persons as would be the case if the public
were to benefit.” Commonwealth v. Frantz Advertising, Inc., 23 Pa. Commw. Ct. 526, 533-
34, 353 A.2d. 492, 496-97 (1976). For a good general background on such cases, see 4. A.
Scott, supra note 38, at sec. 375.2.

83Sec Restatement, supra note 33, at secs. 365 (unlimited duration). 391 (public enforce-
ment), 395 (cy pres).

%id. at sec. 375.

*7Id. at sec. J68.

ac
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ries there can be serious questions about whether particular schemes
qualify, but the typical university charter declares purposes that fall unam-
biguously within the category of education and research (and often within
that of health as well).

In analyzing social investing by private and pension trusts, we saw that
the trustee’s obligation to invest for the maximum financial weil-being of
the trust beneficiaries derives from the trustee's duties of loyalty and pru-
dent investing; but since, by definition, the charitable trustee does not owe
such duties to particular private beneficiaries, the question arises wheiher
there are any legal impediments to social investing of university endowment
funds. There are several:

Charter. University charters are often granted by special legislative act,
both for state schools and private universities. A university may also be
chartered under the general nonprofit corporation statute of the jurisdiction.
In principle, an authorizing instrument under the common law of trusts
would aiso suffice. Regardiess of the form, a university's charter is usually
restrictive; it dedicates the institution to educational and related purposes.

A variety of the causes espoused in the name of social investing are not
within the purposes of such charters—for example, expressing disapproval
of selected foreign governments, or supporting certain labor union organiz-
ing campaigns. For university trustees to spend university funds on such
causes directly would be ultra vires and put the trustees in breach of their
fidiciary duty to the institution.®® Were the trustees to pursue the same end
by engaging in social investing of the university's endowment funds, they
would simply be attempting to do indirectly what they may not do directly.

Under conventional charitable trust law, the state attoney general has
standing to sue to prevent such misuses of university endowment funds.
Because he is a political officer, and there will often be more votes to gain
from supporting than from opposing the groups that advocate social invest-
ing, his intervention might not always be a serious prospect. But the attor-
ney general probably does not have a monopoly of standing in such cases;
other persons who have a significant economic interest in the fate of the
endowment—for example, professors and students—probably may sue.%°

Noncharitable Purposes. If a particular charter is too restrictive to permit
a particular scheme of social investing, the proponents of the scheme may
reply that the institution ought to get its charter amended. When the charier
originates in special state legislation, the legislature can authorize virtually
any use of institutional funds (at least as regards the state law of charitable
purposes, although not the federal tax consequences). When the charter is

#See id. at sec. 379.

*In Coffee v. William Marsh Rice Univ., 403 S.W. 2d 340 (Tex. 1966), two opposing
groups of alumni were held 10 have standing to intervene in a lawsuit in which the trustees of
Rice University were secking the application of the cy pres doctrine in order to eliminate
racially restrictive provisions from the trust instrument that had created the schoot.

e I3
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nonstatutory and subject to the common law of charitable trusts, valid
charter amendments will be impossible for many social investing schemes.
The law of charitable trusts denies private autonomy over the definition of
what purposes qualify as charitable. The standard of community benefit
does not vary with the tastes of universities or their founders, trustees, and
donors.

Some of the schemes favored by proponents of social investing are
incompatible with these legal standards. In England, a trust for the purpose
of changing existing law is not charitable.®™ Although this rule generally has
not been foliowed in American law, our law does attempt to distinguish
between “'social” purposes, which are permissible, and “political” pur-
poses, which are not.”" Trusts to promote socialist political and educational
activity have been held not charitabie;%? a similar fate befell a bequest to
create an cducational and information center for the Republican women of
Pennsylvania.®> A Scontish case held that a trust to support resistance to
strikebreaking and lockouts was political and hence void,* and a New
Zealand case ruled similarly against a trust for the League of Nations.”
University trustees faced with pressures to adapt their portfolios to the
requirements of union organizing campaigns, or some group's foreign-
policy views, must beware the force of such precedents. The price of
yielding to social-investing demands may be litigation costs and potential
liability for breach of fiduciary duty.

Costs. From a practical standpoint, university trustees are obliged to give
full weight to the savings in administrative costs that result when the
institution is spared the needless portfolio reviews and difficult investment
decisions that are involved in social investing, especially in view of the
absence of agreement on the social principles to be pursued.

Donors. Past donors—more likely their heirs or successors—may claim
that since social investing constitutes a diversion from the educational
purposes for which the funds were given, it breaches an implied or express
condition and ought to trigger defeasance of the funds in favor of the donor.
In 1llinois, legislation in force since 1874 denies to universities the “power
to divert any gift . . . from the specific purpose designed by the donor.”>®
Donors would have a strong argument against applying the cy pres doctrine
in order to prevent defeasance, since cy pres applies only when it “becomes
impossible or impracticable or illegal to carry out the original charitable

%National Anti-Vivisection Soc'y. v. Inland Revenue Cc s., [1948) A.C. 31.

94 A. Scott, supra note 38, at sec. 374.6.

®2See id.

PDeichelmann Estate, 21 Pa. D. & C.2d 65 (1959).

**Trustees for the Roll of Voluniary Workers v. Commus. of Inland Revenue, 11942) Sess.
Cas. 47.

in re Wilkinson, [1941] N.Z.L.R. 1065.

Il Rev. Stat. 1971, ch. 144, sec. 1.

\
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purpose.”™’ Thus, trustees who yield to pressures to divert endowment
funds from education to other causes are exposing their endowments to the
restitutionary claims of donors and heirs.

VIil. CONCLUSION

In emphasizing the legal risks that pension trustees and university and
other charitable trustees incur in pursuing social investing, 1 do not suggest
that the law requires social grievances to go without remedy. The law of
trusts has been constructed on the quite intelligent premise that the grand
social issues of the day should be resolved in those institutions whose
procedures and powers are appropriate to them. The political and legislative
process of the modem democratic state is well adapted to dealing with
pressures for social change. Pension trusts have been designed to provide
retirement sccurity, and charitable trusts have been designed to serve spe-
cialized purposes—in education, healing, the ants, research, and so forth. A
board of trustees is not well suited to be a forum for the resolution of
complex social issues largely unrelated to its work. There is every reason to
think that trustees will best serve the cause of social change by remitting the
advocates of social causes to the political arena, where their proposais can
be fairly tested and defined, and if found meritorious, effectively
implemented.

*"Restatement, supea note 33, at sec. 399.

e
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VIA HAND DELIVERY

E. Olena Berg, Assistant Secretary

Peasion and Welfare Benefits Administration
United States Department of Labor

Room S-2524

200 Constitution Avenue, N.W.
Washington, DC 20001

Dear Ms. Berg:

In accordance with your inquiry, it is my opinion that the ERISA legal standards
contained in Interpretive Bulletin No. 94-1, as they would apply to peasion plan investment
in economically targeted investments ("ETI’s*), are exactly the same as the ERISA legal
standards which have been employed by the U.S. Labor Department since the late 1970s
when I served as ERISA Administrator at the Department.

This opinion is based upon my govemment service as Administrator during the final
three years of the Carter administration and the first full year of the first Reagan
administration. It is further based upon my law practice in the private sector where I have

- specialized since 1981 in advising fiduciarizs of corporate, multiemployer and public
employee pension funds regarding compliance with ERISA, state and municipal legislation,
and trust law. In my practice, I have been required to pay close attention to the rulings and
regulations issued by the ERISA program of the Department when advising fiduciaries
regarding investment decision-making, including investment in ETI's.

Sincerely,

RS

/ipt
LS

o
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LENS me.
’ ROBERT A. G. MONKS
JOHN P. M. HIGGINS
ROGERY B. HOIMES

May 8, 1995

Honorable Olena Berg,

Assistant Secretary of Labor

U.S. Department of Labor, PWBA.
200 Constitution Avenue, NW - §2524
Washington, D.C. 20210

Dear QOlena,

You have asked me to Write confirming many conversations that we have had with
respect to the Departmentt of Labor's (*DOL) policies relating to what has variously been
referred to as "Social Investing” or *Economically Targeted Investments® ("ETI"). In my
opinion, Interpretive Bulletin 94-1 sets forth a policy that is consistent with the policies
announced by DOL during the years that I bad principal respansibility for the ERISA
program. :

In the PWBA Fact Sheet accompanying announcement of IB 94-1, the Department
coocludes:

“The department clarified in the bulletin that investments in ETIs are governed by the:
same ERISA standands as are ather plan investments.

Plans may invest in ETIs it the ETX investments are expected ¢o provide risk-adjusted
rates of return commensurate with competing investments of similar characteristics; and the
ETI investment is othecwise appropriate for the plan in teoms of such factors as diversification
and the investment policy of the plan.” 6/22/94.

I described the appropriate investment criteria in comparable language on December 7,
1984 in speaking to the Florida Labor/ Management Council at West Palm Beach, Florida:

SUTTE 620 NORTH - 601 THIRTEENTH STREET, N.W. » WASHINGTOR, D.C. 20005 © 202-783-3348 « FAX 202-783-3316
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LENS e

ROBEET A- G. MONKS
NELL MINOW
JORNP. M. HIGGINS
RORERY B. BOIMES

May 8, 1995 : - Page2

. "Congress, speaking through ERISA, mtedmatmvesuneutobjewvamaxpmwdemc
greatest return to the plan consistent with scceptable risk must be paramount. However, (hiit
DOESNOTMEANdutplammnnxgmedeeplyfﬂtmalvwwswbmfacedwm
investment of equal investment merit.* (cmphasis added).

I write becanse I share your concern that the tens of millions of Americans who are
bencfiting from the vast success of ERISA have confidence in its consistent administration
for their exclusive benefit. In my view, DOL's policics requiring investments be made for the
“sole” purpose of benefiting plan participants are unchanging and inveterate.

Respectfully Yours,
Do

Robert A.G. Monks

SUITE 620 NORTH » 601 THIRTEENTH STREET, N.W. « WASHINGTON, D.C. 20005 - 202-783-3348 = FAX 202-783-3316
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Washington, D.C. 20216

Reply 1o the Attention of:

A T JUNS 1880
N

. Nr.-John Thomas Kenney—._

Chrysler Corporation
P. O. Box 1919
Detroit, Michigan 48288

Dear Sir:

I am writing in reply to your letter of April 14, 1980, in

vhich you seek an Advisory Opinion concerning the lawfulness
under the Employee Retirement Income Security Act of 1974 (ERISA)
of a certain understanding denominated the “Letter Agreement®

or °*Agreesent® between the Chrysler Corporation (Chryslec) and
the International Union, United Automobile, Aerospace and Agri-’
cultural Iaplement Workers of America (UAW). That -agteement,
furnished with your request, was the only document submitted .
for the Department's consideration. We have met with represen- _
tatives of Chrysler and the UAW and, arong other things, pointed
out that the intended construction of the agreement {s not in all
tespects clear. You bave, however, made certain representations:
regarding the manner in vhich the agreement embodied in thc memo—
randum of nnderstnndtng is expected_to npxk_in_Pllc:leQ-

Based on these representations and on our zoldlnq ot thé wéio~ .
randur subaitted for our consideration, we have reached the
following conclusions regarding the agreement as it is to be
applied. The pension plan-assets are novw and will continue to °
be held in trust and exclusively managed by trustees.: In

order to assist the trustees by providing an expanded range, ot
information concerning-investment opportunities, Chryslet and .-
the UAW bave agreed to establish an Investment Advisory Com-

thrcc Ielb.

ppo!ntcd by- che.nau. - The: px(ln:, zunct(onl.T,_:T
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" of this Committee vfll Be (1) to obtain information conchrning

and select and recozmend to the trustees of the Pension Plan,
geographical areas of communities in which residential mortgage
financing could be provided by the Plan; and (2) on an annual
basis, to recommend to the trustees opportunities for investments
in debt obligations of nursing homes, nursery schools, federally
qualified health maintenance organizations, hospitals or similar
nonprofit {nstitutions in communities where there are large con-
centrations of UAW members. The residential mortgage {nvestment
be primarily mortgages on single and multiple family dwellings
(including cooperatives and condominfums), the purchase price

of -which 4s-equal to or below the average purtchase price of.
similar housing in the community involved. It iz intended that
such mortgage financing recommendations will be for financing

at rates and upon terms prevailing in the communities selected
and will be available to the general public, including UAW
members, but shall not be limited only to UAW members. Por each
year this agreement is in effect, the Comaittee is expected to
make sufficient recommendations for such investaents .to perait
the trustees to consider investment of 10 percent of the amount
‘of Chrysler contributions available for investment after deductin
the portion of the benefits payable for such year which i{s in
excess of investment income (excluding realized-and unrealized
capital gains).

We understand that the Committee will act by majority vote,

and in the event of a tie, the deciding vote will be cast by an
impartial chairman chosen pursuant to the collective bargaining
agreement.

It also appears that for each year this agreement s in effect,
the Union may drav up a list of not more than five companies
which conduct business with South Africa but vhich have not
supported. the elimination of racial discrimination there in
specified ways, and recommend that the trustees make no nev '
investzent in such companies. You indicate that any such
recommendations wvill not relate to any portion of the Pension
Fund {nvested—in Tommon or collective trust funds or pooled— " — —~
investment funds, or to any insurance contract constituting
part of the Fension fund. __ _
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The trustees, in the exercise of their discretion, may reject
any of all reconaendations of the Committee and the Union or
{nvest more funds in projects {dentified by ,the Cozaittee than
recomnended. Our reading of the memorandus 0! understanding
betveen Chrysler and the Union in light of your subsequent
representations indicates that the trustees vwill retain full
investaent discretion regarding the assets of the Pension Pund,
. and that it is fully understood that the trustees must exercise
- this discretion in accordance with the requirements of the Act.
Accozrdingly, the trustees will possess full authority to implem:
or not to izplement any recommendation made to them by either
the Comnmittee or the Union. In this regard, you represent that
neither Chrysler nor the Union will attemapt publicly or private:
to influence the trustees regarding spcclt!c reconzendations of
the Conmittee or the Union.

It appears to us that the purpose of the structure established
by this agreement fs to call to the attention of the Pund trust«
areas of investment opportunity which, although perhaps not . -
generally explored by certain traditional investment managers,
may nonetheless be-prudent and potentially profitable. As you
arte awvare, Title I, Subtitle B, Part 4 of the Act contains a
nuaber of provisions regacding fiduciary responsibility with re:
to eaployee benefit plans. Section 403 of -the Act provides gen-
erally that the trusteeof -u plan shall have exclusive authority
and discretion to manage and control the assets of the plan.
Pursuant to section 404 of the Act, a trustee or other fiduciary
must discharge his duties with respect to a plan solely in the
interests of plan participants and beneficiaries, and {(n a prud:e
" manner” in"aécordance with section 404(a)(1)(B) of the Act and —
regulation 29 CPR £2550.404a-1. Purther, a trustee or other
fiduciary sust.not cause the plan to engage in any of the pro—
hibited transactions in sections 406(a) or 407 of the Act. The
trustee or fiduciary himself must not engage in any of the pro-
hibited transactions listed in section 406(b) of the Act, which
describes certain transactions 1nvolv1ng lelt-delling and con-

- ulctl of interest.. . PR e . ——— —— -

20-518 0 - 96 - 5
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If the memorandum of understanding submitted for our considera-
tion is construed and put into practice in the manner outlined
above, it 1s the opinion of the Department that such effectua-
tion of the agreepent between Chrysler and thé UAW would not
of itself involve violatfons of the provisions of Title I,
Subtitle B, Part ¢ of the Act and the regulations promulgated
pursuant thereto. However, the Department, by this letter,

..expresses no opinion regarding the lawvfulness -of any specific

-“transaction wvhich may be undertaken by the Union, the Coumittee
or the trustees in connection ¥ith this agreement or othervisge.

Sincerely,

Ian D. Lanoff

Administrator

Pension and Welfare Benefit Programs
Labor-Manageaent Services Administration
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U.S. Department of Labe. Lavci-Xia-agement Se. zes A, ssirauen
Washing:on, 0.C. 20216

Reply to the Attention ol

Ji 161981

Mr. George Cox

Cox, Casctle & Nicholson

Two Cencury Plaza

Los Angeles, California 90067 .

Dear Mr. Cox:

I am writing to advise you of the Department’s conclusions
and concerns in connection with the Construction Industry
Real Estate Development Pinancing Poundation of Southern
California ("the Foundation"). _ On October 22, 1980, Alan
Lebowitz and Sherwin Kaplan of my staff met with you and
three of your associates to discuss the Foundation. Prior
to that meeting, Department staff had met with Messrs.
Albert Brundage and John F. Hebert of Union Mortgage Bankers
to discuss an earlier proposal designed to pool assets of
various employee benefit plans for the purpose of financing
real estate construction projects._ We had also received
from Mr. Brundage a copy of a draft document establishing
the Foundation as well as a draft copy of a proposed Trans~
action Trust Agreement.

As you are aware, our interest in the creation and structure
of the Poundation originally arose  from published articles
which indicated that a consortium of southern California
iTaft-Hartley employee benefit plans, all affiliated with

‘the construction trades, were seeking to join together in .

.a "super trust® which would invest the plans’ assetsa in
union-only construction projects'in the southern California
region. Upon becoming aware »nf this proposal, members of my
staff immediately advised Mr. Brundage and others that in
che Department's view ERISA mandates that employee benefit
plan fiduciaries must, in formulating and executing invest-
ment policies, consider only the interest of participants
and beneficiaries of their plan and that such policies must,
in the first instance, be based solely on economic consider-
ations. Specifically, our concern, as expressed to both
Mr. Brundage and to you, was that if fiduciaries of employee
benefit plans were to determine to invest only in, or to con-
sider only, union coastruction projects in southern California,
they would be artificially limiting their potential investment
opportunities for non-economic reasons. -
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As we understand the current proposal, however, the object of
the arrangements now under consideration is to broaden, rather
than to restrict, the range of investment opportunities avail-
able for plans. Based on the written materials we have
received and the information provided by you at the October

22 meeting in Los Angeles, we understand that the Foundation
will serve as a forum for presentation to fiduciaries of
member plans of proposed construction projects for possible
investment. Plans which are members of the Foundation are

not obligated to invest in any project presented at a

meeting of the Foundation. Rather, fiduciaries of each

member plan, acting solely on behalf of their respective
plans, consider each proposed project as a possible investment,
and compare it with other available investment opportunities.
They then decide on behalf of their plan whether to invest

in that project. Each plan arrives at its decision independently
of all other plans. Plan fiduciaries will not make advance
commitments of funds for investment in any project presented
at a Poundation meeting. As we understand it, fiduciaries

of each individual plan will continue to consider a broad
range of relevant investment opportunities and, based on

such consideration, will make the investment determinations
believed to be in the best interest of their plan's participants
and beneficiaries. In so doing, they will consider proposals
presented through the Foundation along with other possible—---
investments. Ultimately, each plan‘s fiduciaries retain

full discretion with regard to their plan‘s investments and
are responsible for the investment decisions made. Under

the circumstances, it appears to us that membership in the
Foundation will not inappropriately limit the investment
alternatives available to plan fiducjiaries, and that the use
of the.Foundation concept, as. described above, would not in
itself violate any  of- ERISA’s. fiduciary standards. :

We have not had the opportunity to consider the instruments

by which plan assets committed by Foundation member-plans to
loan projects are collected and disbursed. You have indicated

to our staff your own belief that, where a given project is
selected by plan fiduciaries with the understanding that it

is to be constructed with union labor, the financing would be
disbursed only if that condition is met. Without speculating
unduly on the variety of circumstances in which ERISA violations
could occur in relation to such an objective, we believe that
all involved with thé Foundation should be alert to these dangers.
Not only the fiduciaries who make an initial decision to invest
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~-plan’ assets in.a par:icuI;} project, but also all those
fiduciaries subsequently involved, are subject to the
requirements of section 404 to act prudently and solely in
the interest of plan participants. Thus, for example, in
determining whether and for what reasons to enforce or
decline to enforce any given right of a lender where the
loan is to be of plan assets, a fiduciary could not take a
course of action which would not be the most advantageous
economically to the lender plans. In deciding to enforce or
decline to enforce a given right, a fiduciary may act on the
basis of non-economic considerations, but only if such action
does not in any way violate the fiduciary's duty set forth
immediately above; that is, a fiduciary might choose on the
basis of non-economic considerations between two alternatives
which in his judgement were economically equally advantageous.

We are aware of your intention to structure the Foundation in
such-a way that neither the mortgage bankers who may be making
presentations at Poundation meetings, nor the Foundation itself,
would be fiduciaries with respect to any member employee benefit
plan. Because of the fact that ERISA section 3(21) provides

that the test to be employed to determine whether a fiduciary
relationship exists in a given situation is generally functional
rather than structural {(although certain positions, by virtue

of the power they confer,—may-make one a-fiduciary for structural
reasons), we cannot, at this point, comment on whether such a
relationship will have been established in this situation. 1In
this regard, the Department's Los Angeles Area Office ia currently
conducting two investigations of employee benefit plans which
may be or intend to become members of the Foundatjon. Upon the
completion of these investigations, it may be possible for the
Department to determine whether the Poundation or the mortgage
bankers, in practice, maintain a fiduciary relationship to
specific employee benefit plans.

Two other aspects of the Foundation proposal as we curreatly
understand it raise ERISA questions which we believe would be
of concern to the fiduciaries of plans participating in the
Foundation and which you may, therefore, wish the bring to their
attention. These are: the provisions which appear to restrict
severely the ability of an employee benefit plan to dispose of
its interest in a "Transaction Trust® during the entire life of
that trust; and the provision which provides that an individual
employee benefit plan might be required to invest more than its
fiduciaries had previously agreed to in a specific Transaction
Trust.
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The facts concerning these matters as well as others relati
to the proposed operation of the Foundation are nct sufficiently

well developed for an expression of the Department's opinion at
this time. Since the proposed Foundation documents presented
to us appear to have satisfied our original concerns, we do
not intend to take any further action at this time. You are
cautioned, however, that neither the approval previously
expressed of the Foundation concept as we understand it nor
our intention to take no action at this time constitutes
approval of how the Foundation would, in fact, operate.

Once the Foundation has been in operation for a period of time,
we may, pursuant to section 504 of ERISA, review its activities
and those of the fiduciaries of participating plans to determine
whether the Foundation and its member employee benefit plans
are functioning in compliance with the fiduciary provisions of
ERISA. Of course it remains the responsibility of each plan
fiduciary to determine that the plan to which each owes a f£idu-
ciary responsibility is, at all times, managed in a manner con-
sistent with the obligations imposed by ERISA. In this regard,
we view your proposal to establish and operate the Foundation
in a manner which does not appear to limit the investment
opportunity of any plan participating in it as a hopeful and
constructive indication of an intention on the part of all

concerned to operate these plans in a manner. consistent with__ . __.___

ERISA.

Sincerely,

Ian D. Lanoff

Adnministrator

Pension and Welfare
Benefit Programs
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Reply‘lo the Atiention of:

N 16 98

Theodore R. Groom

Lawrence J. Haas

CGroom and Nordberg

1775 Pennsylvania Avenue, N. W.
washipgton, D. C. 20006

Gentlemen:

This is in response to your letter and supporting memorandum,
both dated December 30, 1980, requesting and advisory opinion
from the Department of Labor with regard to whether the op-
eration of two proposed Prudential Life Insurance Company of
America (Prudential) -pooled. separate accounts, one of which
is expected to consist primarily of mortgage loans on real
properties which are developed or improved with only union
labor ("union preferred account") and a second which would
not consider whether the proposed development or impzovement
woitld employ union labor ("union neutral account"), would
violate the fiduciary responsibility provisions of §404 of
the Employee Retirement Income Security Act of 1974 (ERISA).
As you know, ERISA Procedure 76-1 (41 FR 36281, August 27,
1976) provides the general procadures of the Department in

. issuing an advisory opinion with regard to ERISA. Section S
of that Procedure retains for the Department the discretion
not to issue an advisory opinion where, among other things,
the issue presented .is inherently factual in nature. Obvi-

.....ously, any.determination.as. to_the_actual operaticn of these_..____.

two particular investment arrangements can not be made in
advance of their implementation.. We have, howevaer, decided
to respond to your reguest to the extent pc:..f-::s:n:ﬂ.'l at this
time,

Ia your memorandum, you describe the three stage process
whereby Prudential curreatly selects its wortriage invewztments
and how this process would be -applied to the two proposad
new zccounts. The first stage now consists of a review of
ea~h loan application by cne of the more than 50 Prudential
fieid oifices located throughout the couwatry -during which
Prudential's previously established financial standards and
Frocecdures for evalvating mortgage lean.investments zre as-
plied. According to your memorandum, this stage will remain
vacrang:2d; there would bhe no consideratian whatsoever of



132

=2~

-whether the project for which the loan has been requested
will be developad- or improved with union or non-union labor.

° You specifically state that Prudential's field offices wilil
be "instructed not to favor, or to discriminate against,
proposed mortgage loans on the basis of whether improvements
on the property will or will not be constructed with union
labor".

Once a proposed mortgage investment is approved and recom-
mended by a field office, it is sent to the corporate office
of the Real Estate Investment Department for corporate re-
view. Initial review at this second stage would be performed
by a real estate analyst who, like the field office, would
consider the proposal solely on the basis of its economic
merits, without regard to, for example, whether the property
would be constructed or improved with union or non-union
labér. Upon approval by the analyst, the proposed loan

would be forwarded to the corporate officer in the Real

Estate Investment Department responsible for mortgage loan
activity. At this point in the second stage of the approval
process, the question whether the project contemplates using
union labor would be considered for the first time. According
to your memorandum, such consideration would only be for the
purpose of determining whether the loan funds would come from
Prudential's general account, its union preferred actount or
its union neutral account. :

At the same time, consideration would also be given to the
amount ¢ cash avzilable in each account for iavestment pur-
poses and the diversification reguiremant of each account.
With regard to diversification, your memorandum expressly
states that emphasis will be placed on maintaining portfolios
which are not overly concentrated in mortgages secured by
_..any one type of property (e.g., oifice buildings, warehouses
or shopping centers, etc.) or mortgages cécured by pioperty™ — ~~ 77"
concentrated in any specific geographic area. You indicate
that Prudential will not make a commitment to any participating
employee benefit plan to direct its investments to a region
containing union members participating in that plan.

Finally, you state that, even though Prudential will make
every effort to place orly union built projects in the unicn
preferred account, in the event a specific project placed in
that account uses non-union labor, the investment would none-
theless remain in the union preferred separate account. Thus,
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no absolute guarantees would ‘or could be given by Prudential
that_the union preferred account would invest exclusively in
union ohAly projects, but, rather, Prudential would merely
promise to use every effort to see that such a result were
cbtained. - : ' .

Once the corporate office of the Real Estate Investment
Department has approved a proposed loan application, unless
the loan is for less than a specified amount, a third stace
process of review and final approval would be undertaken by
Prudential's Finance Committee.

In our view, this approach, as outlined in your memorandum,

would not be inconsistent with the requirements of §404 of .

ERISA merely because investments allocated to one of the new
accounts. are expected to consist primarily of mortgage loans
on properties that are developed or improved only with union
labor. .If you have any additional questions with regard to

our views on this matter, please do not hesitate to contact

either .me or members of my staff.

Sincerely,

Ian D. Lanoff

Adninistrator

Pension and Welfare
Benefit Programs
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~rustees of the Twin City
Carpenters and Joinexs
Pengion Pund
2850 Metro -DTiN®-- e ACMRTGIEEE s
Suite 404 = -°-
Blooningtom, Minnesota 55420

Gentlenon:

The Department of Labor has responsibility for aduinigtration
and enforcemant of Title I of the Employee Retirwmant :
Incoma Security Act of 1974 (ERTEA). TitisT-sstabliztes.:

The Misr =t
Admintistratisa has recently oconciwded mn-

regarding ) pation of your plan and the
plaos ina . espeassred by she K
Yamily -designed "t0 provide fu B

eguity participation loans for the construction and
rehabilitation of low and modarate incoms housing in the
cities of Ninnespolis and St, Psul. . S

Based on the fagtas gathersd during this investigatioa, and. ..
cubject to the.possibility that additismel infermmiien magriy-
lead us to revise our views, it appears that, as trustesse-
you will be’breaching your fiduciary cbliigations to the

plan if you commit plan assets to the project as it is
presently conceived. The purpose of this letter is to
advise you of our finuinge and to give you an opportunity

to reconsider your position prior to committing funds to

the project, .

As we understand the facts, many of which were provided by
you and officials of the Fanily Rousing Yund during the

course of our-investigation, your plan, two other employes
benefit plank smubject to coverage of ERISA, one municipal
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employee benefit: plan not subject to the coverage of ERISA,
the McKnight Foundation and the cities of Minneapolis/

St. Paul (using funds provided by am urban development
action grant (UDAG)) propose to make available, through

the Family Housing Fund, 30% of the funds necessary to
construct 1600-1800 new, and substantially rehabilitate
1200-1400 existing, units of residential property inm the
Minneapolis/St. Paul area. The remaining 70Z of the funds
will come from the sale of municipal bonds by the cities
of Minneapolis/St. Paul. Funds provided by the plans and
the McKnight Foundation, which will be secured by a

Family Housing Fund Note, will not be structured as would
2 conventional mortgage, but, rather, would be in the form
of an equity participation loan wheredy no return on
either primcipal or interest would be realized until houses
are sold by the original buyers. .

It is contemplated that the main source of funds for the
return on investment to be realized by the plans will be
the appreciation of the property between the time it is
constructed and the time it 1s sold by its first buyer.
As a method of guaranteeing a return to the plans, UDAG
has agreed to receive no return on either its principal
investment or interest until all principal has been repaid
to the plans as wéll as a “profit" equal to an annual
interest rate not to exceed 13%, To further imsure that
the plans receive a return on investment equal to 13X a
year, the McKnight Foundation has agreed to accept a lower
interest rate, estimated to be in the range of 3% to 7%,
depending on the appreciation of each piece of property.

Purchasers of homes financed by these equity participation
loans will make lower mortgage payments than would be the
case if the entire mortgage were conventionally finamced.
This is true because principal and interest payments will,
in effect, be based on only 70% of the total mortgage .
amount; that money accumulated through the sale o municipal
bonds. Thus, one of the main goals of the program is to
provide housing at a reduced rate to those who otherwise
might not be able to aifford it. -

The ultimate success of the program is based om many assumptions
and variables. For example, one individual connected with

the Department of Housing and Urban Development had stated

that for the program to operate as designed without a§d1txonal
funding, the proposed revenue bonds would have to be issued
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at an interest rate of no more than 10 3/4%. AlSo; Ehl- o
pProgram contemplates an average appreciation rats of 7%

on cack of the units and has assumed a prepayment rate

of 140% of the actual rate of prepayment for all FHA

insured mortgagescfrom 1957-1977. It has been statsd

by officials connested with the Farily Housing Fund that

these assumptions are conservative in light of recent ~ .
experiance in-ths ainneapolis/st, Panl aresy™ Ther-Pagydilims -
experience yelisd on, however, is experience based on

statistics using the Metropolitan area as & whole and.. .. .

doas not maks special allowances for the fact that T
+t.e oregages herc, i:r effect, will be subsicizesd, thus
potentially adversely affecting the prepayment rate, and
that large percventages of the houses built will be
in depresssd xreas, thus potaatially lowerisg the rats af
appreciation or, possibly, resulting ia agtuat .

Ry
v A0 T e

the programjihimerver, the Separtmeat.
Developmant ‘Sas Teservdd tha -Tight vo hif

at any time if it determines that ingufficient
the newly comstructed housimg is being.
incone familiss, No projestions-have- 3

an overmll depreciation of the property and, evena in the
best of situatiocns, the plan's xeturn is cepped.at 1}

. e d TN ..
. R o - : m oy 'Y= v
As the program is structured, the Pamily Nousing Yunis
which the plans will hold, will oocupy & subordinate
poeition to the Program Notes which will securs the funds
obtained through the sale of municipal bonds. Therefore,
in our view, as well as in the view of an investment advisor i
to one of the plans, the plans' security position will be :
rouchly equivalent to that of the holder of a second mortgage. -

pased on these facts, and others disclosed in our investigation,
we have conlcuded that plan fiduciaries based their decision-
to tentatively parsdésipate in this program, in substantial

part, on factors other than a strictly sconcaic analysis
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of what investment opportunities would be in the best o
{nterest of plan participants and beneficiaxies. While
tze Department is rct cpposec O employec benefit planc
investing An housinc, mortgages Or any other type of
secure investment, it is our view that tne considerations
which lead t0 the spproval of any irmwestment must, in
the first instance, be based solely on econoaic factors )
relating ta-Rhat dinvestment, such as peszibiifty ofciutn" Lt
and risk of ‘ioss. In this regard, it should be néted
that conventional first mortgages not only currsatly
yield returms in excess of 138 a year, but also result
i- pazments on a © -+ bzsis whichiare rot depercent cr
any future sale of ~ property. Based orn the incressed
risk, sarketplace returns fox second EOTtGMPes. 4TS

higher

program
. ERIEA,. FA) and -
and (3) ¥ ocis ST i
Subject to sections 403(c) and (4), 4042 and 4044, -
a fiduciarxy shall discharge his duties with A F
to a 4 in the interestef the 7
and es and — T ™7

(A) for the exclusive purpese ofi -
(4) providing bensfits to participants . .. =-
and bencficiaries; and
(i1)defraying reasonable expanses of -
adminigtering the plang s
(B) with the care, skill, prudence and 4diligence
under the circumstances then prevailing that
a prudent men acting in a like capacity and
familiar with such natters would use in the
conduct of an enterprise of a like character
and with like aimsy

;e have provided the rorecoing statencnis of our views

to help you evaluate your obligations as £iduciaries
within the peaning of ERISA. Should you wish to discuss
this matter furthar, representatives of the Departsent will
be happy to meet with you at any time to more fully explain
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our views-#nd to be appraised of any sdditional information
you might care to profide. The person to contact within
the Department with recard to thic matter is Vircinia
Aartlect, who smay be reached at (202) 523-6545.

Sincerely,
- A

Ian D, Lanoff ,
Administrator’
DPenczier and Welfare
oveneils Programs
cc: Lanoff Info Enforcement Chron Minneapolis a0
Chicago RO Gewin Bartilsetit BOL A gher). . -

—— . Lt e
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Ivan Strasfelé
(202) 523-8971

Doty ic 1ne ATte"1lv o°

MR LS B

Mr. Ralph P. Katz
Delson & Gordon

230 Park Avenue

New York, K.Y. 10169

Re: Annuity Fund of the Electrical Industry
of Long Island
Identification Number: F-1998A

Dear Mr. Katz:

This is in reply to your request of June S, 1981, for an advisory
opinion on behalf of the Annuity Fund of the Electrical Industry
of Long Island (the Fund) concerning the Fund's proposed
investment in guaranteed investment contracts of insurance
companies who would obligate themselves to invest in construction
mortgages in the geographic area of the Fund. Specifically, you
requested an opinion that the purchase of these contracts would
not contravene the fiduciary responsibility provisions of the
Employee Retirement Income Security Act of 1974 (ERISA).

You represented in your letter of June 5 and in subsequent
correspondence with the Department that the Fund is a defined
contribution plan in which all eaployer contributions are
credited to individual accounts in the names of participants for
whom money has been paid. The trustees of the Fund ‘intend to
invest in guaranteed investment contracts (GICs) of insurance
companies who would promise to invest in construction mortgages
for commercial, industrial and residential land and structures in
Nassau and/or Suffolk Counties, New York, engaging only
contractors who are parties to collective bargaining agreements
with unions affiliated with the Building and Construction Trades
Council of Nassau and Suffolk Counties, New York, A.F.i. - C.I.D.
The trustees reason that these coatracts will stimulate
construction activity and thereby increase contributions to the
Fund. We understand from your correspondence that the trustees
will seek bids from insurance companies on contracts with and
without this provision and that the trustees would only enter
into contracts offering the highest return. In computing total
return, the trustees vill take into consideration income earmed
on employer contributions made possible or stimulated by the
insuggnce company's obligation to invest in coatruction projects.

Sections 5.01 and 5.02 of ERISA Procedure 76-1 (41 FR 36281,
August 27, 1976) provide that the Department of Labor (the
Departnent) ordinarily will not issue advisory opinions on :ihe
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- ~aoplication of section 404(a) to particular fiduciary conduct or

on questions whic: are of an inherently factual nature. fFor
these reasons and because the Department has expressed general
views which are relevant to the type of transaction involved in
this case, we are responding to your raquest in the form of an
information letter, wnich is described by section 1.0l of ERISA
Procedure 76-1.

In performing investment duties for a plan, fiduciaries are
subject to the general fiduciary responsibility standards
contained in section 404(a)(1l) of ERISA. Section 404{a)(l}
reguiries, among other things, that a fiduciary of a plan act
prudently, solely in the interest of the plan's participants’ and
beneficiaries, and for the exclusive purpose of providing
benefits to participants and beneficiaries. As ydu know, the
Department, on a numdber of occasions, has expressed its views as
to the meaning of these requirements in the context of investment
decision-making.

We have stated that, to act prudently, a plan fiduciary must
consider, among other factors, the availability, riskiness, and
potential return of alternative investments for his plan.
Because  guaranteed investment contracts are investments which
would be selected, if at all, in preference to alternative
investnents, a contract would not be prudent if it provided a
plan wvith less return, in comparison to risk, than comparable
investments available to the plan, or if it involved a greater
risk to the security of plan assets than other investments
offering a similar return. -

We have construed the requirements that a fiduciary act solely in
the interest of, and for the exclusive purpose of providing
benefits to, participants and beneficiaries as prohibiting a
fiduciary from sudordinating the interests of participants and
beaeficiaries in their retirement income to unrelated objectives.
Thus, in deciding whezher and to what extent to invest in
guaranteed investment contracts, a fiduciary must ordinarily
consider only factors relating to the interests of plan
participants and beneficiaries in their retirement income. A
decision to make an investment may not be influenced by a desire
to stimulate the construction industry and generate employment,
unless the investment, when judged solely on the basis of its
economic value to the plan, would be equal or superior to
alternative investments available to the plan. 1In this regard,
we note your representation that it is for the purpose of
maximizing trust fund income that the trustees seek to obtain the
investment commitment from the insurance companies in addit:on to
a commitment for tne pavment of interest.

-
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- The potrtion of your proposal which computes total return by
taking into account income estimated from the investment of
additional contributions generated by a particular investment
contract appears speculative in nature and may be inconsistent
with the fiduciaries' duty to judge a particular investment
solely on the basis of its economic value to the fund. Although
you make representations regarding the Fund‘'s ability to quantify
the value to partfcipants of the additional income generated from
the investment cormitment, it does not appear from your numerous
submissions that the Fund could accurately compute the direct
impact of the commitment on each participant's individual
account. Of course, it remains the responsibility of each Fund
fiduciary to analyze investment alternatives in a manner ,
consistent with the requirements of section 404(a)(l) of ERISA.

With respect to your inquiry corcerning the prohibited
transaction provisions of ERISA, section 406(a)(l)(B) provides
that a fiduciary with respect to a plan shall not cause the plan
to engage in a transaction, if he or she knows or should know
that the transaction constitues a direct or indirect lending of
money or other extension of credit between the plan and a party
in interest. Section 406(a)(1)(D) similarly prohibits a
fiduciary from causing a plan to engage in a transaction, if he
or she.knows or should know that the traansaction constitutes a
direct or indirect transfer to, or use by or for the benefit of,
a party in interest, of any assets of the plan. The term “"party
in interest® is defined by ERISA section 3(14) to include a
fiduciary and an employer any of whose employees are covered by
the plan. Further, section 406(b){l) of ERISA prohibits a
fiduciary from dealing with the assets of a plan in his or her
own interest or for his or her own account. Section 406(b)(2)
prohibits a fiduciary from acting in any transaction involving
the plan on behalf of a party, or representing party, whose
lnterests are adverse to the interests of the plan.

ERISA Interpretative Bulletin 75-2, 29 CPR §2509.75-2, expresses
the general proposition that if an insurance company issues a
contract or policy of insurance to a plan and places the
consideration for such contract or policy in its general asset
account, the assets of such account shall not be considered to be
plan assets. Therefore, a subsequent transaction involving the
general asset account between a party in interest and the
insurance company will not, solely because the plan has been
issued such a contract or policy of insurance, be a prohibited
transaction. However, this does not mean that an investment of
plan assets in an insurance contract may not be a prohibited
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.. transaction. Thus, the purchase by a plan of an insurance policy
pursuant to am arrangement under which it is expected that the
insurance company will make a loan to a party 1in interest is a
prohibited transaction. ’

We hope this information has been helpful.

Sincerely,

Alan D. Lebowitz

Assistant Administrator for
Fiduciary Standards

Pension and welfare Benefit Programs
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U.S. Department of Labor Laccr-Matagement Sernces AGm:risiraon

—
washngica D C 20216 PANY

Seply 10 i~2 Altention of

L1 el

Mr. William J. Chadwick
Paul, Hastings, Janofsky & Walker
22nd Floor, 555 S. Flower Street
Los Angeles, CA 90071

Re: Pacific Mutual Life Insurance Company (the'Insure:)
Exemption Application No. D-3272

Dear i“r. Chadwick:

The. Department of Labor (the Department) has reviewecé the
above referenced application for exemption from the prohi-
bitions of section 406 of the Employee Retirement Income
Security Act of 1974 (the Act) and from the sanctions
resulting from the application of section 4975 of the Internal
Revenue Code of 1954 (the Code). Uader Reorganization Plan
No. 4 of 1978 (<3 FR 47713, October 17, 13978) effective
December 31, 19738, thne authority of the Secretarvy of the
Treasury to issue rulings and exemptions under section 4975
of the Code, with certain exceptions not here relevant has
been transferred to the Secretary of Labor.

The transaction involves the proposed investment by separate
accounts (the Separate Accounts) managed by the.Insurer in
real estate mortcage ioans to owners of real proper=y whern
(1) pension plans; particularly multiemployer plans, :iavest
in the Separate Accounts and (2) employers of plan parsic:i-
pants or affiliates of such employers (collectively, the
Laployers) may coastruct imgrovements on such real prcgerty.

The application states that (a) the Separate Accounts
not invest in mortgage loans to the Employers or to ¢
parties in interest with respect to the plans (the Fla:
which invest in the Separate Accounts; (b) the mortgave
loans will be secured Y, income-producing properties :ocated
in the geographical areas covered by the Plans; (c} <.e
mortgage loans will be made to borrowers who intend ¢
construct improvements using union labor if the Insurer
previously determines that investing in such loans wili o
consistent with the fiduciary requirements of section 4l

of the Act, in that all mortgage loans will be subjecz =
same standards wicthout regard to whether constructic
be by union or non~union labor; (d) as a resuit of =
emphasis on union-built projects and the geograrhicatl
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Mr. William J. Chadwick
Page 2

concentration of the investments, the mortgage loans .may
benefit the Employers who may construct the improvements;

(e} no arrangemenzs to have specific Employers construct the
improvements are contemplated; (f) no Plans or Employers
will have a controlling influence over the Separate Accounts'
decisions; (g) the Insurer, as investment fiduciary, will
exercise sole discretion over all assets in the Separate
Accounts;  (h) no more than 15% of any Plan's assets may be
invested in a Separate Account; and (i) no multiemployer
plan may have a greater than 25% interest in a Separate .
Account.

As you know, 29 CFR §2509.75-2 provides that generally a
transaction between a party in interest with respect to a
plan and a corporation or partnership in which such plan has
invested would not constitute a prohibited transaction if
there is no prior understanding between the plan and the
corporation or partnership regarding the subsequent trans-
action between the corporation or partnership and the party
in interest. However, such transaction would be prohibited
if it is of the type described in section 406 of the Act

. and either the plan alone or the party in interest and
certain related parties in interest, with the plan's aid,
may require the corporation or partnership to engage in the
transaction. The related parties in interest are those
described in section 3(1li)(E) through (I) of the Act.

Thus, for example, as stated in the preamble to Part B of
Prohibited Transaction Exemption 76-1 (PTE 76-1, 41 FR 12740,
12743, March 26, 1976), the Department believes that a loan
by a multiple emplover plan to an owner of real property who
is not a party in interest with respect to such plan would
not constitute a prohibited transaction even if the loan is
for the purpose of enabling such property owner to construct
improvements on such real property and the property owner
contracts with an employer participating in the plan to
construct the improvements. However, the Department also
states (same paragraph) that such a loan may give rise to

a prohibited transaction if, for example, the loan is made

in the context of an arrangement for a specific participating
employer to furnish a portion of the construction, and such
employer has a controlling influence over the plan's decision
to make the loan. '

It is the Department's view that the proposed investments
described in your application are similar to those described
in the preamble to Part B of PTE 76-1 and are subject tc the
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orovisions of section 2%509.75-2 of the regulations. In this
regard, determinatiors must be made as to whether a mortga.:e
loan is made in the context of an arrangemen: for a specific
Employer to furnish a portion of the construction; ana wheth«
the Separate Account mav be required to invest in & zarticuic
mortgace by either a Plan alone or an Employer and sacrtizs :n
interest within the meaning of section 3(14)(E) throtgh (1)
of the Act, with the aid of a Plan. Because these guesticns
are inherently factual in nature, the Department generally
will not issue opinions on whether investments of this type
neet the conditions of section 2509.75-2 and hence are not
prohibited transactions (see section 5.01 of our Advisory
Opinion Procecdure, ERISA Proc. 76-1, 41 FR 36281, August 27,
1976) . . .

v

The Insurer or other appropriate named fiduciaries must
determine in light of all the relevant facts and circumstancuc
whether the proposed investments by the Separate Accounts
satisfy the conditions o section 2509.75-2 of the regulations.
If these conditions are satisfied, no administrative exemption
would be necessary for these investments. Accordingly, vour
exemption application will be closed by the Department

without further action.

With respect to the union-labor and geographic considerations
recarding the loans mentioned above, we wish to point out
that section 404(a) (1) of the Act requires, among other
things, that a fiduciary of a plan act prudently, solely

in the interest of the plan's participants and beneZiciaries,
and for the exclusive purpose of providing benefits to
participants and beneficiaries, when making investment
decisions on behalf of a plan.

In order to act prudently in making investment decisions,
the Insurer must consider, among other factors, the
availability, riskiness, a2nd potential return of 2lternativs
investments for the Separate Accounts. However, inves:ing
plan assets in mortgage 1oans meeting the above-menticned
union-labor and geographic criteria would not satisfy secticn
404(a) (1) if such loans would provide the plan with less
return, in comparison to risk, than comparable investments
available to the plan or if such loans would involve a
greater risk to the security of plan assets than other
investments offering a similar return.
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“fWe have construed the requirecments that a fiduciary act
soiely in the interes: of, and for the exclusive vurpose
of providing benefits zo, participants and beneficiaries
as prohibiting a fiduciarv from subordinating the incerests
of participants and beneficiaries in their retirement iavorc
_to unrelated objectives. Thus, in deciding whether and to
what extent to invest in mortgage loans, a tiduciary musc
ordinarily consider cnly factors relating to the interes:zs
cf plan participants and beneficiaries in their retiremenc
incomes. A decision to make a mortgage loan may not he,
influenced by a desire to stimulate business in & part:cular
geographic area or to encourage use of union labor unless
the loan, when judged solely on the basis of its economic
value to the plan, would be equal or superior to alternasive
investments available co the plan. The proposed investment
by the Separate Accounts in mortgage loans involving union
labor and properties located in specified geographic areas
may operate to limit potential investment opportunities for
the plans whose assets are held in the Separate Accounts.
To the extent that the fiduciaries restrict their. consicer-
ation of investment opportunities for non-economic reasons,
we would view such conduct as inconsistent with their duties
under section 304(a) (1) of the Act. Please note that both
the fiduciaries who make investment decisions on behalf
the Separate Accounts and th2 independent fiduciaries or
cach plan who “ecide to invest part of the plan's assets
in a Separate Account are subject to these fiduciary
responsibility standards.

zz

If you have any questions, please contact Mrs. Miriam Freund,
U.S. Department of Labor, phone number (202) 523-897!..

Sincerely,

Jeffrey N. Clayton
Administrator
Pension and Welfare Benefit Programs
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AG 2 1982

" vaniel £, V'Sullivan,
Presidenc
Uaion Labor Liie
Insurance Company
030 Third Avenue
Jew York, &Y 10Ju2

Ogar Mr, O'Sullivan:

Taank you for tue lettexr from you and your collesagus dated
July 1, 1982 seeking ciarification of a position taken by the
uagpartment in previous correspondence with Union Labor Life
Insurance Campany (ULLICO) ragarding the Exployee Ratirement
Incoud Security Act of 1374 (ERISA).  You seak to resolve an
issuc raised in a June 2, 1980 letter by the then Administrator
or the Pension and Welfare Genefit Proyrams in which it was
suggested that the operation of the "J for Joba® program, a
wortgaygs separate account, migat be inconsistent with the
roguirewents of gection 404(a) (1) of ZSRISA.

i nave been informed thias stal was based on information
which was availablae to the departnent - namaly that the stated
policles of ULLICO were to limit investments in the “J for Jobs"
poolad separate account to those projects that were coastructed
wy contractors cuploying APL-CIO Building Trades Union members
and to direct such account investments back to the geographical
aréas whera they originated. The racord reflects that subse-
quently there were meetinys between representatives of the
Uapartment and VALICO to discuss the concerns voiced in the
Ucpartment's Juna 2, 1950 lettar. Ila your letter to me you
inajcate that ULLICO provided statistical data which "demon~
atrated oeyond any Jdoubt that the conduct of the 'J for Jobs'
Jrogram produced a 'rate of return which exceedead the iandustry
average and other market indices by substantial margina.* You
conclude by notiny tnat “no ruling has aver been finalized as
to whether, in fact, this Company's 'J for Jobs'® program ..."
is operatea in compliance with the general fiduciary duty rules
of gection 404 of RISA.

Section 404 (a) (1) of zRISA provides, in relevant part, that a
fiauciary sumall discharge nis uuties with respect to a plan
solely in the interest of the participants -and benaficiaries,
for the exclusivée purpose of proviuing benefits to participants
ana their beneficiaries, defraying roasonable expenses of
acninistering tho plan and with the care, ekill, prudence and
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C Fage Two'

Jiligunuce unuer the circuastances then pravailing that a pruaent
inan acting in a like capacicy ana familiar with such racters
would ase in Lue cvouduct of an enterprise of a like character
aia with iike aims. while this section doas not exclude the
provision of ancicencal benefits to others, the protection orf
rotiremeat incowc is, ana must continue to oe, the overriding
social objective woverniny the investment of plan assets. ‘The
Uopartment hasd taxon the position that fiduciary considerations
sucu a¥ inveswenc performance may not properly be sacrificed 4
in ordexr to advance tie social welfare of a group or region;
nowsver, an investwent ig not impermissible undaer ERISA solely
because it has docial ucility. If the socially benaficial
invastrient maets objective investment criteria which are
appropriate to the jcals of a poolud separata account, it ray

we considered in tiic same canner as other investments waica meat
uiese criteria.

the Jepartmenc's prior expression of concern was lLowever directed
at this asgect of tie general fiduciary duty provision of soction
404 (a) (1) of ZRISA. (amsly, operatiny an investment program that
-ules out certain investmenca completely., It is difficult to
justify an invesuuent policy of exclusion on the basis of aon-
opjoctive economic iuvestument criteria, whetner the exclusion

is ot union oryanizeu companies or non~organited companies, with
tue LRISA staadaerds that plan aseets be tanaged prudently, solely
in the interest of the participants and for tne exclusive purpose
of payiny beaefits. Any inveswment program which for so called
social purposaes exciudes iLvestment posaibilities without coasi-
daration Of thair vcenomic and financial merit would, in our
view, ve inconsistent wich ERISA's fiduciary standards. No
aacitionas infornation ias been fortnhcoming frowm your company
whicu addresses tnig cencral concern. Accordingly, I can find
120 Lasis for alterin; the position expresscd by the Department

ia lcs letter of June £, 1330.

dincerely,

Jefirey i, Clayton

sdimministracer

Pensica and waliare
venefit Projyraus
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ocT 23 1986

Ralph P. Katz
Delson & Gordon

230 park Avenue
New York, NY 10169

Re: Annuity Fund of the Electrical Industry of Long Island
Identification Number: F-2521 .

Dear Mr. Katz:

This is in response to your letter of September 23,-1982, in
which you requested clarification regarding the application of
the prohibited transacdtion provisions of the Employee Retirement
Income Security Act of 1974 (ERISA) to a proposed investment
by the Annuity Fund of the Electrical Industry of Long Island
(the Fund). Specifically, vou inquired whether a prohibited
transaction would occur if the trustees of the.Fund made an
investment which was part of an overall agreement obligating
an insurance company to invest a specified amount of insurance
company assets in construction mortgages within the geographic
jurisdiction of the union whose members are participants in
the Fund. The agreement would further require the insurance
company to make such investments in comnstruction projects
employing only labor represented by unions affiliated with the
AFL-CIO. You state that the trustees will make the investment
after determining that the investment rate of return is equal
to or greater than similar investments bearing similar risks.

Section 406 (a) (1) (D) of ERISA prohibits a fiduciary with
respect to a plan from-'causing the plan to engage in a trans-
action which the fiduciary knows or should know constitutes a
direct or indirect tramsfer to, or use by or for the benefit
of, a party in interest, of any assets of the plan. Section
406 (b) (1) and (2) of ERISA further prohibit a fiduciary with
respect to a plan from dealing with the assets of a plan in
his or her own interest or for his or her own account, or
acting in any transaction on behalf of a party or representing
a party whose interests are adverse to the interest of the
plan or its participants.

Section 3(14) of SRISA defines the term party in interest to
include a fiduciary, an employer any of whose employees are
covered by the plan and any employees of such employer. .

We wish to peint out, as we have done in prior correspondence
regarding this matter, that ERISA's general standards of




fiduciary conduct apply to, your proposed investment course of
~-action. Sections 403(c) and 404(a) (1) of ERISA require, among
other things, that a fiduciary of a plan act prudently, solely
in the interest of the plan's participants and beneficiarjes,
and for the exclusive purpose of providing benefits to partic-
ipants and beneficiaries. As you know the Department, on a
number of occasions, has expressed its views as to the meaning
of these requirements in the context of investment
decision~making.

We have stated that, to act prudently, a plan fiduciary must
consider, among other factors, the availability, riskiness,
and potential return of alternative investments for his plan.
Because the investment you propose causes the plan to forego
other alternative investment opportunities, such an investment
would not be prudent if it provided a plan with less return,
in comparison to risk, than comparable investments available
to the plan, or if it involved a greater risk to the security
of plan assets than other investments offering a similar
return.

We have construed the requirements that a fiduciary act solely
in the interest of, and for the exclusive purpose of providing
benefits to, participants and beneficiaries as prohibiting a
fiduciary from subordinating the interests of participants and
beneficiaries in their retirement income to unrelated objec~
tives. Thus, in deciding whether and to what extent to invest
in a particular investment, a fiduciary must ordinarily
consider only factors relating to the interests of plan
participants and beneficiaries in their retirement income..

A decision to make an investment may not be influenced by a
desire to stimulate the construction industry and generate
employment, unless the investment, when judged solely on the
basis of its economic value to the plan, would be equal or
superior to alternative investments available to the plan.

Thus, it would not be inconsistent with the requirements of
sections 403(c) or 404 of ERISA for plan fiduciaries to select
an investment course of action that reflects non-economic
factors, so long as application of such factors follows
primary consideration of a broad range of investment oppor-
tunities that are, economically, equally advantageous.

Based on the representations made in your letter, it does not
appear that the arrangement you describe would involve a
prohibited transaction of the kind described in sections

406 (a) (1) (A), (B) or (C) of ERISA (relating to sales, leases

or other exchanges of property, loans or other extensions of -
credit and the furnishing of goods, services or facilities).

In addition, it does not appear that the arrangement involves

a direct transfer of plan assets to, or use of plan assets by
or for the benefit of, a party in interest of the kind described
in section 406(a) (1) (D) of the Act. Nonetheless, it is
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reasonable to infer that the arrangement will result in some
henefit to parties in interest with respect to the plan, :i.e.
contributing employers and their employees. Thus, it is
necessary to determine whether the arrangement would involve

an indirect use of plan assets for the benefit of a party in
interest. In the circumstances you describe, where the
arrangement would be prohibited, if at all, solely as an
indirect use of plan assets for the benefit of a party in
interest,*/ the Department believes that it is appropriate to
examine the facts and circumstances surrounding the plan's
investment to determine whether it is made for the purposes of
providing such a prohibited benefit. Since this is an inherently
factual determination, the Department is not prepared to issue
an advisory opinion regarding the specific arrangement desgribed
in your letter. In our view, however, a plan investment which
is made subject to a condition which can reasonably be expected
to result in a benefit to one or more parties in interest
would violate section 406 (a) (1} (D) (as well as sections 403

and 404 of the Act) if it involves greater risk or a lesser
return to the plan than a comparable transaction that is not
subject to such a condition.

This letter constitutes an advisory opinion under ERISA Proc.
76-1. Accordingly, this letter is issued subject to the
provisions of that procedure, including section 10 thereof,
relating to the effect of advisory opinions.

Sincerely,

Elliot I. Daniel
Assistant Administrator for
Regulations and Interpretations

*/This kind of arrangement should be distinguished from a plan
investment made subject to a condition which in effect makes
the transaction an indirect sale or loan.
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U.S. Department of Labor Otlice of Penston and Weitare Benefn Programs
wastungton. 0C. 20210

218 1dys”

Mr. William K. Ecklund

Felhaber, Larson, Fenlon and Vogt
900 Conwed. Tower

444 Cedar Street

Minneapolis, MN 55101

Re: St. Paul Electric Construction Pension Plan
Exemption Application No. D-6109
Electrical Workers Local 292 Pension Plan and Annuity
Plan
Exemption Application No. D-6110
Twin City Carpenters and Joiners Pension Fund
(collectively, the Plans)
Exemption Application No. D-6111

Dear Mr. Ecklund: -

The Department of Labor (the Department) has reviewed the
above referenced application for exemption from the prohi-
bitions of section 406 of the Employee Retirement Income
Security Act of 1974 (the Act) and from the sanctions
resulting from the application of section 4975 of the Internal
Revenue Code of 1954 (the Code). Under Reorganization Plan
No. 4 of 1978 (43 FR 47713, October 17, 1978) effective
December 31, 1978, the authority of the Secretary of the
Treasury to issue rulings and exemptions under section 4975 of
the Code, with certain exceptions not here relevant, has been
transferred to the Secretary of Labor.

The transaction involves the proposed investment of the Plans'
funds in the Mortgage Security Pund R (the Fund), a collective
investment fund established by Union Bank and Trust Company of
Minneapolis (the Bank), which would then make five year home
improvement loans (the Loans), secured generally by
residential second mortgages, to parties in interest with
respect to the Plans. The intereat rate to be charged to
borrowers for the Loans would be two and one-half percent
above the rate for five year U.S. Treasury Notes at the time
the Loan is made. The gross rate of return to the Fund would
therefore amount to two and one-half percent above the U.S.
Treasury Note rate. The net rate of return to investors in
the Fund would be the gross rate less one percent, since
one-half percent would be used to pay for Loan insurance and
one-half percent would pay the Bank's servicing fee.
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Oon the basis of the facts submitted and representations made,
the Department has tentatively decided not to propose the
requested exemption.

Among the factors considered in the tentative decision not to
propose the requested exemption are:

.1} The Department has not been persuaded that the net rate of

return to the investors in the Fund represents the fair market
rate for similar investments. In this regard, you have 4
provided certain information relating to FNMA second mortgages
and FHLMC Home Improvement Loans. You represent that the
quoted rate for the FNMA and FHLMC loans represent gross rates
of return and that such gross rates do not include. servicing
and insurance expenses. You further represent that inclusion
of such expenses would result in a net rate of return that
would be lower than the net rate of return that an investor
would receive by investing in the Fund. The Department has
been advised, however, that quoted FNMA and PHLMC rates do not
represent gross rates of return, but reflect net rates of
return to FNMA and FHLMC as investors. Servicing and
insurance costs constitute additional expenses which are paid
by the borrower. These net rates of return to FNMA and FHLMC
as investors appear to be higher than those available for the
Plans investing in the Fund. .

You also represent that no other financial institutions in the
Minneapolis-St. Paul area originate five year loans secured by
residential second mortgages. . It has come to the Department's
attention, however, that other financial institutions in the
Minneapolis-St. Paul area do, in fact, originate loans for
five years which.are secured by residential second mortgages,
and which appear to yield a higher rate of return on a net
basis to the investor than the rate of return that would be
provided to Plans investing in the Fund.

2) In light of the information discussed above and the fact
that the Bank is partially owned by several building and
construction unions located in the Minneapolis-St. Paul area,
the Department is concerned as to whether the Bank would be
able to provide the independent judgment and reasoned
objectivity required by a plan fiduciary in the decision-
making process. In this regard, sections 403(c) and 404 (a) (1)
of the Act require, among other things, that a fiduciary of a
plan act prudently, solely in the interest of the plan's
participants and beneficiaries, and for the exclusive purpose
of providing benefits to participants and beneficiaries. :in
deciding whether and to what extent to invest in a part:cular
investment, a fiduciary must ordinarily consider only fac:zrs
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relating to the interests of plan participants and
beneficiaries in their retirement income. A decision to make
an investment may not be influenced by a desire to stimulate
the construction industry and generate employment, unless the
investment, when judged solely on the basis of its economic
value to the plan, would be equal or superior to alternative
investments available to the plan.

On the basis of the foregoing, the Department is .unable to
conclude that the requested exemption is in the best interest
of the Plans and their participants and beneficiaries.

ERISA Proc. 75-1 (40 FR 18471, April 28, 1975) provides that
an applicant is entitled to a conference in Washington, D.C.
in the event that the Department contemplates not proposing
the requested exemption. If you desire a conference, please
notify the Department in writing at the address set forth
below, or contact Mr. David Lurie, U.S. Department of Labor,
phone (202) 523-8194 to arrange for the time and place of the
conference. A request for a conference should be received
within 30. days of the date of this letter.

At the conference, .you should be prepared to discuss any
matter which you believe will support a decision to publish
the requested exemption in the FEDERAL REGISTER for comment.
Any information or arguments that you want considered with
regard to the .referenced application should be submitted in
writing no later than five days before the scheduled time and
date of the conference to the Department. of Labor, Office of
Pension and Welfare Benefit Programs, Office of Regulations
and Interpretations, Room N-5669, 200 Constitution Avenue,
N.W., Washington, D.C. 20210.

In the event a request for a conference is not received within
30 days from the date of this letter, you will be notified
that a final decision has been made not to propose the
requested exemption and that the application file has been
closed. .

Sincerely,

P. Archibald Straub
Chief
Division of Exemptions
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Assisant Secretary
U.S. Department of Labor e Sec

May 27, 1986

The Honorable Howard M. Metzenbaum
United States Senate
Washington, D.C. 20510

Dear Senator Metzenbaum:

This is in zespémse to your letter of May 19, 1986, concerning my’~

reported comments to the Council of Institutional Investors,
about pension fund divestment in securities of companies doing
business in South Africa. The press reports which-you cite are
accurate descriptions of my comments. However, because you state
that my comments are not consistent with prior Department of
Labor interpretations of the law, I believe that it may be
helpful to more fully explain my comments.

The position I have taken with respect to this issue is the same
as has been taken by prior officials of the Department. That
position is that, before a fiduciary of an ERISA covered pension
plan can make a decision to exclude a category of investments for
social purposes, the fiduciary must first make a determination
that the exclusion of such category of investments would not
reduce the rettrn or raise the risk of the plan's investment
portfolio. If such a determination can be made, then social
judgments as to the _composition of the portfolio would be
permissible. In that context, I believe you can understand why I
said "an investment policy that is on its face exclusionary runs
the risk of being on its face imprudent" because, if the decision
to exclude has been made without first doing an economic analysis
of the economic consequences to the plan of such exclusion and
determining that such an exclusjonary policy would not be .
economically harmful to the plan, the fiduciary making such a
decision would be imprudent under ERISA. :

I hope these statements more fully explain my position with
respect to this matter. il B
B T ST L

. ass
Assistant Secreta .

. B
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Mr. Reed Larson

Fresident

National Right to Work Committee
8001 Braddock Road, Suite 500
Springfield, VA 22160

Dear Mr. Larscn:

Secretary Brock has asked me to cespond to your letter o;

June 16, 1986, :in which you raise 2 number of concerns with
respect to investment of persion funds and, in particular, the
application of ERISA to so-called *social investing® practices.

As you are aware, the Department of Labor's Pension and Welfare
Benefits Administration is responsible for assuring that private
pension funds are handled in accordance with the fiduciary
standards embodied in ERISA. The Secretary's letter to you of
May 20, 1986, reiterated the Department's position that eccnomic
considerations must be controlling insofar as pensicn fund
izvestments are concerned. As tkat letter further indicated,
vhere it appears that appropriate scrutiny has been given to

the merits cf an investment from 2n econcmic standpoint, the
fact that the investment has been of incidental beqefit %n )
achieving znother ocbjective wouléd not result in 2 determinaticn
that the investzment was inapprepriate.

The intent of ERISA's prcvisions coverning ficuciary concuct
" and the intent of the principles established ttereunder is =o
perzit a brcad rance of investmerts while asstuzing that Investzent
decisions are cade in the best interests of particirants anc
beneficiaries. We have construed the requirements that a
fiduciary act solely in the interest of, and for the exc;u;xvg
purpose of proviéing benefits to, par=icipants and.benefzc;a::es
as prehikiting a fiduciary Zrom suboréinating the icterests cf
participants and beneficiaries to unrelated cbjectives. qugver,
there is nothing in ERISA which would recuire that the cecisica
to make 2n investment be wholly tninfluenced by the desire zo
achieve such cbjectives, if the investmeat, when judged sclely
on the basis of its econcmic value to the plan, is egqual cr
superior to alternative investmerts availzble.

The view that rncrn-economic benefits may be achieved Incile
the preper investzent of pensien funés is cne of long s

‘under both the Iaternal Reverue Code pricr to the passa

ené
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i
T
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..ERISA &rnd under FRISA. Cleariy, to prohibit such terefits
wvhere the provisions of the law have Leen scrupulously achered
tc would unzecessarily corstrain f£iduciaries in the exercise cf
their investment duties. Such a prohibition coulé result i
specific investment cppor:unities beirg avoided bty fiduciaries

sicply in order to avoid the possibility of an incidental

berefit arising from them.

We appreciate your interest in the Departmernt’s activities in
the area of persicn fund regulation and we trust that we have
made the Deparwmert's views cn the issues which you rzised

sufficiently clear.
Sincerely,

vennis M. FKass
Assistant Secretary

20-518 0 - 96 - 6
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P 16 1as

Mr. Wiliiam K. Ecklund

‘ Felhaber, Larson, Fenlon and Vogt
900 Convwed Tcwer

444 Cedar Street

Minneapolis, MN 55101

Re: St. Paul Electric Construction Fension/Plan
Exemption Application Ko. D-6109
Electrical Workers Local 292 Pension Plan and Annuity
Plan
Exemption Application No. D~6110 ‘
Twin City Carpenters and Joiners Ptjjﬂén Fund
‘{collectively, the Plans)
Exemption Application No. D-61l11

Dear Mr. Ecklund:

The Department of Lebor (the Department) has reviewed the

above referenced application for exemption from the prohibitions
of section 406 of the Employee Retirement Income Security Act
‘of 1974 (the Act) and from the sanctions resulting from the
application of section 4975 of the Internal Revenue Code of
1954. ) -

The transacticn involves the. proposed investment of the Plans'
funds in the Mortgage Security Fund R (the Fund), a collective
investment fund established by Union Bank and Trust' Company of
Mirneapolis (the Bank), which would then mzke five year hcme
improvement loans (the Loans), secured generally by residential
second mortgages, to parties in interest with respect to the
Plans. The intereet rate to be charged to borrowers for the
Lcans would be two and one-half percent above the rate for
five year U.S. Treasury Notes at the time the I.cans are made.
The gross rate of return to the Fund would therefore amount to
- two and one~half-percent above the U.S. Treasury Note rate.
The net rate of return to investors in the Fund would be the
gross rate less one percent which reflects one-half percert
that would be paid for Loan insurance and one-half percent
that would serve as the Bank's servicing fee,

By letter dated December 18, 1985, you were informed that the
Department had tentatively decided not to propose the requested
exemption. Among the factors considered in the tentative
decision not to propose the requested exemption was the

failure to adequately demonstrate that the net rate of retuzn
to the investors in the Fund represents a return comparabie to
similar investments otherwise available to the Plans. In this
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regard, you provided certain information relating to FNMA
second mortgages and FHLNC Home Improvement Loans in support
of your claim that the rate of return to the Plans would be at
least comparable to the rate of return available from similar
loans. ©On June 12, 1986, you provided additional information
comparing the rates of return that would have been earned by
Plans investing in the Fund and ir FNMA and GNMA securities,
as well as a proposal to operate a program such as the Fund by
First Bank of St. Paul, that based a second mortgage program
on VA mortgage rates. You represent that the information you
have provided indicates that the Plans investing in the Fund
would earn a rate of return comparable to similar investments

available to the Plans.

Based on the information you have submitted, the Department is
unable to find that you have provided an objective standard
which establishes a basis for the comparison of the rates of
return on second mortgages in the Minneapolis-St. Paul area
which would indicate that the rate of return to be provided to
the Fund represents a fair market rate of return.

Accordingly, we are unable to determine that the interest
rates on the Loans would provide a fair.market rate of returrn
to the Plans for such investments. Therefore, the Department
is unable to conclude that the proposed transaction would be
in the best interests of the Plans and their participants and
beneficiaries, as required under section 408(a) of the Act.

We also note, that with respect to the operation of the Fund
in-general, the making of loans that would indirectly benefit
parties in interest tb the Plans, e.q., contributing employers
or sponsoring unions, may result in violations of section
4c6(a) (1) (D) of the Act. Thus, a plan investment which is
made subiect to a condition which can reasonably be expected
to result in a benefit to one or more parties in interest,
i.e., the use of locan funds to pay employers who employ only
union labor, would violate section 406(a) (1) (D) if it involves
a greater risk or a lesser return to the plan than a
comparable transaction that is not subject to such a condition.

Should you develop an objective standard that will enable the
Department to directly compare the rate of return the Plans
will receive on the Loans with the rate of return for second
mortgages in the Minneapolis-St. Paul area, the Department
will be willing to reconsider your exemption request.
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‘Accordingly, your exemption application will ke closed by the
Department without further action.

Sincerely,

Elliot I. Daniel
hssistant Administrator
* for Fegulations and Interpretaticns
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[) . Pension ang Wetiare Benetns Ac: anon
).S. Department of Labo wasnungion. DC 20210

s

Mr. James S. Ray

Connerton, Ray & Simon
Fourth Floor

1920 L St., N.W.

Washington, D.C. 20036-5004

Re: Union Labor Life Insurance Company
Identification Number: F-3353A

Dear Mr. Ray:

This is in response to your request on behalf of the Union Labor
Life Insurance Company (ULLICO) concerning ULLICO's Mortgage
Separate Account J (the J Account), a pooled separate account
which is designed to invest in mortgages which generally are
secured by properties built or improved primarily with union
labor. Specifically, your request concerns the application of
the fiduciary responsibility provisions of section 404(a)(l) of
the Employee Retirement Income Security Act of 1974 (ERISA) to
the operation of the J Account in accordance with the structure
set forth in your request, and to an employee benefit plan's
investment of a portion of its assets in the J Account.

You represent that ULLICO established the J Account in 1977
primarily as a means for plans to invest a portion of their
assets in a diversified pool of high quality first mortgages on
residential and income-producing properties, earning a return
competitive with returns from comparable investments available in
the marketplace. ULLICO also designed the J Account incidentally
to help support the unionized sector of the building and con-
struction industry. To achieve this incidental goal, ULLICO
commits to make mortgages for the J Account which first satisfy
rigorous, generally accepted financial standards, and, in addi-
tion, which will be secured by properties built or renovated
primarily by union labor.l/

1/You note that not-all mortgage loans from the J Account are
secured by properties built by contractors employing only union
labor. The J Account has made (and currently carries) a
substantial amount of loans secured by projects located in
states with "right-to-work" laws, where statutes prohibit

: (Footnote Ccn::nued)
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You further represent that the underwriting criteria used by
ULLICO for both its general ,account and the J Account conform to
those which are recognized as generally accepted by reasonab)y
competent, professional mortgage lenders. ULLICO solicits and
receives loan proposals from a variety of sources, including
borrowers and davelopers, brokers, mortgage bankers, unions and
designated correspondents.2/ ULLICO receives such proposals from
parties intending to utilize non-union labor as well as parties
intending to use only union labor. You have indicated, however,
that most of those who apply to ULLICO for loans are aware of
ULLICO's union-only condition, and that ULLICO officials may
mention this condition to applicants who might not otherwise be
aware of it.

Initially, the Mortgage Department of ULLICO originates possible
investment opportunities, elicits written mortgage loan applica-
tions and submissions, performs the underwriting, negotiates
acceptable loan terms and prepares a summary of the proposed
mortgage and recommendation for presentation to ULLICO's Mortgage
Subcommittee. Next, ULLICO's financial vice president typically
reviews the proposal, with particular attention to certain
financial factors, such as the financial statements and credit
worthiness of the proposed borrower. 1In a third phase of the
process, the Mortgage Subcommittee, a subcommittee of the Finance
and Investment Committee of the Board of Directors of ULLICO,
reviews the proposal and recommendation, and approves or rejects
the loan. Finally, the full Executive Committee ratifies the
approval of the Mortgage Subcommittee.

ULLICO considers a broad range of physical; economic, financial
and related factors with respect to all loans for its general
account and the J Account. Those factors include:

{1) Location of the property which will secure the loan;

(Footnote Continued)

enforceable agreements requiring the use of only union
tradesmen. However, in such states, ULLICO requires the
berrower to agree to use only contractors who are signatory to
collective bargaining agreements with unions affiliated wizh
the local AFL-CIO Building Trades Council. Finally, some
portions of the projects which the J Account has financed may
have been undertaken by non-union companies and workers, where,
fcr example, union tradesmen are not available.

2/You represent that any transactions between the J Account and a
party in interest with respect to a plan investing in the J
Account would be exempted from the restrictions 6f section 406(a)
of ERISA by Prohibited Transaction Exemption 78-19 (43 FR 393915,
December 22, 1978). ’
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{2) Description of” the security;

i3) valuation of €he security - loans secured by income-
producing property do not exceed a loan to value ratio
of 75 percent;

(4} Ability to repay - ULLICO considers a number of factors
inciuding the borrower's track record and income and
expense projections with respect to the proposed
project;

{5) Terms of the loan; and

{6) Diversification - by geography, size of loans, type of
properties and type of tenants. ’ .

Upon approval of a proposed loan by the Mortgage Subcommittee,
ULLICO prepares and issues a commitment letter, setting forth the
terms and conditions of the proposed loan. The borrower signi-
-£ies acceptance by signing the commitment and paying the commit-
ment fee. The union labor condition is included in the loan
commitment. ‘You represent that ULLICO will not commit to or fund
a mortgage loan which does not meet its investment criteria,
rejgardless of the requirement to use union labor. The promise of
4 borrower or developer to use union labor will not cause ULLICO
to waive or compromise the requirements which all its investments
must satisfy.

Sections 403(c) and 404(a)(l) of ERISA require, among other
things, that a fiduciary of a plan act prudently, solely in the
interests of the plan's participants and beneficiaries, and for
the exclusive purpose of providing benefits to participants and
benaficiaries.

It is the position of the Department that, to act prudently, a
plan fiduciary must consider, among other factors, the availa-
bility, riskiness, and potential return of alternative invest-
ments for his plan. Because the mortgage loans which the J
Account makes causes it to forego other investment opportunities,
such a loan would not be prudent if it provided the investing
plans with less return, in comparison to risk, than comparable
investments available to the plans, or if it involved a greater
risk to the security of plan assets than other investments
cffering a similar return.

The Department has construed the requirements that a fiduciary
act ;olely in the interest of, and for the exclusive purpose of
p;ovxding benefits to, participants and beneficiaries as prohi-~
biting a fiduciary from subordinating the interests cf partici-
pants gnd beneficiaries in their retirement income 5 unrelated
9b)ect1ves. Thus, in deciding whether and to what extent to
invest in a particular investment, a fiduciary must crdinarily
consider only factors relating to the interests of cian
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- participants and beneficiariés in their retirement income. A

decision to make an 1nvescment may not be influenced by a desire
- to.stimulate the construction industry and generate employmen:,
unless the investnient, when judged solely on the basis of its
economic value to the plan, would be equal or superior to alter-
native investments available to the plan.

Thus, it would not be inconsistent with the requirements of
sections 403(c) and 404 of ERISA for the J Account to make loans
on properties which are constructed or improved with union .labor,
so long as the J Account's investment process assures that loans
made by the J Account will be at prevailing market terms, i.e.,
that the terms for projects with the union-only condition in fact
reflect the terms prevailing in the overall mortgage market. In
this regard, we wish to point out that if mortgage loans which
satisfy both ERISA's fiduciary standards and the union-only
condition are unavailable for investment by the J Account, the
prudence and exclusive purpose requirements of sections 403(c)
and 404 of ERISA would require that the fiduciaries of the J
Account select comparable investment opportunities which are
available to the Account.

We trust that this information will be helpful to you.
Sincerely,
Robert J. Doyle

cting Director of
Regulations and Interpretations
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.S. Department of Labor Pension ang Wetare Bencies AaTwests. ¥,
wasnngeon. 0C. 20210 -

88-16a
Sec. 403(c), 404(a)(1)

I3 19 o

My, Gregory Ridella
Chrysler Corporation
P.O. Box 1919
Detroit, MI 48288

Re: Chrysler Corporation and the International Union,
United Automobile, herospace and Agricultural
Implement Workers of America ’
Identification Number: F-3674A

Dear Mr. Ridel;a:

This is in response o your letter of July 7, 1986, in which

- you request, on behalf of the Chrvsler Corporation (Chrysler)
and the International Union, United Autocmobile, Aerospace and
Agricultural Implement Workers of America (UAW), an advisory
opinion under the Ziduciary responsibility provisions of the
Employee Retirement Income Security Act of 1974 (ERISA).
Specifically, vou request an opinion that a certain under-
standing contained in a Letter Agreement between Chrysler and
the UAW with respect to Chrysler's Pension Fund (the Plan}
does not violate the aforementionedé provisions of .ERISA. The
Letter Agreement is substantially similar to one entered iato
in 1979 by Chrysler and the UAW.

You have represented that the Plan's assets are held in trust
and that its investments are exclusively managed by investment
managers. In order to assist the investment managers by
providing an expanded range of information concerning investment
opportunities, Chrysler and the CAW agreed to establish an
Investment Advisory Committee (+he Committee) consisting of
three members appointed by Chrysler and three members appointed
by the UAW. The powers and authority of the Committee are
limited to (1) selecting and recommenéing to the Plan's
investment managers communities in which residential mortgage
financing could be made avezilable by the Plan, and

{2) annually Tecommending to the investment managers oppor-
tunities f£or investments in debt obligations of nonprofit
nursing homes, nursery schools, faderally qualified health
maistenance organizations, hospitals or similar nonprofit
institutions.

At least two members of the Committee appoxnted by Chrysiers
2and two appointed by the CAW shall be recuired to constitute a
quorum for ary Committee meeting. Decisions of the Committee
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shall be by a majority of votes cast. Ian the event of a tie
vote,. the matter shall be referred to the Impartial Chairman
of the Appeal Board under the collective bargaining agreement
applicable to production and maintenance employees of Chrysler,
who shall cast the deciding vote. In addition, the Committee
members serve without compensation.

The new Letter Agreement-is substantially the same as its
predecessor. The understanding between Chrysler and the UAW
is that up to 5% (as opposed to 10% under the old agreement)

of Chrysler's annual contribution to the Plan that is available
for investment after deducting the portion of the benefits
payable under the Plan for the year which is in excess of the
investment income earned by the Plan may be invested in

(1) residential mortgages in communities where there are
substantial numbers of UAW members, and (2) debt obligations
of nonprofit institutions described above located in communities
where there are large concentrations of UAW members. As
mortgages and debt obligations aré amortized, the principal
portion of such payments to the Plan will be considered as
amounts available for further investment in such mortgages and
debt obligations. ’ .

Under the Letter Agreement, it was also agreed that the DAW
may submit to the investment managers of the Plan annually a
list of not more than ten companies (increased from five under
the old agreement) which conduct business in South Africa but
which have not supported the elimination of racial discrimina-
tion in South Africa through their endorsement of Leon H.
_Sullivan's "Amplified Guidelines to South African Statement of
Principles” dated May 1, 1979, with the recommendation that
the investment managers refrain from investing any of the
funds of the Plan in the securities of such companies. Such
recommendation shall not apply with respect to any assets of
the Plan that are invested in interests in a common or
collective trust fund or pooled investment fund maintained by
any of the investment managers or to any insurance contract
constituting an asset of the Plan.

Under the Agreement, the investment managers of the Plan shall
exercise investment judgment with respect to recommendations
received by them from the Committee and the UAW. The invesiment
managers have the responsibility to secure, over the long

term, the maximum attainable total return on investment
consistent with the principles of sound, orudent pension fuad
management. They are expected to discharge their duties

solely in the interest of Plan participants and beneficiaries
and for the exclusive purpose of providing benefits to partic-
ipants and their beneficiaries, to avoid prohibited transac:ions,
and to meet all other fiduciary responsibilities imposed by
ERISA or other applicable law. Also, thev are expected %o
discharge their duties with the care, skill, prudence anc
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diligence under the circumstances then prevailing that a
prudent man acting in a like capacity and familiar with such
matters would use in a conduct of an enterptise of a like
character and with like aims. It is intended that the invest-
ment managers of the Plan shall continue to have fulllinvestnent
discretion. Accordingly, if, in the judgment of the investment
managers, any recommendation of the Committee or the UAW
should not be implemented because in ‘the exercise of their
investment responsibilities they conclude that the recozmended
action_is not appropriate or it otherwise does not meet the
standards of prudence required or is not consistent with the
~€iduciary obligations and responsibilities of the investment
managers, they shall not implement the request and shall so
inform the Committee or the UAW. 4

Chrysler and the UAW have agreed not to attempt to influence
the investment managers regarding any specific recommendations
of the Committee or the UAW.

Section 406(a) (1) (A) and (B) of ERISA prohibits a2 fiduc@ary
with respect to a plan from causing the plan to engage in 2
transaction, if he or she knows or should know that such
transaction constitutes a direct or indirect sale or exchange,
or leasing, of any property, or lending of money or other
extension of credit between the plan and a party in interest
with respect to the plan. Section 406(a) (1) (D) prohibits a
transfer to, or use by or for the benefit of, a party In
interest, of any assets of the plan.

Section 406 (b) (1) and (2) of ERISA prohibits a fiduciary with
respect to a plan from dealing with the assets of the plan
‘im his or her own interest or for his or her own accoua:, oI
acting in his or her individual or in any other capacity in
any transaction involving the plan on behalf of a party (or
representing a party) whose interests are adverse to tae
interests of the plan or its participants or beneficiacies.

Section 3(14) of ERISA defines a party in interest witd
cespect to a plan to include a fiduciary and an employee of an
employer any of whose employees are covered by the plan.

Sections 403(c) and 404(a) (1) of ERISA require, among cther
things, that a fiduciary of a plan act prudently, solely in
the interest of the plan's participants and beneficia:i:
for the exclusive purpose of providing benefits to par<icipants
and beneficiaries.

We have stated that, to act prudently, a plan Ziduciary Zust
consider, among other factors, the availabilitv, -iski:ess,
and potential return of alternative investments for his or her
plan. Because the investments you propose to Tecommend -3 4
the Plan would, if implemented, cause the Plan to Igreco other
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investment opportunities, such investments would not be

. prudent if they provided a plan with less return, in compari-
son to risk, than comparable investments available to the
plan, or if they involved a greater risk to the security of
plan assets than other investments offering a similar return.

We have construed the requirements that a fiduciary act sglgly
in the interest of, and for the exclusive purpose og grgvxdxng
benefits to, participants and beneficiaries as prohxpxtxng a
fiduciary from subordinating the interests of participants and
beneficiaries in their retirement income to unrelated.objectives.
Thus, in deciding whether and to what extent to invest in a
particular investment, a fiduciary must ordinarily consider
only factors relating to the interests of plan participants |,
and beneficiaries in their retirement income. A decision to
make an investment may not be influenced by non-economic
factors unless the investment, when judged solely on the basis
of its economic value to the plan, would be equal or superior
to alternative investments available to the plan.

You have represented that, pursuant to the Letter Agreement
concerning investment in certain mortgages and non-profit
entities, the recommendations of the Committee and the UAW are
advisory only, and that the investment managers retain
exclusive discretion with respect to investment decisions. To
the extent that the Committee merely brings investment
opportunities to the attention of the investment managers
which, althouch perhaps not generally explored by certain
traditional investment managers, mav nonetheless be prudent
and potentially profitable, it appears to the Department that
the use of the Committee concept contained in the Letter
Agreement would not be inconsistent with the requirements of
sections 403(c) and 404(a) (1) of ERISA.

Similarly, it appears that the recommendations of the UAW
regarding companies which conduct business in South Africa and
‘which have not endorsed the so-called "Sullivan Principles*
are merely advisory in nature and, thus,.will not
inappropriately limiz the investment alterzatives availabie =o
the Plan's :investment managers. Accordingly, it is the
Department's opirion that such recommendations made in
accordance with the Letter Agreement would not be inconsistent
with the requirements of section 403(c) and 404 (a) (1) of
ERISA. However, the Department emphasizes that it is not
expressing an opinion as toc how the understanding containzed :in
the Letter Agreement will, in fact, operate; nor are we
expressing an opinion concerning whether specific “ransactions
undertaken in accordance with the Letter Acreement would be
consistent with the requirements of sections 403{c) (1) and
404(a) (1) o< ZRISA.

With regard to the zpplication of the prohibjted transact
orovisions <o the understanding contained in the Letter

Agreement, the Department notes that your request has not
identified any specific transactions that will be undertaken
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in accordance with the Aqreeﬁéﬁt.-/ Accordingly, we are
- unable to determine if any_viplations of section 406 would
occur.” The determination of whether a particular transaction
is prohibited by the provisions of sections 406 (a) ana 406(b)
must be made by the appropriate plan fiduciaries.

This letter constitutes an advisory opinion under ERISA Proc.
76-1. Accordingly, this letter is issued subject to the
provisions of that procedure, including section 10 thereof,
relating to the effect of advisory opinions.

Sincerely,

Robert J. Doyle
Director of Regulations
and Interpretations

*

—’He note that the Letter Agreement indicates that loans may
be made to UAW members. Ia the adsence of a statutory or
administrative exemption, loans to parties in interest
including employees of the plan sponsor would be prohibited
under section 406 of ERISA. We note, however, that section
408(b) (1) exempts from <he prohibitions of section 406 loans
made by the plan o parties in interest who are participants
or beneficiaries of the plan if all of the conditions of that
section are met. We further note that certain arrancements
may involve a use of plan assets for the berefit of a party
interest in violation of seztion 406(z) (1) (D) of EZRISA. Ia
this recard, See Advisory Ocinion 85-36. (Oc<ober 23, 1985).
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U.S. DEPARTMENT OF LABOR

SECRETARY OF LABOR
WASHINGTON, O.C.

ey e

The Honorable Jack Kemp
Secretary of Housing and Urban Developument
Washington, D.C. 20410

Daar Jack:

Thank you for your latter discussing the New York City Housinq.
Partnership proposal to use paension funds to subaidize housing
for low and moderate income farilies in New York City.

I am, of course, totally supportive of afforts to make houaing °*
more affordable to the working men and women of America. I
strongly supported legislation amending the Labor Management
Relatione Act to permit labor unions to bargain for financial
assistance for employee housing. This provision, cnacted last
April, has already bean put to usa. Local 26 of the Hotel
Restaurant Workers Union in Boston believes that this legislation
represents a positive private sector solution to the problem of
affordable housing. The local has established a housing trust
fund to pay initial rent deposits, downpayments on homes,
supplenental mortgage payments, and nortgage insurance. In
addition, the Dapartment of Labor has worked with-the building
and construction trades unions to structure a program that allows
their pension funds to invdat in housing construction.

While I am open to considering creative proposals that make
housing more affordable, I am also vested with the responsibility
of protecting more than 40 million pension icipants who
depend on sound pension plans for their retirement sacurity. A
basic tenet of ERISA's fiduciary provisions is that a pension
plan may not accept a lower rate of raturn than is appropriate
given the degrea of risk involved. Virtually every year since
ERISA was enacted, one group or another has come forth with
proposals to have pension plans invest at below market rates of
retum; in order to achieve what is perceived as greater social
benefit.

For example, in June of 1989, a task force set up by New York's
Governor Cuomo issued a report on pension fund investmants that
recommended a new standard for measuring fiduciary duties that
would provide “optimal" returns so as "to serve the multiple
interests of beneficiaries, generate proper, risk-adjusted .
economic returns, and create benefits for other stakeholders."
Under this rubric the report proposed that New York State provide

. technical assistance to pension tunds to jdentify investment
strategias “that provide more housing, jobs, and other forms of
‘econonic growth and increased competitiveness.®
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As T understand the proposal you outlined in your letter, the
Housing Partnership proposaes that pension plans provida an
advance commitment to invest in Fannie Mae securities backed by
insured mortgages of up to 40 vears that are priced to yiald
approximately two paercentage points below that available on
conventional mortgage-backed securities.

In analyzing the New York City Housing Partnership's proposal, a
determination would have to be made as to whether federal or
state insurance of the mortgages comprising the Fannie Mae pool
would justify a two percent reduction of return over a 40-year
pericd. Xt is difficult to imagine plan fiduciaries choosing
.these investments when other mortgage eecurities which have no
default risk and carry a higher interest rate, such as Ginnie
Maes, are availabla. . -

The problem with such approaches lies in the.economic cost to
pension funds of such subsidies. Workers and theirxr employers are
being asked to subsidize housing construction by taking a lowar
rate of return on their retirement savings. Lower returns would
increase the cost of providing privately-sponsored pension
benefits which are crucial to an aging population. Over the long
tarm such increased costs could actually result in reduced
pension benefits. Such proposals could also result in a less
productive allecation of the largest source of capital to the
nation's rinancial markets, poasibly impairing long-tcrm
productivity and economic growth. For these reasons, the
Departmant cannot change its interpratation of ERISA to allow
investrents at belov market rates of return.

You and I are both committed to advancing homeownership and
atfordable housing through any innovative and prudent means
possible. I know that you also share my concern that the
integrity of pension promises made to workers and retirees must
also be maintained.

With my warmest regards,

Sincerely,

Elizabgth Dole
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[ Assistart Secxotry ke
. Departmeft of Labor mme

washngan, OC. 20210

JAN 30 199)

Mr. Praston Robert Tisch
irman

‘New York City Partnership, Inc.
One Battery Park Placa
New York, NY 10004-1405

Dear Mr. Tisch:

Thank you vary much for your recent lettars to me and
Secratary-Designate Martin regarding the Naw York City Housing
partnership. As you pointed out in your letter, at the raquest
of HUD Socretary Kemp, former Secratary Dole considered tha
proposal for the participation of ERISA covered pension funds in
the Partnership's Affordable Mortgage Progranm. -

In her response to Secretary Kemp dated Noveambar 23, 1990,
Secretary Dole noted that the Dapartment of Labor (Department)
has worked with the Congress, the building and construction trade
unions, and other interestsd parties to structure programs that
permit pension funds to inVest in housing in a manner consistent
with ERISA's fiduciary responsibility requirements. Since the

- enactmant of ERISA in 1974, the Department has consistently
stated its position that ERYSA‘s rules axrs floxible enough to
permit plans to invest in areas of the economy that are most
appropriata for each individual plants circumstances. In fact,

- our regulations under section- 404(a)(21)(B) of ERISA, vhids
defines the statute's prudence standard, adopted a broad inter-
pretaticn of that term precisely for the purpogse of encouraging
plan fiduciaries to lock beyond the traditional types of trust
investments. It ig axiomatic, however, that plan fiduciaries, in
order to be prudant, must achiesve a rate of return that i=
appropriate for the degree of risk involved. To do otherwise
would, in effect, subsidize certain investment at the oxpanse of
narket place daiscipline. ’

With these basic principles in mind, I would bs happy to meet
with you to discuss the ERISA issues relating to the Nev York
city Housing Partnership. If you think such a meeting vould be
useful, pleasc contact my office at (202) §23~8233 to arrange a
mutually convenient date and time.

3incerely,

David George Ball
Asgigtant Secretary
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U.S. Department of Labor Pension ang Wedare Benetits AGmennsiraton
Wasnngion -OC 20210

May i 41943

Mr. Stuart Cohen

General Motors Corporation
Legal Staff

New Center One Building
3031 West Grand Boulevard
P.0O. Box 33122

Detroit, MI 48232

Dear Mr. Cochen:

This is in response to your request for an advisory opinion,
on behalf of General Motors Corporation (GMC), undexr the
fiduciary responsibility provisions of the Employee Retirement
Income Security Act of 1974 (ERISA). Specifically, you request
an .opinion that a certain understanding contained in a Letter
Agreement (the Agreement) between GMC and the International
Union, United Automobile, -Aerospace and Agricultural Implement
Workers of Amerjica (UAW) with respect to the General Motors
Hourly Rate Employees Pension Plan (the Plan) does not violate
Part 4 of Title I of ERISA. -

According to your reguest, the Agreement provides that up to
five percent of GMC's annual contribution to the Plan that is
available for investment, after deducting the portion of benefits
payable 'in such year in excess of the investment income, may be
invested in residential mortgages and in debt instruments of
certain non-profit organizations by the trustees and investment
managers of the Plan. The residential mortgages, which consist
of mortgages on single and multiple dwellings in communities with
substantial numbers of UAW members, will be available to the
general public, including UAW members, at rates and upon terus
prevailing in the respective communities. The purchase price of
the dvellings shall not exceed the market price of 90 percent of
similar housing in that community. The debt obligations are of
non-profit institutions including nursing homes, nursery schools,
federally-qualified health maintenance organizations, and
hospitals or similar non-profit institutions in communities with
substantial numbers-of UAW members. The UAW may submit annually
a list of specific non-profit institutions.

Under the Agreement, the parties also agreed that the UAW
may submit to GMC annually a list of not more than seven



companies with the recommendation that the Plan forego
investments in the securities of such companies. The list may
include companies which conduct business in South Africa but
which have not supported the elimination of racial discrimination
in South Africa through their endorsement of Dr. Leon H.
Sullivan‘'s "Amplified Guidelines to South Africa Statement of
Principles” dated May 1, 1979. The recommendation shall not
apply with respect to. any assets of the Plan that are invested in
interests in common or collective trust funds or pooled 4
investment funds maintained by any of the Plan's investment
manpagers or any insurance company.

Under the Agreement, the investment managers of the Plan

- .shall continue to have full investment discretion including
discretion with respect to decisions regarding the
recommendations received by them from the UAW through GMC. 1In
this regard the Agreement confirms that the investment managers
have the responsibility to secure, over the long term, the
maximum attainable total return on investment consistent with the
principles of sound, prudent pension fund management. The
Agreement further states that investment managers are expected to
discharge their duties solely in the interest of Plan
participants and beneficiaries for the exclusive purpose of
providing benefits to participants and their beneficiaries, to
avoid prohibited transactions, and to meet all other fiduciary
responsibilities imposed by ERISA. Accordingly, if, in the
judgment of the investment managers, any recommendation of the
UAW should not be implemented because they conclude that the
recommended action is not appropriate or is not consistent with
their fiduciary obligations and responsibilities, they shall not
implement the request.

The funds of the Plan, in addition to the funds of all of
the other GMC .pension plans, are managed under the direction of
the Named Fiduciary which is the Finance Committee of the General
Motors Board of Directors. The Named Fiduciary has delegated
authority to invest the Plan's funds to approximately 70 outside
investment managers except for a small portion which.is invested
in-house by the Investment Funds Activity of General Motors. The

. Agreement applies to Plan funds designated for either outside or
in-house investment management.

ERISA Procedure 76-1 (41 FR 36281, August 27, 1976) sets
‘forth the general procedures for obtaining advisory opinions and
information letters from the Department of Labor (the
© Department). Pursuant to sectjon 5.02 of ERISA Procedure 76-1,




the Department may, when it is deemed appropriate and in the best
interest of sound administration of ERISA, issue information
letters calling attention to established principles under ERISA.
In this regard, we have determined that it is appropriate to
respond to your inquiry in the form of an information letter,
which is described in section 3.01 of the Procedure.

Section 406(a) (1) (A) and (B) of ERISA prohibits a fiduciary
with respect to a plan from causing the plan to engage in a
transaction, if he or she knows or should know that such
transaction constitutes a direct or indirect sale or exchange, or
leasing, of any property, or lending of money or other extension
of credit between the plan and a party in interest with respect
to the plan. Section 406(a) (1) (D) prohibits a transfer to, or
use by or for the benefit of, a party in interest, of any assets
of the plan. Section 3(14) of ERISA defines a party in interest
with respect to a plan to include a fiduciary and an employee of
an employer any of whose employees are covered by the plan.
Section 3(21) of ERISA defines a fiduciary with respect to a.plan
to include an investment manager.

Section 406(b) (1) and (2) of ERISA prohibits a fiduciary
with respect to a plan from dealing with the assets of the plan
in his or her own interest or for his or her own account, or
acting in his or her individual or in any other capacity in any
transaction involving the plan on behalf of a party (or
representing a party) whose interests are adverse to the
interests of the plan or its participants or beneficiaries.

Sections -403(c) and 404(a) (1) of ERISA require, among other
things, that a fiduciary of a plan act prudently, solely in the
interest of the plan's participants and beneficiaries, and for
the exclusive purpose of providing benefits to participants and
beneficiaries.

The Department has stated that, to act prudently, a plan
fiduciary must consider, among other factors, the availability,
riskiness, and potential return of alternative investments for
his or her plan. Investments proposed for recommendation to a

‘plan, which would if implemented cause a plan to forego other
investment opportunities, would not be prudent if they provided
the plan with less return, in comparison to risk, than comparable
investments available to the plan, or if they involved a greater
risk to the security of plan assets than other investments
offering a similar return.

The Department has construed the requirements that a
fiduciary act solely in the interest of, and for the exclusive



(1.

purpose of providing benefits to, participants and beneficiaries
as prohibiting a fiduciary from subordinating the interests of
participants and beneficiaries in their retirement income to
unrelated objectives. Thus, in deciding whether and to what
extent to invest in a particular investment, a fiduciary must
ordinarily consider only factors relating to the interests of
plan participants and beneficiaries in their retirement income.

A decision to make, or not to make, an investment may not be’
influenced by non-economic factors unless the investment
ultimately chosen for the plan, when judged solely on the basis
of its economic value to the plan, would be equal or superior to
alternative available investments. However, it would not be
inconsistent with the requirements of sections 403(c) or 404 of
ERISA for plan fiduciaries to follow an investment course of
action that reflects non-economic factors, so long as application
of such factors follows primary consideration of a broad range of
investment opportunities, and the investment course of action
ultimately taken is as at least as economically advantageous as
any alternative course of action.

We note that the Department has previously addressed issues
similar to those you raise in Advisory Opinion 88-16A (December
19, 1988) (copy enclosed). That case involved a letter agreement
between Chrysler Corporation and the UAW which provided for
recommendations with regard to investing in residential mortgages
and debt obligations of non-profit organizations as well as
foregoing investments in specified companies due to their conduct
of business in South Africa and failure to endorse the "Sullivan
Principles.®” The recommendations were merely advisory and the
investment managers retained exclusive discretion with regard to
investments. The Department opined that the recommendations made
in accordance with the letter agreement would not be inconsistent
with the requirements of sections 403(c) and 404(a) (1) of ERISA.
However, the Department did not opine as to how the understanding
contained in the letter agreement would, in fact, operate nor
whether specific transactions undertaken in accordance with the
letter agreement would be consistent with the requirements of
sections 403(c) (1) and 404(a) (1) of ERISA.

With regard to the application of the prohibited transaction
provisions, the Department notes that your request has not
identified any specific transaction that will be undertaken. We
wish to point out that the determination of whether a particular
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transaction is prohibited by the provisions of sections 406(a)
and 406(b) must be made by the appropriate plan fiduciaries.*

I hope that this information is of assistance to you.

Sincerely,

Mark A. Greenstein

Acting chief, Division of -
Fiduciary Interpretations

office of Regulations and
Interpretations

*+ We note that the Agreement in your request indicates that

loans may be made to UAW members. In the absence of a statutory
or administrative exemption, loans to parties in interest

including employees of the plan sponsor would be prohibited under

section 406 of ERISA. We note, however, that section 408(b) (1)
exempts from the prohibitions of section 406 loans made by the

plan to parties in interest who. are participants or beneficiaries

of the plan if all of the conditions of that section are met.
further note that certain arrangements may involve a use of plan
assets for the benefit of a party in interest in violation of
section 406(a) (1) (D) of ERISA. In this regard, see Advisory
Opinion 85-36 (October 23, 1985).
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U.S. Department of Labor Ssssan Secremarv or
Jenson ana weltare Benens

Wasmungon, OC. 20210

00T 5 193

Mr. Rodney Hilton Brown
President

U.S.- Select Management, Inc.

156 West 56th Street, 11th Floor
New York, New York 10019

Dear Mr. Brown:

This responds to your further inquiry regarding whether it
would be permissible for pension plans covered by Title I of the
Employee Retirement Income Security Act of 1974 (ERISA) to invest
in the -Targeted Neighborhood Trusts (TNT) Program.

As we previocusly advised you,- under ERISA, pension plans
must make investments based on their own needs. In this regard,
the Department has adopted regulations (copy enclosed) which
interpret ERISA's “prudence™-requirement. The regulations are
based on the ptoposition.that the prudence of any investment
should be judged in relation to the role which the proposed
investment is to play in a particular plan‘'s portfolioc. The
regulations do not make any determination with respect to the
prudence of any specific investments, nor do the regulations
prohibit, out of hand, any investments. Accordingly, the
Department does not maintain a list of "permissible" investments,
nor do we opine on whether a specific proposed investment is
prudent.

Moreover, as you can appreciate, it would not be appropriate
for the Department to generally endorse one particular product as
a permissible or prudent investment for plans. Therefore,
regardless of how your request is formulated, we regret that we
are unable to provide you with a general confirmation that the
TNT Program is a permissible pension plan investment.

Sinderg¢ly,
= .
Ole Berg

Enclosure
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D-3706

PBE 13774

; Generul Laformatica

The sttention of interesiad Jersons s
directed to the followiay:
(1) The fact that a rensaction is the
sublject of an cxemprion under t-=rion
408{a) of the Act and/2r secuen
4975{¢c)(2) of the Code dovs not relieve o
fiduciary or ather panty ia iaterest or
disqualified persoq from cenain other
provuions of the Act ind/or the Code.———

of Recr FlinNa. 4 of 13978 (1) m.dndma any prolubited ransaction
FR 47712 Octobo? 17, 1978) f: to which the ion does
the authonty of tie Secretary of the aot |pply and the geaerul fiduciary
Treascer; to issue of the lype ility p of section 4C¢
.mposed to tke Secrvtary of Labor. of the Act. witich among other things

Stetutory Findiagy

in sczordunce with secuon 403{a) of
the Act and/ue section u"s(c.'(.) oldu
Code and e prozcdures set forth
ERISA Pracedure 75-1 (40 FR 124
April 26, 1373). azd bassd cpon lba
catirs record, the Ospartmens mokes the
follow.ag findings:

(e} Yhe exexptions are
administratively feasible:

(b) They ere in the interests of the
plans end cheir perticipants and
beneficiaries:

(elﬂqmpmmuneﬂhangbud
the participants and bencfictaries of
plans
Padific Coast Roofers Peasian Plax (ks
Flan) Loceted ia Sen [ose. California
(Prokibited Transaction Exempticn 84-2%
mm“ﬂ!‘“‘m
Preamble

sequire a fiduciary to discharge aus
duties respecting tha plan solely ia e
intetest o( the panticrparts and

with
saction 404(a}{1)(B) of the Act nor does
it affect the requirement of section
w‘l(nl of tbe Code that the plan must
opersic for the -xdunu beaefit of the
the

the plan ead their bcuﬂa..du

{2} These ¢;
supplemental to and oot in chmndan
of. any other provisions of the Act ead/

* Simem Dr. Bergmana s the ssle scockbalder of
Macta

103~
However. thare w Aredicuon sader Tit G of
he ACt prrvusnl \ secrian #873 of be Coda.
or the Coda. including statutory or
administrative exemptions and
trunsitiooal rules. Furthermore. the fact
that a transaction is subject to ac
administrative or statutory exemption i:
got dispositive of whether the
ioa s w (sct & probibitad

Tsnsacton.  *

(3) The aveilability of these

investments (or the Plan. exampuons u subject o the express
Exempti condition that the material facta and
oa representations conlined ia each
n.mmmdmm-mxm ! ly desenbes oll
of the Act and the | terms of the ction whick

from the epplicatina of sectinn 4975 of

the Coda. by reasca of section

crs(cmxm of mw-.mnw.my

10 the proposed use of Plan assets for
congibuting

is the eubject of the exemption.
Signed at Washingwon, 0.C.. this 3rd dey ¢
Apnl 198

ElDot L Dantel,
Acting Assistant Adzunistrator for Fiduciar

pwwhutendmmb«wm&-
Plan eed Unica Bank,
Fot a more g of the

Office of Peassca and Weifare
Bepefit Programs: US. Deparunent of Ladar
7R Dwn. 80407 fllndt 4-4-4 046 ami
LI COCT 4 Wt

facts and ting the

Deparuzent’s dedisisa to gruu this
exenption refer to the cotice of
propoced exemption published o
September Z3. 1883 «t <8 FR 43420,

For further information contect:
Richard Snall of the Desarmmers,
telepbors (302) 5237225 (This is =ct 3
toil-frec cumber.)
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P-37%

M‘" WrORMATIONE The

ware mn
applications filed pursuaat to section

/T 3 408(a) of the Act end/or section
/7 - 4875(c(2) of the Code. ad i
4 arcordance with procedures set farth in
ERISA Procedure 75-1 (40 FR 18471,
April 28, 1975). Effective December 31,
1978, section 102 of Reorganization Plan
No. ¢ of 1978 (63 FR 47713, October 17,
gmmmmm.k 1978) dmrm b of the
. fasue
Exemptions; Pacitic Coust Roaters 14 dm':;:"’ d m e
Pension Pan Secretary of Laboe.
This d numdpenqumumdlaldyby
natices of pendency before the the Depumt.
Department of Labor {the Dep: The
gmpoudexmdouhmmlno:‘ mnuﬂmmmmldhm
« profibited
the Employee Retirement income summerized below. !nunsudpenom
Security Act of 1974 (the Act) and/or the  are refarred to the applications ea file
Internal Revenus Code of 1834 (the with the Department for & complete
Codel. statement of the facts and
representations.
Written Coniments sod Hearing Pucific Coast Roofers Pensioa Plan (the

All interested pervons are invited to
submit written comments or requests for
o hearing on the pending exempion,
uniess otherwise stated in the Notice of
Cendency, within 43 days from the dats
of publication of this Federsl Register
Notics. Comments and requasts for a

. hearing should stats the reasons for the
writer's interest in the pending
exemption.

ADORESE; All written comments and
requests {or a heering (st least three
copies}-should be sent to the Office of
Fiduciery Standards. Pension and
Weifare Benefit Programa. Room C-
43528, U.S. Department af Labor. 200
Constitation Avenue. NW.. Wachington,
D.C. 20218 Attentior: Application No.
stated in each Notice of Pendency. The
applications (nr um'afcu and the

be available for
public inspection in Ih-Publlc

Consutution Avenue. NW. Washington.
D.C. 20218

Plan) Located In San jass, Callfornia
{Application Na. D-3r08)
Proposed Exemption

The Department s considering
granting an ¢\emption wnder the
autharity of section 408(a) of the Act
mﬂncuonlﬂs(:hlndlchﬁundin

set

forth tn ERISA Procedure 73-1 (40 FR
18471 April 28, 197S). If the exemption is
granted the restrictions of sectica
406({a}(1){D} of the Act and the sanctions
resulting from the applicadan of section
4073 of the Coda, by reesoa of sectioa
W73(c}{1){D) of the Coda, shall not spply
ta the propoeed ase of Plan assets for
the bensfit of coatributing emplayers to
the Plan. pursuant to & reroafing losn
program to be entared into between the
Plan and Union Beak (the Bank}.

Summary of Focts and Representations
1. The Plan. which covers workers in

. the roofing industry, is & aultiemployer
esabilshed in

defined benefit plan

sccordance with section 302{c)($} of the
Labor Management Relations Act of
1947, a2 amnded. The Plan curreatly

Notics to interested Persons has app L um
Notics of the proposed ad £35 illloa in net
will be provided to all interested assats. The Hln is -dnhilw'd bys

persous in the manner agreed upon by
the applicant and tha Depertment within
15 days of the date of publication un the
Federzl Registar. Such nonce shall
inciude @ copy of the notice of pend

board of trustees (the Trustees) with an
equal cumbee of Trustees cepresenting
labor and mana t. The Trustees
have ddcuud vnunnl

and

of the exemption as published in the
Federal Registar and shall inform
interested persens of their nght to
cumnent and o request a heafing
{where appropriate|.

responsibility under section 402{c}(3) of
the Act to McMorgan & Company
{(McMorgan} as the Plan’s investment
mansger (as defined in section 3{22) of
the Actl. McMorgua is an investment
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advisor registered -nd: un Securities
and under the

Exchangw
lovestment Advisers Act of 1040.

¥ has
£2 biilion in assets of approximately 47
cmployes benefit plans under
management

additionsl deposita, when added m the
iwtial 33 mitlion ellocaticn. will not
exceed 10% of the total vaiue of the
Plag’s assety at the time of any such
additionul allocadon. The Bank will
subsequently mizks loans (the Loans)
brom its own funds to customers who
meet the Bank's normal lending
standarda for nmhx loass. ta finence
ided the
M is dou by unalam who ere

servidng end sesumption of the risk of

by
UnmhAn(CalmmnnClvﬂCodnllm
et saq.) under which the

8. When. in the judgment of
McMargan. the expected rata of retura

. on Funding CI¥'s issued through the

wnil 2ot equal ar exceed the

rates nuihblt to the Plan on
Gixad-i

intarest rute is 16.42%. Therefore. the for any significant period of
current maximun i rateca e umMaanuw\nmmdcr
Funding CD woald be 12% which the Plag’s p i inthe
yieid 12638% on an ennual mhdumm&hcm

8. The cinizrum Funding CD rate far  suspend or 10 terminate the Plan's

an epcoming
figure no less than 23 besis poiats below
mcﬁ-d‘nlmlyiddudnﬂ.dd

inthe
ndl-ppiykuap-mnmnuouhqw
lozg the interest rates oo Fundiog CI'e
undaer the

the oa by ilabl are lkely
tnvestments issued 1o remain below rates available cn

by other issuers which bave maturitiss  comparable. insured fixed-income

1d dates of issus coraparsble to thoss investnents. During a period of

available through the Wile suspension. 00 new transfers from the -

M «xpects that in most Mu(umtanund?n;mweuldh

instances the ainimurn Funding made except for Loans made prior to the

interest rats specified for eny month will mpcmiondnll.

be equal to or greatar then the rutes might also d ine, in

available ca uumnolluunnclmnu-

qnamu m mmﬂhuu to the Plan on
tehalf of the unaloy‘. who would do
the reroofing
3. The terma and mdwnn.l of the
proposed agreemsnt with the Bank are
embodiad in & written agreequnt (the
Deposit Agreement). The Plan's 83
million deposit will be initially mvested
in « master certificate of deposit (Mastar
CD}) st the Bank's reguler 30-day rate for
large certificates of deposit. subject to
adjustment higher or {ower each month.
4. At the end of 2ach month, funds
wvould be tmasferred from the Master
CD to certificates of depowit (Funding
€D's) in the amaunt of the Loans made
i3 that month. Due to i
restnetions. (ke amount of esrh Funding
CD must be 0o less than $100.000, If
Loaas are mads in an amuunt which is
less than $10%.000 In a particular month,
$100.000 wull neverthaless be transfered
to & Func'ing CD. but no furtker

poiats. that the 29
b-mpmaznmolwn'\ﬂ
,ﬂav(lmmﬁ- axpectise 28 an

alocatioa of sssets smong fixed-income
and ather types of Investnents or among
certificates of depasit and other forms of
fixed-incoma investnents, that It would
bohm.mumtdmﬂuudm
its in

w
changes in interest ratas and to obtain

for the Plag a Funding CD rute based ca MeM, g lecation of
the d‘:hngu.i‘c la, if nto M © ‘ dor hy
:‘I‘Pﬂﬂ‘&.“l m‘ dacit Plan’s participation in the program.
d“ﬁﬂlhéﬂﬂﬂtu:::b:“ub-w 10. McMorgan bas invested the Plan's
have the autherity to fix a " ;‘mulﬂlhlvldlydlvmmadwdoun
memmnuh--m

current intarest rute on -toduudl:‘a'lhmumvumd ts. in
insured fixed-i the s Froga
Mmha,&lmxth haw) has eveluated
in a Funding CD wiich would have an

interest rate (sod affective annual yield) mm'”"“‘:":‘w 0D o the

equal to or greatsr than that of the

will be uzasferred o & Fuading CD uatll
the full £:0000) (3 Loans bas been made
in future moatis. The tnleswet rute 0a
the exsim Funding CO would remain the
1ume desgite the ‘sct thut Loans {all of
v-hick wruld Save o term of the samae
lcngth as e term oi the Panding CD)
may be made 10 subsequent menths at
differing intercst ratas. Both the Loans
and the Funding CO's would initially
have tzrzs of two years but could have
terms of oue or three years io the future.
5. The rute of interest on the Funding
CD's will be equal to the aversge rate
churged by the Bank under the Losns in

investment lessed {ovestment at this time of $3 millica ls
mdolmmﬁg.mh:;m (nm‘durdﬂnmddopodlhm
rute wue specified. ratas of retura which would be equal to
7Md(¢unhulbonwﬂim7“ ofn'!lm'“lhnthn-lnxhhhln
monitor the Plen’s mp mb.ﬂz:m
and to eval rhath u h"“‘“wm_ PPt o
llllm(h‘blﬁmdmﬂnwh deod et tha purchiase of
Mutumdfudh'@'lmmsh
mm-mum::"..:h:z plr‘i::ptuoammmlnuduader
nght a) to inform the Bank priar to the that st wiil be el
beginning of a month of the ! wnth the pe“h'
accaptable interest rate it will socopt oo tha Plan aad la the best latereats o
a Punding CD tseued in tespect of Loans Phn'aj particzpants and beneficiariss.
md-dmmnmd:b)m d This n s supported by
the trunsfer of aseets from the Master o McMorgen's easesament of the
a Funding CD tn eny mouth by oents of he

of the montlz and ¢} to terminata its
purticipation in the program oa 18 dayy’
whitter cotics to the Bank (upoa

the month that the Punding CD was termination. all Mestar and Punding
purchased minus 4.42% CDre would contime antil thetr

The 4.42% deducd the at which timae they would be
Sank’s tion for 1ts origin

paid by ‘the Bank to the PMan).

without regerd to axy benafils sccruing
to the Plan or 1ts parucipants and
bepeficianes es & result of increesed
employment opportumties and smploye
contributicna that sy be genarated by
the program.

11 in summary. the epplicant
represents that e
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transactions satisfy the statutory criteria
of section 408(a) due to the lollomn;:
() M gan. the Plan's

representations contained in each
application are true and eonplete. and

mmnum has revi the-

that nd

investmen described berein

all iel terms of the

nudbd.innmmnumlh-l’lu-
inmub-udnldyoachnmmu:

which is the subject of the

ﬂmnqdnmuddul’lml sﬂdﬂwmﬂf_wlwdl,
(blMu\(mm duPluu HWN-GIM
lnMumundFmdmm'undwm + Progroms, Laborsasagement wm‘ *
moaitoe all trunsactions relating to such 4 eyerernoon, Department of Lobor.
investment.

For further inft Mer. R Dee.
Robert Sandter of the Department, LIS CONE € -00-0
telsphone (202) 523-8196. (This ts not a
toll-ree sumber.)
Generul Information

The attention of interested persons is
directad to the following

{1) The fact that o runsection is the

of aa exemption under section

408(a) of the Act and/or secticn
4973{c){2} of the Code does not relieve a
ﬁdmry:;othnpnminhmuw

beneficiaries of the plan and in
prudeat feshion in eccordance with
section 404(a)(1)(B) of the Act: nor does
it affect the requirement of section
401la) of the Codae that the pien must
operate for ;1;1 u::dniw bemﬁl of the

(htvluud beneficiaries:
{2) Before an exemption may be
granted mdcucuonqalofﬂum
A-ulwmmcmamc««.
Dopcmmﬂndmnhn -

is
iu(h-lmmellhplnuddim
participants bensficiaries and

statutory exemption te not dhpond'vn of
whether the transaction is tn fact &
prohibited transaction.

(4} The proposed exemptions. if
sruated. will be subject to the express
condition that the material facts and-



11272

{ T on §3-68
Exempuon Applicston No. D—4429 st all
Employes Beneflt Pans Grant of
tndividual Exemptions; Northwestern
Ohlo Building, st al.

acency: Office Pension and \Welfare
Benefit Programs. Laber.

acnow: Grant of individual exempticas.

1

. This
exemptions issued by the Devum:m of
Laber (thz Depcmul) {rom ceruin dol
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effective December J1. 1978, section 102
of Reorganization Plan No. 4 of 1978 (0
FR 47733, October 17. 1578) translerred
the authority of the Secretary of the
Treasury to issue exemptions of the type

proposed to the Secretary of Labot.

Statutory Findings

13 accordance with section 408{a} of
* the Act andior sectioa 4973(¢)(2) of the
Code 224 the procedures set forth in
' ERISA Procedure 73-1 {40 FR 18471,
\pdl:!.lﬂ}mdbued upon the
Ea'x'irema'd. Department makes the

the

the Employec Retirement locome
Security Act of 1974 (the Act) and/or the
Internal Revenue Code of 1954 (the

Code).

Notices were pablished in the Federal
Register of the pendency before the
Deparument of propasals to grant such

+ exemptions. The notices set forth a

{b) They are in the interests of the .
and their participants and

beneficiaries and

(¢) They are protective of the rights of
the participants and beneficiaries of the
plans.

PAGE 11273

Geoeral !nlnﬂmdaa

The attention of interested persons i-
directed to the following:

{1) The fact that a transaction is the
subject of an exemption under section
408{a) of the Act and/or section
4975(c)(2) of the Code does not relieve
fiduciary or other party in interest or
disqualified person from certain other
pnvumm o!lhe Act lnd/or the Code.

:o wludi the
nol apply and the general fiduciary
responsibility provisions of section 04
of the Act. which among other things
require a fiduciary to discharge his
duties respecting the plan lolcly in the
interest of the
beneficiaries of the plan lnd ina
prudent fashioa in sccordasce with

doe

summary of facts and section 404{a)(1)(B) of the Act nor doe:
contained i::;d: apphadon for, Northwestcro Oblo Bullding and ";:I:)c; ;i;emuntzf:l:holl ;le:‘::u:

oo Y : Trades and Plag  OPerute for the exclusive benefit of the
for a co; au-uuuemaﬂhlllcu Program), Located aledo of the employer maintainin;
and o The (the T Otio . lhl plln and their beneficlaries:
have beea available for public {Probibited T: (2) Thesee: ons are

W Wm:.'D e Ton noumu:ho Exemprion Appiicrtion Now. Do £z - suppiemental to asd not in derogation
[n“(gd interested ns o & bmit wn - of. any other provisions of the Act and
oy persa > ’ or the Code. including statutory or
on : :

10 the Department. In addition the edministrative exemptions and

notices stated that any interested person
might submit a wrilten request thal a

The restrictions of section 408(a) of
the Act and the sanctions from

transitionsl rules. Furthermore. the fuc
that 2 ransection is subject to an

) ! the application of section 4975 of the dministra i
bic hearing be held (where . strative or stetulory exemption
Z:p:p:i::‘e: The .ppl(jcanu have Code. by reasan of sectian €973(c}(1] (A} not dispositive of whether the
represenied that they have complied through (D) of the Code. shall sot apply & isnfacta p
with the requirements of the notification to the proposed participa transaction.
to interested persons. No public mployes benefit plans in construction (3] The evailability of these
comments and no requests for a hearing.  Joans through the Program whare such lity
unless otherwise stated. were received loans are slready committed to by exemptans is subject lo.the express
by the Department. Institstions to parties ia condition that the material facts and
Ths noucu of pendency were issued  Interest with respect to such plans, representations contsined in each
and th beca le; hm dpl.m‘; “®  material terms of the transaction .ulrlhic.‘
are being not terms loazs 5
solely w e annmnl o those terms cuﬂagn&l: m:-;u s the subject of the exemption.
) mﬂ’m L ‘::‘“.: end p .;‘ d (S\i‘w':: lmuhingloa. D.C. this 14th ds
terms m of Ms. 1 .
described in the ratice of proposed £lliot L Dasiel.
exemrtion. are complied with during the  Acting Assiscons Adminssurator for
pesaar of the Prognm. Reguictions and Interpretazions. Office of
Feor a mcre complets statement g[ the Pﬂmonand Welfare Benefit Progroms. U..
facts and rep ng the of Laber.
Devanmmlldeuﬁonmgr-nuhu (FR Doc. 834557 Filed 3-19-8%; 8:4S am]
exemption refer to the notice of BLLIR COOL e300
blished on

Decerber 14, 1984 at 49 FR 42318,

For Further Informadon Contact Mr.
David Stander of the Department.
telephone (202} $23-8331. (This is nota
tolk[ree pumber.)
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stuted in cuch Notice of adency. The toains through the
- applications for cxemptin and the l‘rogrlm where such loans are atready
« d will b bl fue d to by certain lending
public s pecti :on m the Public institutions to parties in im:resl ‘with
Duocuments Room of Pensicn und eeespect to such plans. provided that the
‘Wellare Benelit Programs. U.S. teems of (the luaas are not le,s favorabile
Department of Labor. Room N-d677. zm 10 the plans thun those terms avalahle
C.nstitution Avenuc, N.W., Washi in ions with tuted parties:
0.C. 20218 and provided that the terms and
?— 4%0 9 Notica to Interested Persons conditions. as decnbed herein. zre
¢ X complied with during the operstion of
fp, 45 7/ Notice of the pruposed exemplicns the Program. .
be provided (o all interested . ”
persons in the manner agreed upon by y of Facts and flep
/ 3 the applicant and the Department within 1. The Northwestemn Ohio Building
18 days of the date of publicution inthe 04 C, ion Trades Cocncil (the
Federal Register. Such aotice shull Council) ta a confederation of local "
" include a copy of the notice of pend b and trade m,-,
of the exemption as published in the - which represent building and
Fedaral Register and shail inform coastruction tradesmen working in
interested persons of their right to aorthwestern Ohia. The local unioas are
comment and to request a hearing affiliates of members of the AFL-CIO
{where appropriate). Building Trades Department The
SUPPLMENTARY di Obio Counalh of
n G ployers (U Y
DEPARTMENT OF LABOR . :g:(lt;-;ml ;‘:‘d P!:"!"mﬂwﬂ iss eo:luwn’ldullinn of employers engaged
. a e and/or ta the bui and constructica industey
mmmwma«m 97S(c}(2) of the Cods. and in inthtu:ngempucml.
sccordsgce with set forth in The Couscl sad the I»:mlonn. e
(Appiication Ma. D=4800 et sl } ERISA Procedure 73-1 (40 FR 18471, uhuammmu
April 2 1973). Effective ber 31, within their
Proposad Examptions; Narthwestam 1978 section 102 of R t Plaa pecti ma.deaxnmuublhha
Otlo Bufiding and Construction No. 4of xm (l!f'R 67711 October 17, i indus
Trades, et al. . 978) Iobuege 200 T ol ‘;‘.'h' program for the bcnem of ﬂnl;mph‘y«
- Pensi it Scmlry muury iss pensioa beaefit plans and wellare plans
}"nwns. La| W Benelit of the type dtothe  hich they or their members co-sponsor.

acTione Notiea of proposed exemptions.

This di
notices of

pendency before the |
Department of Labor (the Department)

Secretary of Labor. Therefore. these
notices of pendency are issued solely by
the Depantment.

The applications contain
representations with regard to the

The plans are qualified uader section
401 of the Code and comply with the
requirements of the Labor Managemeat
Relatioas Act of 1947, particularly

of od tioas from certein of proposed exemptions which are u;ll:’::: &‘n:m':hu Council and
ol pkiede exemp " o summarized below. Interested persans tha Employers wil evtablish &
lh: 'Euwlsm Retirement Income "'d‘ l;\ ,-J to the 2 i on filo d ,::‘be known as The
Security Act of 1974 (the Act) aad/or the :Ill:rn:nl of the facts :: h Ohlo B:nldln" and
Internal Revenas Code of 1834 (the e nutions. C Teades F (the
Cods). prese Foundation) The Fcund.:dlmn willbes
Narthwestarn Obio Bmlduu aod nan-profit uniccorparated association
;”:‘f_::‘“.“”“"""m Coastruction Trades and Employer organized under aad govermed by the
Plan lavu of Obio. The Foundation will
All Interested persons are tavited to (uu Progrum) l.aalnd 1a.Toleda, Otio provide that any employee beaeiit Pplan
w:mt-nm or for (A Nos. 04850 and D-4881] qualified under section 401 of the Code. -
a hearing oa tha pending exsmptions. i and co-sponsored by the Council or any
unless othum-:: hbl:nnde Proposed Exemption Ié‘:llwn .mu-lud with it or the
Pendency, wi ys te The Deparument i idering * oyers may elect to participate in
of publicatio of this Federal Regt 8 i .Pn atic w;:af u?.' the Foundation. The Foundation will be
Noun. C and {ors h of section 408{s) of the Act administered by & Board of Trustees
hearing should stats the reascns for du and ..cuu 4978(c)(2) of u,, Cod- andia {the Trustees). Every plan participating
writer's (nierest in the peading th the in the Foundation wall be eatitled to two
exemption. forth in ERISA Procedure 73-1 (40 m Trustees oo the Foundation's Bond. one

All writteo and
requests [or @ heuring (at least three
copies) should be sent to the Office of

Standards, ica

4528, U.S. Department of Labor, 200
Canstitution Avents, N W th!.nglon.
D.C s A

18471, April 28, 1973). Uf the is the union

granted the restiuctioas of section 406{a) the plan and the other by the employet
of the Act and the of the plan. The
from the application of section 4973 of Trustees will be mulred and directed
the Code. by reason of secticn . by the Foundation agreemect to
4975(c](1)(A) through (D) of the Code establish and adminuster the Program.
shall not Awly to lh- proposed 3. Pursuant to the termas of the

P by employee benefit plans  Foundatios documents. the Trustees will
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contact every bank. savings and loan
and i (as

defined in Part B of Pr

4. Each parucipating plan will then,
-u.htn i :trum peniod lollowiny s
in the loan,

Tranzacticn Exemption 78-1 um: 76-1.
ll FR uvu P& 12741 March 6. 1976) in

forward un amount of its parucipanca
to the lending institution. The lending
institution wil! keep all such sdvances

7. The applicant represents that
{ending wnstitutions wiil have made a
{ormal and tegaily binding commitatent
to make the consuucuon loan before the
opportunity for panicipanen by
emiployee benelit plans is distnbuted

pudupathj tn the Program (the invested in certsin designsted ahort- through the Program. The applicants
Northwestem Ohio quadrant). and term instruments until the lending represent that the Foundation will
request such institutions to allow the funds the foan. ceceive {rom all cooperating lending
plans to p i ™ . . ag such ad willbes § ions all qualified loan
loans of $400.000 or more in which such  part of the plaa’s funding of the losn. commutments for connderation, end will
lending institutions have mads & legaily  end aay excess amounts will be not participate in & loan unlessitis ator
enforceable commitment.! The remitted by the institution to the above the prevailing emarket rate of
applicants represeat that it is not participsting plans. interest and value for comparable loans.
feasible to includs rmall construction S The Trustees of the Program will (o no event will pardcipating plans
loans {or bomes, remodeling or minor and o either tndividually of ia the aggregate
additions. Le. $21.000. $50.000. {n the sccountfor all advences mada by acquise core thas & 50% participation in
Program. The that ating plans. All returns of any one loan. .
mare than 80% of the loans pal and/or interest received by the g The applicast represents that
origingted will be ¢t or above the froma wnll (avest ab initia
$400.000 threshold. All tgag in which e plan mgﬂhzwﬂhnladhgiudmdnud
agreeing to participate in the Program participates will be returned to the will not be purchasing participatica
will sgree to natify the Trustees (or trustees of the participating plass) interests from such lending institation.
A st M of o within five days after receipt As well. the applicant represents that
of all app for foans the Trustees of the Program o nicipating plans will receive their pro
which bave been approved by the wil report 10 the trustees of the rata share of the points charged by the
{nstitutlon and agreed to be submitted p-nwp-m plans and o the affllated lending tastitution to the extent such
by the barrower, and supply the '““,“‘ and menagement points represent a mm on the loan
Trustees with any tequested data and cn their No 4ad not compensatioa end/
information concarning the loans. The Trustes will receive any compe o the leudhll institutioa
applicast represents that all lending for his services (o the Foundation or the  (op gctual expenses tncurred and/or
institutions will affrmatively Plan. The Trustees may incur reasonsble  ervices rendered in servicing the
recommend that borrawers conseat to L1321y P loan. The plans
the sub of the loan d to tervices to implement afd operate tre p,,,,.“.,h."mub.unndgdu,.
the Program. [n this regard the applicant  Program. snd may obtain from the lead ¢ mount of the plan’s funding

ts that the borrower refusal rute  Dofigage lenders and/or the participatioa to the total emount of the
will conatituts 10% to 13% of all atiag plans for losn. To the extent such above
transactions, The Trustees of the actually d

Progrem will actfy the trustees or other
dnign}ud mmnt:ﬂvu of every

b4 P

received by them. The fiduciaries of the
participating plans will then determine
whether they intead to participate in a.
specific constroction toan and if ¢o. Lhe
amount of theiy participation.

The Trustees of the Program will
sccumulate the responses from all of the
participating plans and will then advise
the lending instituticn.of its desire to
participats in & loan. and. if so, the
amount of the pacticipation. The emount
of the participation will be the amount

of the sggregata participations made hy *

the individual mulayn benefit plans.
dnaud nd

and
distinet legal Inmudnn and will be
documented as & separats trust. The
Trustees will meintain thetr books ead
records of accomnt sccordingly.

No part of the pﬂndpnl or Inenmc of any
investment will be received or reteined
by the Foundaticn oz its Trustees.

6. Because some constructioa losns
may be made to parties in interest with
respect to punia‘?.ling plans. such se

ploy
seeks an exemption from sectivn 406{(a)
of lhe Act for the transactions. The
thut b the
Program documents will provida that

_independent plan trustees or other

fiduciaries will have sole and exclusive
authority with regard to a plan’s
decision to participate in a loan. no
reiief from section 406{b) of the Act for
Program transactions is requested.®

* 13 thes exempten the Department sxprevecs oo
SOUEE 44 18 whether TaasscTIoNs
consgechos 0aRe 10 perties i wmiarest sl irvelve
mum-malldt
Act, As wed, e -

or any ather trensactions
between the plans and the lending
institutions. consutute vicltions of
section 408 of the Act. the Departruent is
aot proposing relief for such
transactions.

9. The applicant represents that In the
event of a default by & borrower the
lead lender. i.e. ¢ lending institution.
will have responsibility to enforcs the
rights of all of the leaders, including

atticipatioa interest holders. under the,
f oan. The applicant further represents
that all of the loans subject to the
will remawn in the portfolio of
the lead lender financial inatitution and
thus not be transferced to other lenders.

10. The applicant represents that

before a plan participates in &
loan. the Fi and
esch participating plan will receive from
the lead lmdu & wniten commitment

mu-mmmm
and spureuss of the Pregrem. uciuding the
wwih the bencheg p

‘M A of PTE 284 loams 0 - aru—t.
du&--n—au-lumum volsia provemans of Pert ¢ of Title { of the Act The
laans made by a maluple plasw Devartmont aotas. as ststed in the preambie 1 furt

d.hac-umdmn el PTE 70-L 41 FR 127G that 4 loan mede 10 ¢

Baky the loas u mede 08 behaif of the plan by ¢ m-m-yowmnnmd

bask saviogs aod losa ssseciation er insursocs reasacoen o ler sxample. the leaa u made @ the
a1

contaxi of 58 ervangement lor & specafic

lor p from & person
other than Ge pesticipating plan or
another plan which is part of the
Program to enable full repayment of the
loan upon completion of construction. In

parnctpating eapiarer w furtial ¢ portos of ihe
onetrecticm, and wuch emoleyer bas o
1aflusnce ever the plan's 64500 W Raka e loan.
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addition. the Foundation will not accept
_. losn panticipauoas by any plun which
would. as to eny individual loun
parucipation, exceed 10% of the ussels
of the plan, or in the aggregate with sl
other construction loan participations.
exceed 25% of the assets of the plaa.

11. {n summary. the applicant
regresents that the proposed
trynsactions satisly the statutory crucria
of secion 408(a) of the Act because (a)
independent plan trustees and
fiduciaries will have sole und rxclusive
lulhcri(y 1o cause « plan to purticipate

T e—
(31 The prapased exempuunsy. «f
wrantel will e supplemental w, .onet
oot in derogution of, any owher
pruvisinng of the Act snd/ur the Cenle
inchuling statutury or adminisirse e
exampiions and transitional rules,
Furthermure, the fact that a transicie
is subject to an administrative or
statulory exemption is not dispusitise «
whﬁ(?{:r (?e transacton 3 in fact a

Further. u,, Foundation and each in a loua: (b) the lending institutions will

lan will in or cause  have m:de a legully enforcealle .
10 be maintained lor a period of six tomake s "’“"
yeurs from the date of each loan before plans
participstion such recards as are the loan: md(clnnmon lhlnlﬂo“hc
necessary o eaable the D the Sssausef "“’ ”mf‘“.'.“” plon may be
Internal Reveaue Servica, the plan's n ey loan

e p:rudpulon and no more thxn 25% of &
participants 'rd beseficiaries. ':" plan’s assels may be invested in
mploy '.;.‘: ::“ ““‘ loans in the aggregate.
".M il P whou’mmembez: - Nolic:;o weresud“l’:mnw:;iu to
aaizal : interested persons will be

covered by the plas to determiine within 30 days of the dste nl’ publication

whether all conditions of the exemption
have been met.* -

The Deparsnsat naves the epphicant’s Octotwe
. 196 reprenentation & the Sscannes and
Eachonge

of this natics in the Fedaral Register.
Notice will include a.copy of this notice
as'published in the Federal Register snd
& statement informing interested
penou of their nghx to

(4) The proposed exemptions. if
gruated. will be subject to the exprss
cundition thut the material facts und
represenwtions contained in each
upplicntion are true and compiete. and
thut each upplication sccurataly
describes all matenal terms of the
transuctivn which is the subject of the

.axemplivn.

Signed of Washingion. D.C. this 10th din
of December. 1904,

! Ellof L Daaiel,
» Acting Muwn Administrotor for

to th

Comnmuman winreby the appticent siaswe
thad the ol

sllow -
“tocus ¢ porvicn of their funds e isvescments that
wenld beaeGt buch Ohels membors sad the loosl

e O ue
wuhm 00 days of the date of pubhalwn
of this notice. -

For Further nformution Contact: Me.

. Office i
Prusian and w«llm Jcne/u Progrums.
UOeparunent of Labor.
1R Ot 617078 Fidad 134300 644 o
LS COOL ot v0-T0at

David Stander of the D
telephona (202) 5238881, (Thisisnots
toll-free aumber.)

projects.” 040s Lhat \o (B4 extem

the fiducianes of the parnapecng

haw ol for
Condact ey savolve

008-eCORORUC reasamn. such
conam walstons of Part ¢ of Tide L of tae Act
whsch violations o prasest wowld ast be prvveird
rehef by this exemvpusn.

s 2his repard. secrion OKeE1) of B Act

fade #5932
General Informatica

The sttention of interested porsuns is
directed to the {ullowing:

{1} The [act that « trunsaction is the
subject of an exemption under section
403(n) of the Act and/or section
4975{c)(2) of the Code does nat relieve a

. fiduciary or other party in interest or

disqu-hﬂed person from certsin other
prvvumm of the Act nndlor the Code.
an
to which the dues
not lpply lud the gonersl fi fiductury
ility p 2

raa, das
plan. or of it invelved o grester riak o the secunty of

of section 404

" of the Act, which smong other things

require a fduciury to discharge his
duties respecting the plen solely in the
interest of the participants and

. beneficiaries of the plan and in s
. prudent fashion in accordance with

mgm:—d - scction 404(a){1)(B) of the lAcl. avr dues
. it affect the requirement of section
m”‘;m‘:r“ 401(a) of the Cods that the plun must
ncmme 9 sarelsed ebiectives. Thua. ta decidiog operate for the .xdlwv- beneGt ulthu
;ns M.-‘:l;“' o u-*dv the |. d J,h' b f
. brond [l cp n and their ene iciuries:
mrm‘:—‘ """'“""" {2} Befors an exemption may be

mum-m-rmuww.
Guire 48 stmlety $ae bruncag descy and
\ enloas o aa, whan fudesd

Opeasns 61-11A, [enuery 123 19803}

granted under section 408(a} of the Act

and/or section 4973(c){2) of the Code.

the Department must find that .‘h'
is admini ly

in the interests of the plan and of its

panticipants and beneficiarics of the

plun: and

P-yev0d
P-459!

3%73.
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Racine Coustruction lodustry Peasica
Fund (the Plan) Located in Racinae,
Wisconsin

T «-
MWMNQMI
Exemptien

mmmdmw-w
the Act and the seactions
the application of mtmd&g

the. cnmtmcdon lmder who ln:
autherity to manage ot control those
Plan assets being invested:

B. The terms of eech such transaction
is not less favoreble to the Plan than the
terms genmlly nnihbh tnan Am'.-

es: and

(C) Nohvesuemmmm!.
ld'vluuy underwriting or sales

or similar compensation is
paid to the construction lndcwuh
regard to such transaction.

For a more complete statement of the
facts and representations supporting the
Department’s decision to grant this
exemption refer to the notice of
proposed blished on
November 18. 1986 at 51 FR 41708

For Further Information Contoce: Alan
H. Levitas of the Department.

{202) $23-8194¢. (This is not a toll-free
number.}
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A. Such:imortgage loan is expressly agreement authening the mortgage
approved by a fiduciary independent of bankef to act 3s his agent in attempting
the construction lendesr who has 10 obtain long-term fl:uncina. Typically.
authority to manage or control those this agrcement provides that te
Pl2n assets being invested: morigage banker will receive & one
B. The terms of each such .point ion fee” (an amount equal
is not less favorable to the Plan tap the  to 1% of the local loan) *3 from the . -
:en'n.t generally available in an lm':; b for obtaining :JI glem
ength ion b | fi p to this point
parties: and the Plan bas had no invelvement in the
(C} No i jon. Also to this point. the
advisory. undeni:duxq or sales prospective bomw:; typically would
i or similar comp: jonis ot have chuained short-term
paid to the construction lender with construction financing.
regard to such transaction. In the next pbnll. the u‘aranglg‘n
S R banker prep: 4 loan offering for
4 ch.a:u and Rep submission to potential lenders. Uf the
1. The Plan is & multiemployer mortgage banker believes the project
pension plan which had approximately Teets the Plan's long-term lendi
958 participants and cet assets of qiterie, be presents a copy of the loan
approximately $13.122.115 as of offering for consideration by the
gﬁ:mﬁ:m?' board °! of Trustee. All loan offerings must be
the F three o oared in accordence with the
employer-appointed trustees and thres 300y criteria and must offer & retun
the Trustees). with the employer and 5““‘1 1o the curreat "‘:l‘g :m‘.':r‘ 4
unio trustaes entitled o cast an equal aiteria does not. however. result in
aumber of eggregate votes. i L Fi ‘
decisions for the Plan are made by the lications are individuall dered
Trustees. b
S TheFenproposes wengrgein - $TRSEITI L TG
long-term mortgage isancing for uTt::m published criterie. Upon review of the
Plan does not propose o engege in s0- '°:" wm“?‘::;':‘:'i:'y "w"p‘ |
called mlenmoc;r':ncr ruction 5“.‘““”" —o0n terms different from llhpu origin:lly
p’:"'ﬁ" "r’“’y be p ‘J ? d by p if the boi . mel':u'pu a ::’oume;- °
who are parties in interest or o .
disqualified persons with respect to the Z:::;::::: ll;l;fv:;;:l?o:;::,;
Plan.?* Spedfically. however. the A "
jon for which ptive relief is "“’mm . apslication
sought is the payoff by the Plan of the 4. The Plan’s m‘mx&" PP ot all
short term construction lender with form states. among :7 th:: mwhich A
Racina Coastruction Industry Peasion proceeds from the tong-term mortgage “m‘:“;”n _";‘;gm o & union
Fund (the Plan) Located in Racine. loan. where the short-t within the jurisdic ot be
Wisconsin . lender is & party in interest with respect P i by‘:on;:m od )
|Application No. D-8300] to th.e Plan by reason of sarvicing the pert ciors to and who
Plan’s mortgages. In oo case. c tanding with the Plan and
Proposed Exemption will the shart term lender be a fidugiary 477 in good standing "
with respect to the Plan. who empioy 100 percent AFL-CIO union
The Department is considering 3. Long-term mo: Anane tabor. Co:
granting en exempticn under the - g 48 including all landscaping. must be 100

authority of section 408(a) of the Act
and section 4978(c}(2) of the Code and in
d. with the d sat

forth in ERISA Procedure 75-1 (40 FR
18471, April 28, 1973). If the exemption is
granted the restrictions of section 408(a)
of the Act and the sanctions resulting
from the application of section 4673 of
the Code. by reason of section
49735(c)(1){A) through (D) of the Code
shall oot apply to the provision of long
term mortgage financing by the Plan to
property owners where such ficancing is

‘10 be used to retire construction loans -
extended by banka which are non-
fiduciary parties in interest with respect
to the Plan, provided thet

transactions involving the Plan typically

- begin when a prospective borrower

g:rcenl compieted by such labor. The

banker i3 rrower must furnish « list to the Plan
2}’.‘;“,’.'.@" 2 I'“"%;? b::ht howing the ndnm of the leneﬂld any
make: < 9 P th ‘g e
!euib'm.;‘:;u:a proposed pmj:c':f! ® edditien or substitution to that list must
that determination is faverable. the be w:?!m 5:;‘ m::%ﬁ;‘ l;l::
prospective borrower eaters into en :‘Uum e rada e

** The Departmaent cotes that where the
coastruction #a the property which secerve o
cartzage loas made by the Plan wed by &
conmbunng empioyer. and e prinapel of such
employer exerases fidudiary suthonity @ epproving
the Plan’s ¢ i twe .
s

be
11 The Plan makes finanang cosmmutaments enly io
Racine County.

——
18 The onginstion fee charyed ca any given

titwation depens on the thes exssting “market”
14 With respect to the grographic end union labe
crtena. it should be nowd that sectou e04{aXt) o
Mwﬂmmmmmuﬁdm:

.mmmuy‘wymwuwdm

plan’s perocrpents ead buefiasries aod for the
Camtirm
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4. The applicant represeats that the
total unpaid balance of the Plas’s
morigage portfclio shail not at any time,
exceed 23 perceat of the Plan's total
assets. In sddition. the totsl unpaid

of any one martgage which has
been committed to and closed by the
Plan shall not exceed 10 percent of the
Plan's total assets. Mortgage financing
applications will only be d frem

procedure. The morngage blnku then

As compensstion for such sernce. the

secures oote end
(whnch documents ere prepued with a
view to their furture assignment) from
the barrower end the bamwer begins
construction.

Throughout cun:uucuon. the mortgage
banker monitars the project and its

individuals who are not parties in
interest wuh respect to un Plan. In some
may be
neexved and coasidered prior la dn
ion of general

subcoatractors for tha project involved.
'nu Trustes considers financing

pplications without regard to the
xdeaﬂty of the general ccn:ncxnr udlor

who
bc sciscted (or who may d:udy have
been selected if ruch selection was
mada prior to sabmissicn of the
cing application). The Trustes’s

decisions oa the issuance of mortgage
commitments are final

6. The borrower aormally obtaing
canstruction financing through the
rnortgege banker. Wean the berrower
obtains the shert-term construction loan
& tri-party sgreement may be entered
between the Plan. borrower and
mortgage banker. The tri-party
sgreement coafirms the pu'uu

ding that upon jon of

the project in sccordance with Plan
requirements. the Plan will provide the
approved loan amount in arder to
substitute its financing for the lhcﬂ-
term funds. The agr fer

enker typically receives from
the PFlao an amount equal to one-eighth
of one percent per sanum, of the unpaid
amouast of the loan.?*

9. ln cummary. the applicant represent
that the statytory criteria coatained in
section 408{sa) of the Act have been

Plan.

7. Upon completion of v.ho project, the
Plan's
unti] satisfaction of certain conditions.
The conditions include: (i) Issuance of
an nppn:ul by 2 member o! the

of A
showuu that the Plan loan will not
exceed 75 percent of the project’s
appraised value,!s (i) issuanca of & ttle
policy insuring the first lien status of the
Plan’s mortgege interest in an amount at
least equal to the emount of the loan.
(1if) receipt of e architect's certilicate
that construction conforms to the plans
and specifications ead meets applicable
zoning and ordinance restrictions, (iv)
{ssuance of ¢ wﬁicaltllnn'lfum the

that the project is complets and ready
for pancy, and (v) p tion of
hazard insurunce policy (o an amount at
least equal to the Plan’s loan and
nlmmg the Plaa payee. If all those =
are met the Plan transfars its

simultaneous uugnmu:l ol the short-
term lender’s first mortgage lien 1o the
Plan. This agreement {3 not required by
all mﬂ;ar bazkers. and. i ia the

the Plan's lourum loan for shnﬂ-uru

committed loan funds in exchenge for an
assignment of the aote and mortgages.
Typically, the borrowar would sign &
direction to pay, authorizring the Plan to
make the loan to the borrower by paying
the Joan amount to the mortgage

Other d (such as ttle

financing follows the same

insurancs policies. certificatians and
appruisals} are also reviswed and
tranferred at this time.

& As part of the loan offering, the
mortgage banker may agree to sarvics
the lang-term loan on behalf of the Plan.
This servicing includes recaipt and
hendling of scheduled paymenta,
preparaticn and maintenance of

ot e Wrescames eveilabi & e via i ©  ccounts (showing allocation of

ouch kotne weuld Ervelve & groawr risk payments batween principal and

security of ples sesets than crhey of the
a more

offeriog ‘.“‘““" e - property. and dmunds {or proof ol_.

{ovest tn morigage loams, the Testaes Dwst connder
uhhﬂ-ndnua:nu-h—-d’ln

1o ety
\nm-.Ad-d.n—un-hubuuynubn
iafhemnced by ¢ dastre 10 silste ances ©

14 (n this connection. it should be ooted thet
while the Plan mey cgres © tand «p & 73 percest of
-mu-dnh;lhh.--\u-.-uym

1088 actaal borrower dsbareementa. Thase. the
Plad Joan wl! reimbures for costs bui will set
m&m-«;m'—ﬁmmm

20-518 0 - 96 ~ 7

aaa (or kis ewn ecoowst prior @
rrpayment

progress, making the aecessary satisfied because:

and paying out (a) The Plea hu vigorous standards
short-term funds ts the work p: for the app 1 of eny gage losa:
Upon compledon of the project, the {b) The Trustee will review and
mortgage banker makes the atl for
mwcummdﬁndwmu-nd-hﬂ (:)Nomm(hmﬁﬂotthc?hn:
closing is scheduled betwesa the sasets will be invested in mortgage

- borrower and the loans: and

(d) No mortgage loans will be made to
parties in interest.

For Further Informaticn Contace: Me.
Alsn H. Levitas of the Department,
telephone (202} 523-8194. (This is not &
toll-free number.)

——
10 The campemmation pald lor mortgege sarviang

with roopect ¥ & PYen morgage depunds on e
thes exisang | condiugna.

L8720

~~:}71
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T

DAM Aseq Building acd Cansirestico

ladustry lnvestmont Plan (tho Progrem)

Located ia Daytan, Obin

(Prohibited Trancacten Exompdon &7

Exemption Appiieatten Nea. D-7033 cad D—
7004)

Exemptioa

The resatcdans of soctian £08(a) of-
tha Act aad tha saccdans o
the npph:.adn of section 4173 of the

Coda. by reacon of soctien 4873{eH1) (A)

thraugh (D) of the Coda, aball not Apﬂ
to the proposed participation byt
emplayeo benefit plans incoaatrocien
loans through tha Progzam whero cuch .
loana arv alreedy committad to by .
certaio landing institutions o i=.
interest with mpsd to such
P that tha terma of tha loacs.or
not less favorabla ta tha placs than
thoge terms availabls L= transactiona

with lated partios: and

that tha terms end conditions. as
described in the aotice of wvmed
exampuon.dm complied with during the
operetion of the Program.

For & more complets statoment of
facts and te
Departurent’s decision to this
exemption refer to the notice of
propesed exemption pebtizhed on Aprtl
10. 1687 ot 52 PR 11783
rOR
Mru. Betry Scott of the
tetaphone (202) 523-8194. (This isnot s
toll-free rumber.

g§7-79
27003 ¢
D-700¢
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Dayton Area Building end
Ci d

. Ladusery | Plan

" {the Programl. Located in Dayton. OH
(Applicadcn Noa D-7003 end D-7004]
Proposed Exempu‘on

2

il

The Dep
granting an tnmaﬂoﬂ under the
authority of section 408{a) of the Act
and secuon 4973(c}{2} of the Code and in

ache e trusmes 1 earve om s Bosrd.
One unien Uxsees s OO MaagerEOt
mmm;.mm-mmindund

with the d: set b d Dy (he Founda! the seracerms of e
forth in ERISA Procedure 75~1 (40 FR banchiang smseitzogon.
18471, Apnll&l?ﬂ)-}l;;llmplmﬂ" ‘“'E—I -m-ﬂ- ;:Lm.;:ugq-gh.,mf::
] dnd adeainiswetien-el e Program The  qdves, NW: weds
% /7 Trustess are.slea wwry bask. -; umb.nﬁ .-
gantad the saviags and loan sssociedies cod sdvancm witl be o part of the advance
42 defisad ia Pert 3 14 ey cxcess well be remitted by de
ofw:mw“ - = O par ting Plaas,
. 1 (PTR 78-4, RO eunda! proper
Masch 8. 1578, in te jurisdiciion b;;hl:;mnmhlﬂ
wvmdb.“ﬂ:‘:::ddﬂ he vdvences rom Plens end
;.“"""l oy "““:"' -umdwm’wm
wpage loaa of $200.000 from the tendiny institotion makiny
or more ia shich sach leading 1aan. A% recurns of principel and/ar
inaciimtions bawe made ¢ kgally mmbyd:clmdmkumuueulur
. enforcasble commitmmnt.$
Al L . vdbc d to the
ith the Porndstion wil sgree o (2} trustees of e participating Plan(s]
e Trusteas for vdmnﬂ\n&yllﬂn
9 of the P pry Py ta F d will repart
L fom to tha of tha Plam
mmgmmdmm lau.-whﬂhwh—-wwdivﬁl Mhhmlwnﬁum
tastibution wad comsanted s be - nagsgemant ssscisiicas an its
"'1"-'"”“""“""';:“'“',' subraitted by the borrower: end () - mmﬂo?mm“‘
. bexefX plens Puns)”  supply the Trestem with sxy requested ive any campensatian for
UL L ST e a2
loams. The eppiiewcate vaprmsant that eif  Progrum. The Foundaticn cmy tncm
witt: the Deyton Tredes Commcll lendimg trmitasicns wilh affiras
end local eswoctationy with the d that b "*'- L -l to lmpl and
West Cagtrad Ohto Division of the the swh iom of the tear & % opersts tha Progeem aod may abten
Ceneret ceors the Progrom. be shis sgand the - mocgage landem aad/or
Tepresenting bufiding refusel cnaw will owestuze 199 to 208 «f for ressamabie
comstractoa ity employers tn the 4l transeceiens Upon marint of i~ (ncuzed. Ne part of tm grincipel or
Daytom erve are tx the precess of Y frem te i he incame al eny wvestnant be
ml:_uﬁ&mhrw :‘M‘ wili ancty the - o ived ez d by the Ponsd
bdusry ¥ o deti d ts Truswma.
%Pm:‘u;mfoua-qm svery panicpating Plan of o} “;n._.—mh—
pmhhl’ond-d- (nformeses smcarved try-them The may be made to rtme B KRR weh
participet Frograsere Mlemi Velley trastses-of the Pams will  ryspect w the purTopering Plems, sech
Can -mu?—u? then deterssiae whathur thoy immod o 45 cemsrivaring emgioyers, the
Trest fwteractional partcipats a & spacific " — = fom
B-m-::-:-udhymd loan and. i so. the amomnt of their section 48ata) of e Act for the
Masoms Lecal Na. 1 Peuston Plem nc 2. Thae Fompeation will scomexias (e sas e Program Somcasents wid prove
H: Oistrict Counctl of fromm all of the that & rwsess of axy Plan which bee as
MSuﬁ-_dmo Vi;::y_ﬁ?a-d Pl—nd:l&&-dﬁ-hl-h {nLecest Lx the emploper eatity irvolve
Trest Obdo dunira trocton finanoe
Watarproofery Disgtct Council Pynsien artcipam h.mmﬂ,m";‘:hh i
Plan and Trest flumbers end Mpefittere :n-ud hm.?ﬁ“m bye (a] Abatain

jurtediction covered by the Ptans ts the
Daytom, Chio eren

————
* Al of e bnnduntons @re bacnt olillotms of
h—_u————v‘..M

[y g

. that portion of the Plan trustess’ meeti

when the 1ssue of the perchase of rod
18 undar d and
wgan: end (<) rep oo th

pardcyp

Y

10 i dhee Lencns 8 ke an bwhald of the plea by 4 exert wrTy ffeance oo @y trustes

bumk. crvings avd e ermmaten af We——""

P-7003 £ D-7404

regardioy the purocipatoa. The
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11734
sppicants forther represent mll. " plans either individually oc int the
becxuwe of such Program docum: sggregate acquire more than a S0%

- langusge. a0 rethef from secticn M) of parucipaticn in any one loan
the Act for Program gxnsactons is & The applicants represent that
requested.®

pardcipating plans will invest ab initio
AGE 1145

Fdnlwu/VoluNaN-Fddmmmwvm.

assats of the Plan. Further, the
Foundatioa will maiatain of cause to be
maintsined for a penod of six yeary
from the date of esch loan parucipanon
mch records as &re necessary 10 enable
the [nternal &,
Servua. the Plan’s participants and
ficiaries. any employer of plan

together with a lending insdtution and
- will aot be purchasing participation
lending i
7. The applicants represeat th
lending institutions wall have made

interust from such
well the applicants represent that the
formal and legally binding commitment
to make the mdr- w loan

participating Plans will recrive their pro
rata share of the points charged by the
leading insttudon to the extent such

punidpunu md beneficiartes. or wy
whose
are covend by c.hu Plans to determine
all of the ™

have.
11. [0 éummary, the wpﬂmu
that the p

uduly the mmxory ateria of saction
406(s) of the Act because: (a) Trustees o
each participating Plan will bave sole
and exclusive authority to cxuse the
Plan to perticipata in ¢ loan: (b) the
landing institutions will have made a
{egally enforceable commitment to maks
4 construction loen before the Plaas

in & loar: and (¢}
o more than 10K of the assets of any

plan may be invested in

before the points « return on the loan
by mOHmﬂMb‘MWW mduotmwcunumdl
Prograc. The that to the lending institution
the Fmdldnn ‘will nenn&vu il for actual expenses incurred and/or

all- services cendered in sarvicing the
quuﬁed loan i for loan. A Plan’s pro
consideration whether ar not sxch rata share will be the ratic of the
cnnmun-nm are foe local ornon-locel  amount of the Flan's funding

or p ta the total amount of the
unlon»bmk or nom-anion buﬂt loan. To the exteat the sbove
o any other cth

further rep That the Posnd b m-mmmdmlmdm
will not participate in a loan unfess it is
at or abave the prevailiog market rate of section 406 of tha Act. he Depar 8 ony individual loan pas
interest and value for notp reliof forsuch -
loans.!* tn no event will pertcipating wansactions.

9. The applicants represent that. {a the
event of a default by & barrower, the
lead lending tnstitution will bave
responsibility to enforce the rights of all.

of the lenders, including participating
interest bolders. under the loan. The
further that sl of
the loans subject to the will
remain in the portfolio of the leed
lending institution and thus not be
transferred to ather lenders,

10. The spplicants represent that
before & loan is made. the Foundation
will receive from the lead lender a
writtea commitment for permanent
financing from a person other than a

'h&mhﬂ-—r—_
opinten o whwther Tussactians -

) il
violew provimons of Part ¢ of Tithe L of the Act The
0otes, 40 statnd U U preambla 1o Purt
B of PTE 78-1. 41 FR 12743 that & (aan made 0 &
GON-UrtY 1 INIECENt Mey BVe Aas 10 ¢ pradebltsd
Tenmacoon . (or exasmie. Lhe loas 0 mede i the
L]

and snch
Comrton omoioyer has 8 coumrolling
10 Twanca over (e plas's decioen 4 @aks the boan.

19 The Departrnent aoas tat % the extmat the le:vh{chuamb«olthn
M-nu—dh-m rascncs thalr to enable full repay of
for s thl loan upon completion of
e ln addition te Found
winch vilatonn. f ok will nat accapt loan paxicipations by ..
reiet by cbis eumpoom. oxbeprovided ooy Plan which would. a8 to any

12 v regard. sactien €0%aX1] of the Act repeiree  (0dividual loen participation, exceed
10% of the assets of the Plan, or in the

predeady. soisty in the Waaret of the plas’s sggregate
loan participations, exceed 25% of the

The Owpartmeat bhas cowstresd the requiremens

are investaenis which would be eslected. o at all.
0 preference 1o alternative vtvesoneuts. § loan
womid net be prudent if H provided & plas wrth lese
ferers @ compartson © nsk than

nvestounts avadsble so the plas, or i it lovelved &
oreaner nek 10 (ke aeCrity of plaa seests (hgn othar
investrsets offarteg ¢ amrisr recorn.

- therr
Conig (0 untwisted objactives, Thue. in deciding
loang. ¢ fiduclery mest commdar woly
factore relating 1 the mierwet of plas particioess
0d benefictanes @ that recrement moome. for
e1acpie. ¢ decuston 10 make ¢ loan @y ot be
1afluenced by ¢ desre (0 snMulste the constrection

valua 10 the plaa. would be equal ar enperrer 10
sllermative mveecnents availsbie v the plan. (Ses
Advisay Opinson €1-12A. [amuary 11, 1901}

whether and te what cxiext 0 lrvest i consTrectien

and oo

. momlhnnﬁ!ol.plmcuuumyb-

{nvested in constracticn loans (n the

aggregate.
Natice to lnterestad Persons: Notice t¢

" interested

persons will be
within 30 days of the date of publication
of this potice ln the Federal Register.
Notice will include & copy of this notice
a8 published in the Fedaral Register and
« statemant informing interested
persons of thair right to comment.
Comments to the Department are doe
within 60 days of the date of poblicatics
of this notce.

For further informaticn contact Betsy
Scott of tha Department. telephane (202}
$23-8198. (This ts not « toll-free
rumber.]

D-7003 ¢
D-700f

Y a
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T € (2234 H
Ellmvuan AppGeation No. D-‘l’]l etatl

Grant of Individual Eur'npuons; Real
Estate lar American Lator A Balcer
Group Trust, etal

AGENCY: Pension and Wellare Benefits
Administration. Laboer.
acnicn: Ceant of individ:al exemptions.

summanry: This document conisins
exemptions issued by the Depariment of
Labor (zh: Dtplr‘.ma'll) from certaia of

THse #3273

ic) They ase protecise of the ~ghis of
the particzpanis and henefic:anas of the
Mans.

Real Estate far American Labor A
Balcor Group Trust (the Trust), Located
in Chicayo. IL

iFrubrhited Tranxaction mA-46: Srompuon
Aprlication No. D-#817)

Enc:nption
Se:lxon L .Jzempuon {or Certain

the pr of

the Explovee Retirement [2ccme

Se: Act of 1974 {the Act) ansfor the
tn Revenus Code of 1954 {the
Cade)

Notices were published ia e Fuderal
Register of the peadency before the
Oepariment of proposals 10 graat suzh
ions. The notices set forth 4
sts and represent
d in each applicatics for
~puoa ard referred interesicd
pessuns to the respective l;lphcﬂ’io'l
for a complete statement of \‘xe .ac s
and i
have deen available for pubuc
a at the Depariment in
Washington, DC. The notices also
invited interssted persons ln submit

ts on the reg s
to the Departmernt. In additon the
notizes stated that any intecested

iynt subm:t a written reques: thata
pubiic haarirg be held (where
appreprisiel ’l e applicants have &
reprezented that they have com|
with the requireents of the noull
to interested persons. No public
comments and no requests for a he-"n;"
unless otherwise stated. were received
by the Depaciment.

The notices of pendency were issued
and the exemptions are teing granted
solely by tae Department because.
effective Dzcember 31. 1978 section 102
of Recrgunization Plan No. 4 of 1978 (42
FR 47711, October 17, 1978} trans{erred
the authority of the Secretary of the
Treasury to issue exemptions of the type
propused o the Secretary of Labor.

Statutory Findings

In accordance with section 1C8{a) of
the Act and/or sectiva 4273{c)(2) of the
Cod# and ihe procedures 1¢1 forth in
ERISA Procedure 75~1 (33 FR 18471,
April 29. 1573}, and baszad vpen the
entire record. the Dcpuriment makes the

{oliowing findings:
{a) The exemptions are
administ: stively leasibie;

A

Involving the Trust

(a) The resirictiuas of sections 08{a).
3051bI{2) und :07{a) of the Act and the
saacticns resclting from the application
of yection 4975 of the Code. by reason of
seczion 4973{c}{1){A) through (D) of the
Code. shall niot apply to the trarsactions
Cescribed betow if the applicable
randitions set forth in Section [V sre
met,

{1} Tronsactions Sehvveen Porties-in-
laterest cad tke Trust: Cererol. Any
transaction between a party-in-interest
with respect (0 3 plan which has an
ir:arestin ihe Trest (a Pamcxpalmg
Pisn) and the Trust or any acquisition
ur I-:Idmg by the Trust of employer
‘ayer real property.

al Reully Advisors. inc.

or one ci its affiliates. any other
by Bdlcor or or:e of its

! the time of the
rsaCl: cn. acqansmon ur holcing. the
ating Plan,

eces: of any other

rrpluur or empiovee
ation in the Trast. does not
10 perceri of the total of all

action petween &n ep!

ate of an emplcyer) ol‘ e

red by a ::ul:le:r.p
o

6 or nolding by the Trast
ioyer securities or employ er real
property. if sl the time of the
iransaciion. acquisition or kolding—. . .
The inierest of the multiemployer plan
in the Trust exceeds 10 perceat of the
teal arsais in the Trust but the
not a "substantial
with respect to the plan and
d not \e a “subistaattal employer” if
- ':em uere submluud for "10

£rcunities 0
the Trust

of er-ylm er seeunid
sule or lcase or cmployer reul pmpe't)-
and

(i) in the case of enplayer teal

teld by‘lhe Trest are suital
sive vast) for

use by difl:
{Ub} Thi

ner any of its
c of the issuer of

the security. 2nd
(bb) If the secunty is an cbiigation of
the issuer, either:

the Act). the exempuon prov
.sLbse'non (A) of lh-s seeusn |
available only i
2zquisitian of tl
preperty. the agy:
cf emplcyer secun:
aroyerty with respect ic which Salcor or
its alfiiate hay investment discretion

does not excesd 10 percent of the fair
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.46 Far puspases of the exempuoun
ined in sibseciion (A) of this
ceation (3}, the term "employer
cecinties”™ ~hall include securitses
ssoed b d the term “employer real
o penty” st
Yasadto 2 pc 2500 nhﬂ isa pan) a-

Man Uy reasun of a rel
empley er desenibed in se
(61, (H) or (1) of the Act.

(b) The restrictiens of section
iMa{x1)(A) 1hrough (D) and section
40;Lj(1] and {B(2) of the Act snd the
ons resulting [rown the appiication
n 3975 of the Code by reason of

:gh (E) of the
he transact.uns
Sed belew. 1f the conditions of
ion !V are met.

m Cena:n Leuses cnd Conds. The
uenishing of guods to the Toust by a
in-interest with respectto a

iputing Plan or the leas:ng of rcal
property owned by the Trust to such
pan' .interest and the inciderial
fusnishing of gaods to such party-in-
est by the Trust. if—

{A) [a the case of gaods. they are
furcished to o by the Trust in
connection with real propesty owned by
the Trust;

(8) The party-in-interest is not Szicor.
aay affiliate of Balcor. or one of the
other trusty: and

{C) The amcunt involved in the
formushing of goods or leasing of real
seeperty in any calendar vear {including
mournt under any other leass or
ment for the {urnisking of goods
1on with the real property
of the Trust with the same
seseal. ur eny aifiliate thereal)
rcuzd the greater or£25.00C or
ercent of the fair murhet viloe of
ets of the Trust on the must
<aton date of the Trust prior
nsaction.

12 7 "r: soctiors Involving Places of
nogeuon. The furn:shing

owned by the Trust to & party-is
with respect lo a Participating Plan. if
the services. facilities and incidental
gonds ars furnished on a compar
basis to the genaral putlic.

(ci The restrictions of section 40513041}
(A) through (D) of the Act and the
sanctions resulting {rom the apghczhan
of sect:on 4975 of the Code by reason oi
section 4975(c)(1) (A} through (D) of the
Code stall not apply to the folleving
t-znsacuons if the conditicas of Seeton
IV are met:

ﬁ%E 432?1/

{1} The person sa party i
lincluding a fiduciary] saiely by reascn
of provudmg services to the Pacticip:
Phn. ot saiely by reason af a
i ip to a service |

dzscnbed in section J(N) {F). (C]. (H) or
(1) of the Act. or both. 2ad the persan
neither exercised nor has any
discretionary acthority. control.
tespons:bility or influence with respect
to the investment of the Participating
Plan’s assets in. ot held by. the Trus¢

(2) At the time of the transaction. the
interest of the Participuiing Plac.
together wilh the interssts of ary other
Participating Plan maintained by the
same employer or empioyee
organization in the Trust. does aot
exceed 20 percent of the totai af all
assats in the Trust: and

{3) The cersan is aot Balcor aran
afliiiizte of Balsur.

(d] The restrictions cf seciion 06(al{1)
(A) lhmugn (Dl n(l'le Act and the
from the ii

id

) 1
wa(::][n 2rd {2} o

s o( Resl Proz

23 of sectio
the Act and l\e taxas
imposed Dy section 4975 of the Coce by
reason of secuon 4975(Ci{1)[A} theough
(E} of the Code shail not apply to any
sa'e to the Trust of real peopenty
acquired by Baicar or an ai
the offering period if the [k
conditions are met:

{a) The pnce paid by the Trust for lhe
property will be ao greatec than the
lesser of the sum of the amoont id and
the holding cos:s incutred oy B
iiate or the faic marke! vaiue of
23 determined by un
=1 arprilier, as of the date ol
sale to the Trusz:

(b} The af’er-ng nemorsndum -
ted dunrg

made on beb..lfcr ke Trust and all

ol seciion 1975 of the Code by reasons of
section 4975{c}(1) (A} through (D} of the
Code shall not appiy 10 the purchase

and sa'e of units of deneficial interest
(Units} in the Trust if no more thaa
reasonable compensation is paid
therefor and {a] each purchase and sale
is authorized in writing by a fiduciary of
the Participating Plan who is
independent of Balcor and any of its
affiliates or {b) the purchase or saleisa
mandstory redemption required by the
Teust Agreement. including the failure of
the Participating Plan to remain a plun
which can invest in a group trust
described in section 401(a}{24) of the
Code. and the 2pplicable conditions of
Sectioa [V are met.

Sectiun [f. Excess Holdings Exemption
for Employes Benefit Plans

{a) The resuictions of sections $36(2)
and 407(«} of th2 Act and the sanctiun
resuiting froz the application of
4975 of the Cods: by reason of se
4975(c){1] {A} thrcugh (D) of the Cade

holding or qu
of quaiify:ny
(other than thros
Pa.ucu:

transection sel.
uurcg::led -
employer red

h employer, securitics of
propenty held by the ™

Trust: (’1 the requirements of cither
paragrapn {al(1) oc paragraph (al(2] of
Section { of this exemption are met: and
(3] the applicatle conditions set forth in
Section [V of this exemgtion are met.

reiating o the cailing af
funds from invesiors specify the
investrent {or which such funds wall be
used:

(d} AN such tearsiess J ¢ complated
within 120 days i purchaxc by Balcor oc
an affilipte: andd

(e] The conditioas sct fo
IV of this exea:puon are m
Section [V. Car.eral Condit:ons

{a) At the ume the :ransaction is
entered into, and at the time ol any
subsequent renewal thereof that
requires the consent of Balcor or its
affiliate. the terms of the transaction are
not less favocable to ihe Teust than the
terms gerecally avaiiadle in arms’
leagth tra: n0s between anceial
parties.
{b) Bal<

in sectiva

exsmpticn &
(1) a prehibited Lran
considered 10 have 3¢
circumstarces b

sectien ;e".u .
records are act m
available for 2x

<3, or are nut
vn 15 r2quired by

paragrapn (c] bYelow
tei(1) Except as prasidud in section 2
sesnd

of this patag:
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A
p.r.gr:ph (blai d
uncoaditionatly avaitasle at ¢

Y r
during anrmal business haurs by:
{A] Any duiy authorized emple
representative of the Depariment o
Interndl Revenue Service.

(B) Any fiduciary of 4 Particizu
Plan who has authority to acquire cf
dispase of the inteests in the Trust =d
the Parlmpanng Plan or any duly

tions 10 ar under 3
far each of —
tely preceding

2t n! all emg! n
B 0 or unde plan for zach such
yCar.

11} The time «s of which any
ction, acguisiticn or hoiding
occurs is the date cpon which the
n is entered into. the

uisition is made or the holding

= cs. In addition. in the case of a

or rep e

of such fdu:urs
(C) Any. ccr‘lrrb
P:

iag ampioyer 1o ny

izanisaction that is contincing, the
transaction shall be deemad to occur
untid it is tarmicated. If any transactioa

7’49'5 Hr9C
General Informaticn

The attention of interesied purNans is
directed ta the foilowing:

(1) The fuct shac a transaction is the
subject of an exemptiwn ynder section
408({a) of the Act and, or sec:ior:
4975{c]{2) of the Code dces cot reiieve 3
fiduciacy or other pacty in interest or
disquuhﬁed sesson from certain otaer
provisions of the Act and/o¢ the Code.

an hebited

to which the exemption does

or any duly
yee or repress g IS EALET uisili
of such empm er. and made. ar or after the eﬂeclhe date of
(D) Any i ot beneficiary ai  chis jon. or & 1 that
any. Flruclpumg ‘Plan. or any duly requires the conzeat of the Trust occurs vigi
yee or repr on or after the effective §ale of this
af such parrcxpz-u or gen cxemption. and the reqs ts of this
(2) Not:e of the persans e 2 are at the time the
transaction is entered into or renewed.

subparagraphs {B) through (D) of ths
paragraph {c) shull be authorized to
examine trade secrets n( Balcor or lu

resye ely. or at the time the
acquisition is made. the requlremenu
will to be sati

no' apply and the gerual fiduciary
responsibility provisions af section 403

of the Act. which ameag other things

require fdu:*lry to dnschaq: his duties
g the plan solely in the interest

atfilate. or Lor fi
information which is privileged or
confidential.

Sectica V. Definitions and Ceneral
Rules

For the purposes of this exemption.

{a) The term “the Trust” shall include
any cullec'we mvesunenl fund that may

be d and
managed by Balcer or its affiliate in
essentially ‘the same manner as the Real
Estate for American Labor A Balcor
Geoup Trust.

(b1 An "affiliate” of a person
includes—

(1) Any person directly ot indirectly .
theough one or more intermediaries.
conirolling. controlled by. or under
commun coatrol with the person.

(2 Any officer. directar. emgloyee,
relative of. or partner in any such
perscn. and

(3] Any carporatinn or partnership of
which scch persoa is an officer. director.
paciner or entployee.

(¢} The term “control” means the
poswer to exzrcise a controiling influcnce
aver the management or-policies of a
person other than an indi 18

{d) The teem “relative” means a
“relative” as that term is defined in
section 3(15) of the Act {or 2 “member of
the family™ as that term is defined in
section 4973(e}{6] of the Code). or a
brother. a sisiec. ot 8 spouse of a brother
or sister.

(e) The term - sulmanual ur"m)er
means for any plan year an empioyer
{treating employers who are members of

e!filiated group, within the
=g of section 13631a] of *he Code.
o ‘e

with respect to the transaction or
acquisition and the exemption shall
apply therealier to the continued
ho|dm; of (he prep’ny so lcqu.::d.

e\empnnn shall r.nse to Apply to
1ransactior:s exempt by virtue of

) l(a)'l) 4nd I{c} at such time
cipating Plan

sel funthin these
u.iess no portios of such
"sulls from un increase n the
ocated to the Trust by the
r.g Plan. For this purpase.
catrd do zo ude the
ags. Nothing in
D e constised as
a ansaclion described in
n 4C6 of the Act or section 975 of
ihe Code while the transaction is
contiruing. unless the conditions of the
exemption were met either at the time
£saction was eatered into or at
e :he transaction would have
prohibited but for this
exemplion.

{g) E4ch Participating Plan shail be
considered lo own the same
aroportionate undivided interest in each

asset of the Trust as its proportionate * -
1nterest in the total assets of the Trust as

ralestated on the most recent preceding
iun date of the Trust,

bility of this exemplion is
cts and sedreseatations

ad ikat the application
aterial terms

ke exprees conditica (Rt the

d in the zprlication are tme und

of the pau:-panu acd beneliciaries of
the plen and in & prudent fashicn in
accordance with sectiun m-::a)(ll(Bl of
fect th

the Act: aor does it
requizzment of 3¢
Code thet the plaa mu:

-,

,al of the

—l o! the sremption.

Sigaed at Washrgran OC. thay st day of
Octaber. 1932
Robert |. Dojle,
{cun, [ nc'.r:lﬂ—;nlc' ons cnd
3. Pe

BILUNG CODY 810- 7011

6837
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- Penmon and Weltars Benefts -~ .
[wmhm .
’ Wamnumuw

MmuﬂwABahnrme
(the Trust) et al
. Ammd\ﬁﬂm&uﬁu :
Acagcration Laber. . .. © 1. .0s
- Ammdpmdm'

" Secnrory Act af IS74 (tbe Act) and/or the
blmlﬂm&:&dxﬁl(m :

v’ég57 " Pendency, within ¢S days from the date -
1+ of poblication of thris Federal Registar <.
.. Notice, Canntxents and reqoests for &«

p .. hearing shonld state the rexaces b the 3
/77 - w‘n’(z‘:inzen'nlbwﬁw = :

-, recuests for '« bearing (st Jeest ﬁ.r!en::
m)lbuﬂbem(bbe?ﬂuh

froposed exempGons
-—wﬂ.btrvntdhuﬂhu:uud« -
i+ perscos o the auzner agresd wpoo by =

- the arpEcant and the Departoent within
. .sandhﬁndpﬁu&-nh
- - Focaral Registr. Smch sotics shal : . "
. u:nnwdlhmdnndnq
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=T

apoucasoas fi.ed parruar: to secnod |
«0ala) of the At and/ax sectam . - ..
ATl of the Code. and ta -
sccordance with procedores set forth in
""ERISA Procedure 75-1 (@ FRIKTL -
Apal X 1S} Effective Dy bes 31,

4nd secnoa G UfY1) of tae Code) that o
1 Faroqpating Aza. aod the Trost. or
any aamicinos or boiheg oy te Trua
of edpivyer secanoes ar coployer reed
mm i o e e of the -

1978 seciion 10X af Reorganization Pan
No. ¢ of 1978 (33 FR €70, Ocloder U,
1978} rasferred the eutdarity of he
Secetoy uh}_‘l’ruwylnimed

ol the 4 the

ar boldurg—
Tacmd&mdn
i3 the Trust exceeds 20 pertes: of the
1otal assets w Gae Trast bot the

Secrewsy of L-hur ‘n:u-t(nn. Gese
notices of pendency are ve solely by ..
the Depastmes?.

. ".The spplicetions coatein -
representabons with reperd o the ~ - -

proposed exeepbons winch are 7 - -
. summarized below. aterested persons. |
poticatians oo file -

are refemred to the

“3 percent” were rvostrumed lar."10
pcm(nlh&hnd'mmd
employee™. _ . . - ¢ .

(!]Aqumﬂn&huﬂa&mnl

Secxrities and Enployer Real

- Traasactions loveiving the Trect .

(¢} The restrictions of sectiacs 4052
\wﬂb](n md‘@'(n) of d::\nmddz

requirement T
(lXIldmluﬁlemm
oy afliste of Bakeor or e explorer @

iz paid w Bacor or to the employer. or > .

mewd&mumum.(
the toroer, .
mlhhu-d:hm
Gt w oot @ chpble tncfividnal scooumt
plan {as defined in section ZVIXT) of -~
the ActL the exempOcQ proviced i 2
- subsectm {A} of this secooa (3] abafl be
available aaly i, imunediately after tne
scquisivan of the secunbes o resl .
Mwulurm:&zlnhe

Bahees e Tt e, v

dauwlc‘mhnwuntnllblﬁu -
market vatne of dll the evets of the —.=°

Participating Plen with respect lo wbdr
Balcor or ity affiliate has such

- interest with respect to & Participaticg
- mmhtmﬁmxn}e'-mhmdlnhuwwuuu N
) i nsu:nu:(“)(t).

of
ulzorluseau:abnrndmfr

(0} crm of the Act.”
The restrictians of sectica Gaimy)

£ of section €373 of the Code. by rexson of ~ PrOPErTY EproTemeIy
" cection @7S(cX1} (A) rough (D) of the vbddhylhc'l’mlmam.bk(c :
 Code. shall oot appiy o the withoat u:n)(x -
. dectibed beiow if he applicabie - use by diferettemamty and <2 0 7 3 ¢ .
cnndmm.:lednﬂhnSmNm-~ Ml‘l’hemalduhmmnu ' Secnoa [Vare met.. . "
met * i luudahdd(arln.zlacv.haxmm [1)&r:.nlmxaand6wa.‘he
4] Tmmﬂawaahns-b-_ gmente, of goods 1o the Trustby ¢
—lnlﬂetla::dﬂctnu Ce-rn_Any (u]lnth:audannlaru . R pwmmtﬁnwu&.- o
. secxifi— I L. Pmmﬁmofmlunqdrul,

wibrespect o e plu 'n: kasan
inteest @ the Trust (2 Farticpating’
Pizs) an2 e Trast or any sox=ixition
or polding by the Trxt of enporer
secintss or emplover real property, if
the party in interest is not Sdle
Lasazuncaal Realry Mnm b
(Baizor) as one of i aSliazes 1oy other
n—unmmamedur Baloor or ane of its

(ul\ad:zﬂakn:urwydns :

vapenya-udhyme'[mntama

eSkrres is 20 aTEate of the imner ol . puqmundu::wamul

(e seenTy. 2d

(b5} ¥ ke u:ul‘yua.noprﬁono.
Lﬂ!w eitzes

L‘l‘he‘tmrmthgobﬁ:mum
3¢ the olan acy=res en meesiin e
Truse and ieees oo t2e Trust are
oZeed e2d redemmied @ acordance
i vt rocedes of the Trost
A:ph:émnu:ﬁnzmubui;

fur of goods W such pary-ur.
iouzest by the Truss, if—
{A) 13 the case i goods, they are .
famisaed (o ac by the Trust .
caasecton r.‘:m.lpm;r.‘\'y awoed oY
e Truss -
{8} Tae ,.L—r-m-muu-una Baxr,
mmuo.adax.orazouz
other rests aaG; | -

iaterest of the Pertcpetng B [ S (qmmmvdndmm T
loganervnl.h&-mvau\dnv.dz - 2 tnmediately chex 3 of tha . .nndsc\um.o.zd

tng Pians '*'bylh: o ! by the Trost oot mare than IS mmqa}nﬁxmm
nmuwlayuclwbyu-.- :

oqunnn:nnh'l’mcb-nd"

exceed 10 percent of the toral of ol 1~ ° ’

assets © the Tren -
12) Specaed Trasammcn Nod Meeting
the Critea o] Sexcuaa ok 1) Beween
Eosloves of Exziorees Coversd by o
Muluuz:.ayu Pm end L Troce Aoy
= lozer {0 20
aﬁhnl: of an ecaloye) ol uuu\-u
covered by & cinempye Sx {as
defmed in tection NINA) o e At

beid oy such par. aad et st 30 -

p:-mmluuz:q:umol

c:by:xou isszed @ the 13sTe n:.‘.
aiDe oz ol

n:abypemamulh
usue Baler, in sficiws, md any
oitecave mrermen faad masauced
by Balcor or us e tatew, whafi be |
coandsred 0 De peIoas i

izvesTamn of the Touest with toe sase
pary-n-{aterent, or azy aSliate thereoi)
doss 0ok exceed the graty of XD or
6.5 pet=nt of the (at 2uket velne &
3e assets cf the Trent ou the most
stceot vataatioa date of the Trest prior
10 tae TunsaChOoD.

2) Tmlmhmg Plocs u{
Pudiic A

V-6837 22)7
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of services. facilities and any goods
incidental 10 such senvices and Laclite

.. by a place of pralic accommodznca
owvoed by the Trust o a pairyp-nterest
with respect to & Pardopancg Plan b -
e senices. fachzes and inadestal
goods are furvisted 06 1 compandle
beasis to Le gecerad public.

(¢ Toe restncsozs of section
W06{a A} m::r.g. (D] of e Act and
the saacacns reswiacg iroo the
applicanes of secooa 4375 of the Code
by reasoa of secoa (STHCNINA)
terough: (D} of the Code shall not apply
“to the foilowing racsacoocs if the- -
conditions of secnoa [V ae et

Ady razsactioa betwen tae Trust and
& person w30 is a pasty in inferes: with
respect to 2 PacSasaarg Paa il—

(1) The persca 1s 2 party in interest -
{iacluding a Bdusary) solely by reasos
of providing senices ta (ke Participatng
Plax or solely by re2sonoia =~ .
relationskip 1o a service provides. . ..

“described ia section JNFL (Ch (H) o=
(1) of the Act. or both. and the pesyon -
geither exercised nos bas azy .
_ discretionasy aatiority. coamol . .
. respoasibility or infivence with ruped
to the investment of the Participating -
“Plin’s azsets in or beld by, the Trast ~

e (Z)N&emdmemmnmi'

“mterest of the Participating

“same u:plny:ra r.-nplnvee
“organization in the Trust, does
~exceed 20 percent of the total of a1l
assets in the Trust and " ~77 7077

aﬂ'nhne o Baleor. -

: (d) The mmu:m of section

by reasons of section 497S{c1)(A} -
through (D) of the Code shall not appl;

(0 the purchase aod sale of mits of = “.

beaeScial interest (Units} in the Trustif -

. 80 more than ressonable encapensation” -

is paid lh_anlof and (1) uch puéne

the Participating Plad to'remain g phn
- which ean investin s
described ia sectiocn wl(lxwohtz
*Code. 2nd the spplicable u:cd.uiau of
sectica IV are ot

Sectiog I Excens Holdmg &gnanon
_for Employee Benefit Plans L
- (a) The restrictions of section 4@(1)
mdw,’(alollhclmmd the sanctioas

dting from the 308 of section

ougt” .-l

- enable ce persocs described in

n"r.a'.;:..._nm;n'np.—.m‘-:ed .

or sokely by reasos of beuu
=4 wi emziover securites or

Trast (2 e rcw.-u.-'n.l of either -

paragask {1} ar paragend (sf2) of = -

sectat | of tus exemotoa ere et and
(5} tae soplicable condjtors set forth in

se::iu:l\'dlt':ea'—;:mmun:" N

(2 rasTuions ¢f secios 406{ak
455052} a=d (2) of Le Acs 20d the taxes
=pesed by secion <3 of the Code by
reasxn af secton 4973 cHINA) through
{E) of :2¢ Coce szall pat appiy to any
saie w0 Ge Trussaf real property ¢
zz;—-:b”&aofuuunedunn;
lbze..z.;,mdumfo.auu
cozE¥ocs e Cet

. (2) The pne= paid by e Tmn for lhz
p'npe—--ﬂbzmg:ua&mme .
Iu:zc.t:mallhemlpudlad
the beiding coss inarwed by Balcor
unﬁ‘.;.uord:elmnadmnlud -
l‘.'zmﬂ.udﬂn:ndby

isves=t by Baloor ndieate .

m—._‘a_-ytaléemmlhbuu.

made oz bekalf of the Trastand all
dcmmuummhuﬂmo!

l;r,rucudtuduecl'

'olmn'xmﬂ_u;c.'ud:.:
. ~ (D) Any participant or beaefciary

(c} Al docurmests relzting 10 such a3 -

1= tevond the conwrcl of
Ea.c27 or 11s aliates. the records aze
lost 2 d2eTTred pos to e end ¢f 22
ix-verr pzmod and {2} oo puty
witer=st 5227 be subject 10 Ze v
pezaliy 21297 be assessed u:
seczoa 522 {3t aad (b) of e Coce. |! Ge
recor<s a7e sor maintzied. or ¢ aot
availatle [ examinznos as r:q..'td bv
paregana () below.

lc}(ll Except as provided in secuon z

f this p-nnr.ab (c)and - .
l::(\\'.lr.su.nmq any provsions of - -
scbsecuens (s)2) asa (o) of secoon S04
of the Act Le records refered 1010 -
sarzgrana (o) of this secuoa [V are ™
uncoodinocaily availapie at lhur

T Joczcoa for T
during u..a. Susiness bouss by:

(A} Any Guly authorized employee or>
r:yreunum ! the Deparzaent or the
l:w-_:J Reveme Service, - - -; .-

* (B} Aoy 6cudary of a Pl:'auplnng -
" Plag who bas rethority to acquire or
dispose af e mierests in the Trus of
(hehmmnq?luoruydu!y‘ ks

or

o{nd:ﬁdﬂ:r.n' :
© :\ny:nu’bun.n: enalaye'wwy:
anapam:l’luor any duly ..
o

oy Mapanu Plan. or agy duly
ized employee or

of such participast or beseficay.

{2) Nooe of the persaas dua\oed o

wi=iaisad

“‘“'"‘“""""‘:"“ by 5“““"‘ Section V.Da!i:mou 4ad Geaent

Far the pwpnaa nl L‘ai: umyun

: - (a} The term “the Teust™ sh.lﬂmdud:-

aSTliute the temms of the traasacticn

wre o less favorsble to the Trast thag

e tr=s praerally svailable iz arm's-

- ay uaﬂadv! mtﬂmeul fund um my
be

" managed by Balcor or its aEilistela -

the sazne manner aa the

Estate lorAmnubnrA &k«
Geoup Trust. . .

(b)An lﬁlul: ah peuon

kng'... iaas between anrelated
(bl&hrumlﬁhtandnuzlw

npuwddsaymﬁm!hdnedm controfling. coatrolied by, or under *

Trnsacion the records aecessary to

ung
1 4275 of the Code by reasca of secnon *

{c) of this secnon [V o - =

determme whetber the conditions of this

“D-643) 3477

N 1] Anym: a.nc\ly or mdmeuy

m o0¢ or ore lntermedizrier. -

commoen conad with the persot.:

(2) Ay afficer. director. employee.
relative ol or parmer o any wa:
persoa. and -
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=9

- (3) Ary carporauca of p cxhup of

wiie such persoa is as ofbcer. direaor.
partner or empioyee. - . L

(<) Tag 1y mnnl“wum: -
Powes 10 exercuse a

mndhm:dmmd
the Code wile e trecsaction &5 : -
contIxRae W e coaditioos of the
ion sy met aither ot the teve

over the mapageres:
persca othes thaz
{4) The term. “reiatve” ceams s ..
“refative” es Gt te= is defaed
+ (or & “member of

section 43T S{e)i€)
Yrothes, & sistes, 0F & spouse ﬂll brother
of sister.

W Y . .

the Txasacoom was extered Ok or ot

.lae Goe the T3 53C000 would e ve
\ o

bon i
eXemoRon.

] F.«a?mmg th mnbe
coandersd © ewn the o - B
mm-ﬁ'&dnwnad
asset of the Trest as @ proportionste -
mmn&uulmdﬁetnun

(e) Tae teem ™
means for any glan year sn mhm
(reanng emaioyers wio are members of
the same affilisted groon, within the -

L uhnaﬂmm
veizagon date of the Trust. - -

T‘hcun'h'n'liydlﬁ:mh'

subject to the express cadinos that the

ceanung of secuon 15€3,4) of the Code~ - qazenial facts snd rexesentztions -
mmdnhmpﬁuﬂumwtn‘

detertined without regasd w section -+
1563(a}{4) and {ed3}c) o the Code. 85 -
one empioyer} who ¢ Catmade, .
contributions o or under s - =
aultiemployer pian for each of— -

(PTE 78-1%. € FR 59913, Decessber =
197% chaim rebief 0n behatl of pooled

exemptions beve provided relid for -
suzular trarsactons exbiect to, in most
mstances. smiler terms od coadstions
as those contsiced & the dass
exemptions.

Semmary of Facts cad Acpresentatians

1. The Trust &s intended to be ¢ grocp
ot described in secton Ol(a)(2¢) of
tbe Code and Rev. Ral £5-100, 1981-1
CB.x, to provide oultiemployer plans
(23 defined in sectica 3(THA) of the Act
a2d sectioa €1¢{f}{1) of the Code) ¢ ..
vehiche for pocing & pon:analuu:r .
fands for the pwrpose of making ,
Trestmerys in real astate and ..eruqe
ouns The Trustis itendedtobe ~
gulifed wade sectim W2} o the™ ™7
- Code and exemyt &m tax ander  section

:.Ptn:ua(uuu\uu vm;,_
entered in

ing oo
percest of all -
pnd 0 or under uu( pua laruda ek

trznsaction is entered into. the
acquisition is made or the bolding =
conmences. [ additios. in the case of &
wensaction toat is contiz=ing the - ...

- Uansaztion saa'l be Ceexed to ocxmr

until itis ter=icsted [f any u-muam

E J n-uu’rzau—
sx.uﬁlm;-bchpum .

tor==. the pastership iterests of end be

with the w;uu(lh:fnm:u)dlbc
Teust Buoor will serve asthe . .
isvestmest oanager [or‘.utrm.h-\:t
ulheoﬂ'mngnllln.uhhz.pnzdy
Imdmnﬂqﬂhﬂd

10 Balcor Redl Extate™ -

is entered icto. or an .-
Dade, on or efietoe eSective dmo( -
His exemptizz. or a rezewal Gat ° -
‘equires the cozsent Trest ocurs

Advisory a regists .
-hi advbor. Therealter, Baleo:
hvlmudtd:dm&mmdxh -ﬂlbem:nnmmxd\‘.mr
PAL are the sebiect of PIE 00-31. . rrgistered eodz the byvesmest |
Tbe Deparment stated in PIE 80-61. . Advisary Act of 1940. The Baleae
Bt 2 coquzent bad been recaved to the  Comay (Balzx Ca.) owss all of the, ..
propased class exempch .. di :hcue.&.:rud‘ﬂ
wat it be “mwtm H dity paye=ntof

iavesament inocs that are oot -
mﬂ) ummu-'u-.

all of the Exbilizes of Balxx. Ba.asrCa
ead i3 suhsidasies Save staretslder’s’

o:c-x(.:rueuecﬂ Caie of (is grunted lor baak colietive rvescent e5uity b excess of SIDOTO0 222
exempion, and e recuirments af this ¢ furds becassa amony otaer rexsans. canzye propery vanse oot tac
exemztion e satisSed at (3¢ Eme the suck feods are repuiated by othes - $5.000.000.000 Ealear Co. is 3 wially-
sansaction u extered d gov qzna- s owued mbridicy ¢ Sh Letozn
weii-Gelines cass of fende r the aage  SoUtden, loz (STrasicn), 13 wresizaat
g u—mr_l_z. > of cou. s a3 e aming and browergpe Bz anian
wil} 10 be fied & f not oy bach, e - vt advixer . U oder
with respect to the tra=saction o Depimer: jod 1ot the re—xd was etties, emite=—lorys pouss plane

1cquisition aad the exezptoz shall” |
2ply therenfter to the coxtinwed

exempiicn saali cease w apply ta

vsmaluwm“ed.

tansactions exeapt by virme of -
subsecsions aX1) aad 1{¢) 81 such time -
3 the interest of the Pt

exceecs the Jeteniige _-_'uu.
Loitatuons se: ion3 12 wose
sudsecuans. cniess no pardoe of such
excess results oo
sssets allocased o 22 7
Farucipating Pia=. For tous pooame
a3sets alioczied Go not incrode the
investment of Trust eemizge \cd::( ia
unis paragraps (£ s5all de

Sarweymm it witalyownel b7 Aoenicn
Compry. witch is pricaily in

Express
. ub:mmdmnm-ndn.n:‘

mmmum-u.u. -

26837

teraatiopa berking sermces. Aﬂnu
reqeiTed sxtoiory of Bakax Ca. brve formed comevas |
ﬁnunpland:ub&udl.huuhd lelnudwrmru.emc.mln
dngPlaz”  far - sddition Balear Ca ©ad =3 ailintes
invesczeot iznds saonld be Gemit with - Dmnage or edvise ed&Toza! publs =l
caumnﬂmu&amnﬂn peivare real eniez e2ves as well as
bans . cuuu 001 engieed © (he read evlate
Soease e To date ke Depars d L Tbvvubu:nr:lo'.‘.r.' .
rust by the e0d proes vatious iodivdas - bast izee Sar t
o= bedali of coliecs arzge will bz chesen b7 v
wveseot f=fs whick dave oot . cajority of the Trostees. Zaloor expecs
Quhﬁdhr&éml’—mlu 10 menege eddisonr! T3 a S fue .
Pro Exerm 7819 which wiil be sTxormed s=2asiy o Be
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Trust Pursuaat to the investment -
magagement agreemeat. Balcor mill be
vested with the exclusive autherity to
scquire. anage and dispose of the
Trust's investments ig real property.
Balcor will be respoasible for . |
performing the day-to-day .-
administrative and invesapest
operations of the Trust. Balcor wiil

. Jnay. for the purpose of [scilitating the
acquisibon of an invesument by the "«

Trust make or soquire an iavescment in -

* 115 owo 0ame and within 120 days -
uansier such iovesunent Lo the Tnur.
" Thej pnce wll be 0o greater than the. .- -
fesser of the sum of the amoant pard md
Ure bolding c.sts incarred by Balear or
an affiliate or the &ir market value of -
th: investnent as determined by a0

direcdy or lhmu;h an aﬁliut_ provide
and

repau. ml mllecuun. bookkxpm;
“lease e
acd servicing and otber related 3
.. managemect services Balcor is nat
. éurreaty & qualified professional esset
manager as defined in Prohibited
Transaction Exemption 84-14 (PTE 84~
14, 49 FR 9494} since it does oot yet bave
$50 illion of assets under management.
Messra. [erry M Reinsdorf. Stepoea H
Silverstein, Jobn L. West, Barry R
- Jacksoa. Van L-Pell and Thomas E
Meador serve as the Trustees. The -
Trustees are officers of Balcor or 2n
affiliate. The Trustees will receive no” -
compensation for serving as Trustee.
They wﬂ! be lolely rupoxunhlz (of

the Trust by a pmxpecuve Pmapanq
Plan. detecmining the fair markeét value
-of the Trust's ussets for the purpose of
_ valuing llnlu. “and determining the nm

“and amount of distribatioas to
- Paft  Plans.

':punuuni Ia' thé Memorandum. which

mvutmm’l o‘bi:cnvu and i lneome tax . -
: consequences of the Trst and ~ .

" compeasation to be paid to Bdmr as

"investment manager. The initial eﬂmnz
price of each Uit is $100.000, with e

- minioum mbn:'lpnou by an ipvesiorof -
10 Unital Thi¢ ofering price per Unit u'i!l -

be'ddjusted (0refiect quarterly re-. -
evaluaticas of the Units. Therw iz no
minimam or maximam total offering
Units. although the Trust will ealy -
accept payment for Units lel(‘
has i &n\ ula

-+ subscription foc any reason. The'

PPy asof the dne of
sale to the Trust, ftis lated that

% The Trustees. o their sole
duisaeooa may terounate the Tryst
any ume Upoo termwnzoon. the
Trustees are required to liquidate 1h
Trust's properties aod distnbute 1ts
assets to Panicpating Plans. pro rat
subject to appropriate reserves for

. exsting liabilines snd contingeacie:

&A Puv'dpuia; Plag may reques
that the Trust redeea all or any pont
of its Uaits. Fu.rtheman. under cert;

Ugits will be offered [or an indefinite -.- -

period which is not expected to exceed .
. leo years. After that time, Units will -~
ondy be oﬂeradwmhrﬁaplm
Plans and oo pew krvestors will be-
° permitted unless sach investor is -
pu:\-.hum;Umuwmd:mban‘ .

N mvuhnq:\ly redecoed.

bed below. the
Uuits of & Participating Pian may be

. The Trustees wll make ndwpuos
payments aut of available funds and
will be under oo obligaton to sell an
prvpuuu m sgasly redemption .

redeemed. The Units will be p
offered commencing oa or sbout
Seplember 15, 1588 and will ot be
registered under the Securities Actof =
1933. Neither the Uzits por agy interest
‘therein may be resold. transferred.: -
assigned. or otherwise dispased of or .
encumbered by Participatiag Plans. as -
required by Rev. Ral 81-100. -~ ~ * -~ -
A.Thedecxmo(myphnw!nm(m

the Teust may no
enw iato any oew commitmests to
purchase properties or make Dew
if any :
msu are cutstanding unless the -
Trustees determine that ¢ redemptior
thal time will violate the conditioas o
the Trast Agreesseat Upoa receipt of
the redempuon request the Tnm:eg

. my.m(hw duaeuaa. ootify ol §

Plans of the .’

- the Trust will be made by fided of
- that plan. The Trustees may reject s = -

applicant states that acae of the
.individeal Tmﬂaa of the Tmn. nor u:y

uvlihblhrr of additioaal Units that
be 2t the existing Unit asa¢

. vaiue a3 of the date of redempdoa. If
: nm.un.mg Participating Plans do not

p dlth:l.hiubzmgrtdnma

. the Trustees miy. in their discretion.

ofier the T Units to other .

A
over or other\fue puticipate ln the <3
. decisioa of 2oy plan t invest in the Z=.
- Trust In with the

d'

ligible investors: Upes thé redemptic
ate. lhe Trustees will distribute to th

exempnog {or the parchase and sale of *
Units in the Trust. the applicant -~
_ represeats that Baleor or its affliates .
< M3y act as ag invescnent adviser ot“
mvestnent manager with respect to <=
pornans af the assets of plans that may
- become Participating Plans and may on
occasion be retzined by such plans to ™%

provide services with respect to qneﬁc N

ceal estate investments made by the
" plans. However. the epplicant

b M

i lu' at -

least 200 U:uu (m) bavebeen

accepted by the Trustees. In orderta . . .

avoid making shart4eem lavestments for.
the Trust Balcor will sotcall ... ..~ -
commitménts to invest in the Trast aatil .

- it bas made @ppropriate investments oo
behalf of the Trust equal to the emaunt -
of the if such i
are got made within 15 months after .
cbtaining the initial $20,000.000 of .
commitments, each iavestor will be -
offered the right 1o rescind its . .,
commitmeat Allerward. the process ...
will be repeated for each $10.000.000 in
commitmeats aod avestments. The ...

- Teust provides that Balcor or an affiliate -

- acts as lsrestment sdviseror -

- eligible {or investmant in the Trust. In™*

fturther that essats of pt:
for which Balcoe oc aay of its affiliates

invesuneot manager or otherwise - -

sddition. Balcoc expects to engege i
normal marketing and jonal
acavity in conpection with 'the Trust. but
it will oot recommend iavestaent - -
therew of plan essets with respect to-
which [l acts as 22 (avestment adviser
or m\.umunlunnqu' i b

—_— . e,
'I’ubunnuh&-&--d.nq—--l
tusoess. Belrr or sary of e olfilows

provides
“Brstneet 6o’ 10 ¢ Patcipating P within®

P-5837

.md-ﬁun‘t—vmﬂ-uu‘

ting Plan the, |

existing Uml asset valye s of the dat
the Uaits are redeemed. The redepu
price will be decreased by any estima

" of the costs of disposition of assets th:

proceeds of which are used to redeem

. Unite. which casts ere oot reflected in

md Unit asset value. , .
Upou termination of l.hz status ol o -

Participating Pin as a qualified trust -

under section 401(a) of the Cade oc up
emendment of the Pasticipating Plao s
that it is oo longer suthorized to toves
in the Trust the Units beid by such. - -

. Participstng Plan shall be deemed to..

hlvebeenndzumdudlhe ~e.

Gaaling of thea rype [ proves| w w e wATVIG ¢

i the Trum s wrcove €% s} veolaoons only..
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hed i

coincrdent or preceding Val
Ad funds are made available. the -
Trustees will distnbute tosuch - -
-Parucipating Plan 90% of the Uait asset
vaiue of the Units which were
redeemed. decreased by any costs of
tecemztion. Ten percent of the value of
the Unuts being redeemed wili ¢ placed
in an 1nterest beanng escrow sccount
and vested as a contingeat liability of
the Trust for seven years. At heend of
seven vears, the Trustees will compare
the Unit value st thet time with S0% of
the Unit vaiue at the timeof the . ;-
tedemphion (the Settlement Value). if lhe
Unit value is less than the Settlement = -
.Value. the contingent liability will be
eliminated. with no additioasl plymeul -
. to the Perticipating Plan which bad -
Units which were subjectto s~ :- .
mlndnwry redemption. U the Unit vlhe
is greater than the Settlement Viloe. the :
former Participating Plan will be ~ -
refunded some or all of the retained tea
percent. including interest on that” ** * °
‘amount, up 10 the current Unit value.”
The epplicant nm'uenu um ia lhe 3

Date.
~

Lot i
{1) and (2) sbove. Punds of the Trust will
ulso be wrested o direct umdve:l
o losas or
make loans related to the npel cl rulty
desaibed above -
8 Alli will be evaluated

Fiuanaoy apphcations wil be ~
individually conuidered and sceep:ec
Balcor after it is determined that they
satisfy e investment cntena The
applicant represents that Baleor o 11s
affilistes seek similar types of

by Balcor in accordance with Balcar's
tnvestnent cnteria and must offer s
commereinlly competitive rate of retumn.
A requirement for all investments by the
Trust in realty or in loans bereon 1u that
the conscruction or rehabilitation by the
developers must be povided by ...
and

who

{i.e. forward

" first martgage loans oa conzercial

properties) without regard for whethe
umon isbor will be used lor several
funds or client eccounts mansged by
Balcor end its afRliates. Balcor theref:
seeks such invesmnents genenally, anc

‘. wd] dloau those that first meet i

employ urden tabor, defined as laboren

. who are members of Ugited States labor

uniocs and registered with the, :
Depmeul nf Lnber or who are m\md
by

rds among
the funds and sccounts on the batis o
which fund or account committed mot
first. Whether o'project uses union lat
vn|.| be ¢ factor oaly lo delummz (5]

whm some laborers are required o e
project but cannct satisfy the loregoing
condition, work will be deemed to be - -
performed by anion labar If the buildmg
trades council or other body « +° © it

representing union tredes in the loak .
ol the realty being dereloped lppm::

thould be all dtotbe
Trust. Balonr will coasider Bnancing”
spplicatons without regard to the . -

_ndenﬁly of the general aonmctnn ‘or ;

who mzy p
selected (or who may d.rudy bave be
selected if such selection was made .
prior to rubmission of the financing

‘event of such a
the Trust will be obhgued to r!pu.rdlne
the Units held by such Participating Plan
in order to maintein its tax-exempt
- status. The need to repurchase sach
“Units could disrapt the investment
‘partfolio and Balcor's strategy and '3 7°

ldvenely affect the return oo the " .' .

d the plancf
) molmnmdmhw 1\:
seller ar berower omst provide. as &

condition to receiving arsets of the .
- Trust a commitment of the develaperor -
. ‘generul cootructor that all labar will be -
* provided. by union labar or, where dm .

condition cxonot be satisfied

ta-
with suck planef -~

of the other P
Plans: The.Trust therefore requires I.!ul
.the Parucipating Plan which causes a*”
mendetory redemption to bear s greater
share of the nsk of loss caused by the - -
redemption. I there are no adverse - -
‘consequences (o the Trust, the 10%
retained interest will be paid out o such
Participating Plan after seven years..
whiich 15 the expecied tumnover time of
the Trust's portotio.

Upan the Trustees’ détermination that-
the Trust wnll be ensxged in & noa-
exempt p h
of & Partici '] P\ n's
ownership of Umu. such Umu-\nu be
subject to & P as

construction approved by the local
building Tedes councl or ather body.!

fiduaarws o e Pertiapeang M revanct her
o it for sow-

wconomec reasmna, fech aomcect may iavolve
canem voletms of Pud of Tite L of the Act
which ToisDane o present woudd set be grevided
rehef by Wus curmpoon.

1n znse rryad. section ©KaN1) of the A

requires. acarg ether thops, Gat ¢ Sdecary of ¢
pies 8z prudamtly, eolety i e exarest of the
pian s parocTemt and bemaficiaras. and far the

described in the vnudm] paragrsph.
except that mm w\u bc no tes puwl
retention. v " .

7. The purpolu ef lhc ‘l‘nul we.
preserving and protecting np-lul.

g income on

prov:dmg for capital spprecistion l.nd
providing jobs for uon laber.
Consistent with these purposes. funds of
the Trust will be invested in direct or
indirect ownership, contract or
lessenold interests 1n (1) Realty
currently or soon Lo be under
construction or rehabilitauoa, {2) land
underlying realty descnbed in (1) above.
and {3) realty the 1nvesunent of whuch 1s

v (02 gien, Becawne O
ivesinadu Tade by the Lnox are mvesmanty.
which would be -hﬂd.lnd‘.--i.-n- “

muwal-ﬂhmum—
-3 s (TR, W8 Emparas W fink. (AR
comparsbie Crresmene svedable ® the Plass, or ¢
n nivalved ¢ greater ruk e the secarvry of Paa
tasevta (han schar weeetmanrs sfiering ¢ amiler
e

The Orpartmmt hae cmareed e requoesess
a1 s BEOLY o solely i Ou c2arest of, aad fer
m.mn-’mdmh—ﬁuu

<d

Acvouy troe -B-\hulqa- u-ud
peneQunts azd buroefickeras w e reasvment
w0 nardad sdvecves. Thes in deading
=ATIAC 4nd 13 WhA! EXIEE 1O OvaC M & SarucL’
W eoummy a EBdnoary G ardmarnly consger
orus {a20r reacaq 1o Ue cirwy o plas
serropunts and berefiagus B Gl retremwet

Y

Neither Balcoz aor eny -
ofEliate thereof will develop.” .
rebabilitate or ccawrect or subceamct
develop or rehabilitste the realty in
which the Trast bas ax intereat. Baloo:
will a0t be directy involved in'the - .
process of selecting contractors, ©
subcontraciors or providers of goods.
services or facilities. a3 selection will
made by the developer or general |
castracior. seitber of which will be
affiliated with the Trustees or Balcor,
However, Balcor @ay establish md
administer gudeliges regarcing th

* terms of such selecton process lo y

ensure prodent selection and *
compliance with (be wvesupent
bi policzes apd limi of
the Trust Balcor's decisions on the

issuance of loans are final.

9. Balenr's avesmnent riteria will
conuin 20 requrement that the real
estate ucaesiying wvestnents be with
a9y speaic locaies. and it is expectec
that (he 1avesguents will b; -

wically d d

ere will be oo obligation oo e part
Balcor W isvest 1 areas where .
emplovers whase employees are’
covered by the Puu:pnmg Plaos are
located. Sumilarly. there ia 0o obligauc
oa the pan of Balcor to invest funds oi
the Trus: 1= realry wiuch is vader

DA A GrOmms @ Sots a8 MvEDENt BIY °
o AR WY Svewe w 1GCIWAIE 1he rRal s
DAUTY 108 Femerw amcinacoL micss U
Orecmen, s magws soitty 00 te batu of it
*CoNomEt vUER W W Gad would br equa o
IO 18 LLERA Uve BresTRNLS EYRIiehi WO T
Gt (Sare Advmary Opaces £1-12A. January 13
unj
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of 10 be renadiS
emplovers whese enpioyess e
.. covered by & Pasticpating Plaa. Toe
” 1*unuu.nl that the deveiaper zave
provided by ar
subcontractors who mploy asica ..o
fa30ress is 2 geeral requireme: end
nc: ted to laborer repressated by
unyons whose Dembers are cotesed by a
Pamicipatrg Plen
1@ Balcor as invesiment marager will
receive 8 single (ze foc its macagement
se-vices. includizg property
canagement qul 0 LATK per anowem
cf the net value cf invesazents in real -
property or loxxt. No additiocal fees,
commissians or compeasafos will be
paid by the Trust to Balear o asy af its
=Stiates. However. Balcor eris

dby

Lo
Trest Thua, & temacuoa between such
pasty ad @e Traxt mey be viewed a3 s,
pmm::d freaszcoon 43 described in
secuan «0a(2) of be Acz secaon 4975{c)
of the Cade. or boch. The ly?liclnl
represeats 22t if e Trustis unabie to
cater @0 Tansactions with certaia
persoas becatse soch persoss are
sarges i intorest with respectto e |

Puticuting Pl the Trust's ability Io .

prxdesty cake IS investmects and  ~
cozdi=t ity cpervsions solely for the ™~
benefit of the Partcipating Plans will be
usduly restriced. Ia additioc, the. .

uchu:mdwull.mux_zhel‘mt

Wie 257,7-7

Geoenal lnformanoa -~ . - -

The aitention dmu'e-uzi pessons is
ditected to Qe ioliowing:

(1) Toe faci tha « transacton s the *
subject of an exeptioa undet secuon
408{a) of the Act and/or secuon
457S{c)i2) of the Code does not reiseve 2
fiuciasy or other party in wterest or
disqualified person {rom certain other

. provisions of the Act undlo: the Codr. .

eoy p
provisions to w!u:h the exemption does
aot Ipplv l:d the general Aduciazy -+

of section 404

cay be ibited sale or'
transier of assets ulween L]
Panticpating Pun azd the Tnutm thu

11 The boaks and recosds o Tnn
will be andited by e indepeadey.
certfied pablic eccoantant sech ﬁsal

-yenr. Copies of such repors and other .

of the Act. \duch among other ln:m )
require s fiducary to duscharge his,

Trust 2ad camam parves in izterest ~
satisfes the citeca of section 408(a} ol"
- ke Act becxms (2] The propased =~

exexptios wozld eliow the Trust to

= oo -y i nol exempied by operation of the duties respecting the plan soiely in the
':ﬂ;:ﬁ ;mm b‘; :‘l_dh:.:ﬂ by .:eu rry exanpoan provided in section interest of the paruapants and
indeding wavel zppraisa) .ndl ather Am(b)(ll of the Act beeuse e Trust is beaeficiaries of the plan andin 1 5. -
b uywmux " o ot dbya bu'.k oraa . - prudent fashion in accordance with .
e it aimimireation of e L5 il tht rement of secon
e T e e, S
TheTmn-\Duop:yumafun ﬂ: chasses of transactions bem:enthe N operalefortie ¢ beneli N
buﬂ&:xmu:-zm perscane! ud Trust and ccrtain parties in interest .
* office spac, teaving {ees paid to which were e!md:d exemptive retief 1d WE }f7} f
pacties and other fees for mfmnl that™-  employees of the employ i .
wnd techmical m Babw-\'n pay - the'plan and their beneficiasies:.. - =- .
all fees and emﬁd. i coanecon with . {2] Before an exemption may be. .
the on of the Trust aad the granted under secuan 408{a} of the Act
offering of Units. The fee arazgement . and/or section 4975(c)(2) of the Code.
X‘gutl:m g,wmhln mz T the Department must find that the -
. .L . is admiai ly leasible.
;}::;;: z gt‘!“”tnaaﬂ“uﬁ :;uh ;( . in the of the plan u\d ofits
of . fid
their decision to tnvent in the Tre e e

pmlecufe of the rights of punc:puu

acd beneficiaries oi the plac: and.
(3) The proposed exemptions. ¥

granted. will be supplemental ta, 2

Fesition equivaleat to the Lost ceatad
\u:é‘r ndl Particpatng Plan.
Accordingly, pursuact to Revegye *~
Rulicg 81-100. it is the position of the -
Deparunent thet & “party in inteest” as .
defired in the Act. @@ & “disqualiSed
persan® a3 defined in the Code. with
respect W & Parbawpating Plae zay be
Vrwad a¢ 8 Darty M iSterest OF
disqualified person with reypect to the

. related party, witl
dummwrﬂ:m;eawwvumenld -

2 >y Ithough pof in derogation of, any other -:
pestinest information. inchadinga ., .. - "“5’}3’, 24 whick, ugn- i m?)l the Act and/or the Cade.:
sazmary of fees and repaxt of e for theTrust * mdudu-,; statatory or administrative
acquittcns and appraisals and .. 10 prusently meke hs i and and jonal rules. *
sckedules of net asset and anil values” s conduct its operations solely for th . Furthe the act that s io3
-will be forwarded to each Participating  besefil of s Puricipatiag Plans and © . jg qubject to an admumsrauive or
_Plan Trestasyzts will be vahsed by the | their pmmu ﬂd bﬂ"ﬁm“ﬁ (b) statutory exemption is aot d:sposizve of
-Trustees quertery based on vak the p wou'd whether the ransactios is in facta
by ixdependent evalxworsor 1 -0 - nyp.ylnru::xd.umof hibited - *: hibited jon * :
eppraisers. Each real property. cmd by were afforded relief~ (<) The proposed exemptions. if -
the Trust will be -mmny by, in PTE &0-51 ud would be schject to ;. granted. will be subject 1o the express
wu independent eppreiser. - - - wumilar condions, Ezitations and coadition that the material (lcu eed O
- 12. Becamse exch Prsticipating Plan a5 thoe deli d with - tneach - °
will tncorporate as pat of smuch plan the.  respect o hose fforded - lication are true ead lete. and
terms, provisions, and canditions of the m,,;m. rﬁd \: m . %30 md ). um nc.h npphunuu accurately ©
Trust egreement, the Trust will occupy s iated to the' all ia) terms of the

Trust, e Trustees Balmr of any ¢ other

l.rlnumn nhxch h lhe lublect ul lhl

the Purticipadag Plaa's uuu in the

For Fartherlzfocsation Cor.acx. N
David Lurie of (e Depertment

. Robant |. Doyl

. [FR Dot e=17173 Filed 7-28-64: &

Swdn\\‘uhm‘wn.bcmumuyo‘.
july 1968 - °

Am Director of Reguiatrons
Interprecations. Pension and Wellare
Adrinistration, us Deparunesit of Lab

4737

nion COOL sfu-rett
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22503
-3 e parcépdan and beneﬁcunn of the
nwwuo-lmun.l pu::» . PAGE J.’lfdy
Grint of indmicud Excroptions; Unfon  Uajoa Back (be Bank) Located in Low Ceomal {afommation

Sank. et 2t

AGEYCY: S2=5100 a0 Wellare Benelits
Adpy=:sacon Lioor.

actiose Geant of individonl

Angetes. CaEforria

[Prokibured Traasacuon Exempuon 89-37:
Exermpoon Azoii ation Neo. D321}

E

: um.ouuc:dby_sﬂem“

Labor mgmj ceruinof | the eppticytion of section 4975 of the
(hw d - Code. by reason of section 4975(c}(t) (A)
E':wlquﬂmlnm through (D) of the Code, shall aot apply
"WAuJWI(leM/uh toz (1) The proposed use of assets fom
Interoai Revemne Code certain malti-employer pension plans
Code}. (&Pmlhwmm&nka«vuu
Notices pablished @ the Fedaca) - 5 d tostee, d
Regisur of e pecdency before the mmdn‘:adcarponleao-wuc.or .
of proposdis o grent such - for pur
The ootices set forth & loana (0 perxxs (the Borrowers), wha
of facts and represaatatioos will ase the loan proceeds topayoff -
contxired i each application lor loans originated by
:xmpuouudxuudhuuled Banke exd (2) the ""ﬁ"“‘,’,eu
persaa 1o the 00 of tri-party buy
W‘mﬂ:“mmm menuhlwmnsumby
Lot : - 7 ]
been svailable far pubi a the Bank with the Borrowers

ThHe restiesions of section 406{s} of
e Act =d the sanctions resulting from

Plans acd the rubtequent essignment of

to such oz L

that

' A-Back peranent: mongm louru-—

morigege sotes by the Benk to the Plans .

TS anentas of interested persons is
direcied o the fo0;

{1} The fact hat a rzpsaction is the
subject of a1 exemption wnder secnon
408{a] of the Act and/or secticn
4975{¢{2) of tie Code does not relieve o
Gdudary or ocker party in interest or
disqualiSied person brom certarm other
provisioas of tbe .-\n and/ct the code.

10 wiich the
oot apply and the geaeral fidudiery
respaasbility provusions of secnan 404

does

discharge

duties respecnog the plaa solely in the
{nterest of the participants and

aries of the plan and in &
prodent fashioa in zccordacce with
section 404{a)1)B) of the Act 20r does
it affect the requurement of secnoa 401
{a) of the Coce cat the plan must
opcuulor&ndunubemﬁlollha

of acy ather provisions of the Act and/
or the Code. including statutory or

>Phn assets being mvmtda

o manage or

mdepadmollhe&nkwhehn""‘b"‘
those ==

and
tracsidonal nules. Furthermore. the fact
that a transaction is subject to an
adminiswrative or statutory exemption iy
oot dispasidve of whather the

B. The tecmi of each

partiex and

isinfactap
trunsaction.
{3) The lvalllblhly of these
exemptions is subject to the expreas
coadition that the nuurul facts and

efecrive Dacezxber 31, TI7, section 102 -
of Reorgaoimation Plan Na. 4 of 1573 (03 -

FR UT1L Ocober 1. 168

C Not din esch
dwi ,(u;ndawﬁun.(n.ulu . ppl ly describes all
ion or similar ial terms of the ion which
pud to the Bank by the Plln with regard ia the sabject of the exemption.

the xathartry of the Secretxry of the
Treanzy 0 ss0e croptons of the type
proposed to the Secrerary of Labar.

Stantory Fimbings
n accordanes witk section 408(a) of
the Act exi/or wction @Yc)(2) of the
Cods acxd the procedures set forth in
ERISA Procedure 75-1 (40 FR 18471,
Aprd 22 19731 ©d based zpon the
egtire recard. the Department makes the
g Firch ?

following "
(s) The exexeptions e
dmimstratively

- tosuch

For & mars canplets statement of the

facs azd representations supparing the -

Deparment's decision to grant this ..

exempnon refer 10 the aotics of
cxemption published 0n -

March 15, 1908 ot 54 FR 10751 . ©:.. o

Temparary Nature of &

This

Signed at Washington DC. this 19th day of
May, 1988, 4

Robart . Doyle.

. Direcrorof Regulations and Interpretations.

Penzioo and Welfare ﬂencﬁu Administratior.
US Department of Labo:

. (FRDoc. £3-12390 Filed s-z:-eo. 8:45 am}

ELLING COOE 4416-10-at

* exempticn is effective oaly for those
loans which are originated within five

years of the date on which this
euexipion i pablished in the Federal
Regictar.

rom
Mr. EF. Willierns of the Departuneat,

7T telephooe (301 5238881, (This is not o
fc) They e prowctive of the rights of -~ tol-froe cumber) ~ - s

§E9-37
2-752/
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[Appacaton Mo, O-7521 ot o]
‘Propased Exemotiona: Union Bank, et
a

AQENCY: Penaton and Weifare Benefits
Admirusiranion. Labor

AcTion: Nouce of proposad exemstions.

susuany: This document contains
Aunices of pendency before the
Deparmnent of Lubor trke Oepartment)
ol:. proposed exempuons from certain of
N hebitad

the Employee Reurement Income
Secunity Act of 1974 {the Act) and/or the

D-7521

g3

tnternal Revenue Code of 1954 (the
e).

Written Comunects and Heanngs

Requests

-+ Allinterested persons sre tivited o

submit written comuments or requests foe
a heanrg on the pending exempoons.
uniess otherwise stated 1g the Nauce of
Pendency. within ¢S days from the date
of zublicatoa of this Federal Register
Nouce. Comments aad requests for a
heanng should state the reasons for the
writer's witerest in the pending
exempuion.

All wnitten and
requests {or & heanng (at teast three
coptes) should ba sent to the Pension
and \Welfare Benefits Admunistranon.
Office of Regulauons and
Interpretauons. Room N-3571, U.S.
Depariment of Labor. 200 Cansutution
Avenue NW. Washungtoo. OC 20210.
Aunenton: Applicauoa No. stated 1
each Nutica of Pendency: The
applicauons for exempuion and the

will be Jable for
public iaspecuon i the Public
Dacuments Ruor of Pension and
Welfare Benefit Programs. US.
Deparmment of Labor. Room N-3507. 200
Consututon Avanue NW.. Washington.
DC w210

Natice of Interested Persoas

Notics of the proposed exempnons
will be provided to all'interested
persons :a the manner agreed upoa by
the appiicant and the Department widus
15 days of the date of publication in the
Federal Reglstee. Such nouce anall
include a copy of the notce peadency of
the exempuon as published 1n the
Federnl Register and ehall inform
nterastad persons at their nghi to
comument and to request & beanng
{where appropnate).

SUPPL The
were m

applications filed pursuant to section
408{a) of the Act and/or secton
4975(c}(2) of the Cods. end in
& wnth procedurss set (orh :n
ERISA Procedure 73-1 (40 FR 18471
Apnl 28, 1973). Effective December 31.
1978, section 102 of Reorganuzation Plan
No. 4 of 1978 (43 FR 47713, October 17.
1978) transferred the authority of the
Secrutary of the Treasury to usue

of the type to the
Secretary of Labor. Thersfore. these
aotces of pendency are issued salely by
the Department.

The applications contsin
representatione with regard to the
proposed exemptions which ere
summenzed below. (nterested persons
are referred to the applicanons on file

10751
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with the O for L

statement of the facts und
rgpnununom

" Ciioa Bank (the Baok) Loaud o Los
Angeles. California

{Application No. O-"s1|
Proposed Exemation
The Department :5 & d

ly S2.5 billion. The Bank's
sesvices to the Plans consist of hotding.
receing. handling end disbursing funda
as wnstcted by an nndependent plan
liduciary. The Bank thatn

onginated by the Bank. The Bank s:a
that none of the Borrowers wii ba
parnes (1 nterest with fesoect to the
Plars. The Bark also states that no

has no discreuonary authenty with
respect to the management of assets of
the Plans and does not render
wnvesiment advice with regard to the

Jranting an exempt:aa under the
authonty of secuor. 408(a) of the Act
and section 4978{c}{2} of the Code and :a
with the d set
forth 1 ERISA Procedure ~$-1 {0 FR
18471. Apnl 28 1975). If the exemption 13
granted the testrichions of section 400{s)
of the Act and the sanctions resulung
from the application of section 4973 of
the Code. by resson of section 4975(ci{1)
{A} through {D} of the Code shall aot
apply to: (1) The proposed use of assets
from certain multi-employer pension
plans (the Plans). for which the Bank
serves asa dincted trustee. dicected
trustee.

toans made by the Plans.*
The Bank states chat the only fiduciary
n'nwmhxp it has -ruh the Pluu is that

ployers of the Plans «
sarnsicate a1 contractors ar
subcontractors on any of the projects
which are being financed by the Plaz
permanent loans.*

4. The Bank represents that no ‘oa-

ongination fees will be paid by the
chw:ﬂ to the Bank {or permanent

Sorrowers. who develop real property

ofs lnu!n. P The will obia
trustee. d or for fimaar-
custodiaa f{or such Plans. either througn direct contacts with th
Z tn the ordinary course of its Plans oe through mortgage bankers T
commercial lending activities. the Bank Banks states that it occasionally acts

- makes cotstruction loans to the 4 broker. for « (ge. in order to find a

permanent tender for « prosect.

for projects such s office build:
shopping ceaters. apartneat houses.
condoruaium developments. etc. The

co-
trustee. or custodien, for permanent
mortgage loans to persons (the
Borrowers). who will use the toan

ds to pay off leans
origjinated by the Bank: end (2) the
execution and consummanon of ui-party
buy-sell agreements for such mortgage
loans by the Bank with the Borrowers
and the Plans, and the sub

H . the Bank that ot
never lcled as such a broker for any
employee benefit plan for which it ac

Bank states that it is onse of the leading as & (:ducuary and that. w the propose
banks in Califormua in making transacuon. the Borrowers will not
constricaon loans and that the authonze the Bank to act s an egent
are some of the leading the Borrower to obtain permanent

developers wn California. The Borrowers.  Rinancing fot any project.
without the asnistance of the Bank. All of the permanent loans o the

ily obtain & fors will be d by the
permanent loan to pay off the Bank's Plans. Therefore. all losn originauon
construction loan when the particular lm will be paid to the Pluns. In
project 1s 1 . the Bank jon. the Bank states that e Pla

states that the Plans m preduded from
making such permanent loans, as

assignment of mortgage notes by the
Bank to the Plans pursuant o0 such
agreements, provided that

A. Each permanent mortgage loan is
expressly approved by a fiduciery
ndependent of the Bank who has
authonty to manage or control those
Plan eesets betng invested:

B. The terms of each such transaction
are no less favarable to the Plan than
the terms generally avauable in an
arm's-length transaction between
unrelated parties: and

C. No investment management.
advisory. underwnting oc sales

or similar

pndwthcaukbydnmnmthmm

for their real estate
pordolios. when the Bank is the
consuuction lender for the project. Thus.
the Plans must either lom thuc rea}
estate

wili aot be required to pay and advis
investment management. or foan
commutment fee to the Bank. althougt
such loans will be Teated as asseus {t
the normal directed trustee of custod.
ndmmumuon {ees which will be

remove the Bank as & Gustee. cumonu
trustee. corporate co-trustee. or
¢ :stodian.

J. The Bank requests an exemption to
perout the use of assets of the Plans for

toans to the B who

wll use the ioan proceeds to pay off the
construction loans onguulcd by the
Bank. The Plans do ot propose to
originate any coustruction loans or to
parti 0 eny loans

d by the Bank. Hi . the

Plans may request the Bank to setvic:
the permanent loans. for which the B.
will receive & semang fee.®

S. The Bank represents that in some
instances. the Plaas and the Botrowe:
may want the construcuon loan ud t

loan to be d din

same package. In such instances. the
parties will entet into e buy/sell
arrangement Such buy/sell
wll involve & written t

party agreement between the Barrow

nsaction. *Tothe e erdinary course of the Bank (as construcuon lenderl. ao:
l: such tw Ne of E n-u.:— :::a -‘c:y:mlﬂlh- pos the Plan (es permanent lender). Th‘;n
emporary Nature edvica” 0 an smployes benedt will be a0 “'9‘“7 agreements wi
This exemption. if granted. will be R T It kers. The oi-party
effective only for thoes loans which are ﬂu-u-:-ﬂ--—-_l:;n-u Im‘!ﬂ"“"“go'ggﬂh‘h"'m"::
onginated within five years of ths date proceeds anil be cesd @ pey o & L ]
oa which the Final Grast of this e oy ok, 1 prvseccs ol an warviatnd
is published in the ™ of the plan wenid act « The Departneat sows that whars e
Fodcnllm. be wffcest ot cusciate e Bask from CORSTUCTon 88 e PrOPETTY wRICh Secaree

Summary of Focts and Representations
1. The Bank serves as o directed

trustes. directed corporate trustee.

di d ar

custodian of the Plans. The Plans are 19

multiemployer construction trade Taft-

Hartley peasion funds with assets of

cvactude thet
Mﬂmdmww-—uunh
aterest or protective of & ples end 1 m
sad Thus, the
mnmnhdhﬂhm-dm .
Proceeds of the Plase’ permanent laans 1 section
40N e} vislavona only.

D-75a/

Tunsecnon may eccur wiuch would 0ot be cove
by this sxamp008.

¢ The Bank states chiat o serviang arrurgen
{or the Plans’ parmansot wowd
comply wath section WOMDKZ] of U Act and the
reguistions therwunder
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and the permanent loans. When the Flan
makes a commitment to provide o

- permanent loaa for « project upon
compleuon of its construction. pursuant
to & buy-sell arrangement. the tn-party

7 The Bank states that investments by
the Plans in real estate projects as
lenders are in the
current real estate financing market. The
Bank aiso ssserts that the proposed

agreement will commat the ©

p 13 approp for the

us the p ds of the p loan to
repay the Bank's construction loan.

{n all cases. the Bank &3 construction
tender will have a Lien interest in the
property wh:ch ts the subject of the
Plans perrianeat loan commitment. In
the absence of & buy-seil arrangement.
the Bank states that when its
~2astruction loan is paid off with the
proceeds of the Plan’s perrmanent tosn.
the Bank will convey its lien interest in
the property o the Borrower. who will
sunultaneously convey the lien interest
to the Plan. However. in a buy/sell
arrangement the Bank wall “sell” or
assign the existing lien. including the
mortgage note and supporting
documents. to the Plan. The Bank states
that in no case will it advance funds to
the B under the foan

8. The Bank represents that it will not
be invalved in the decision by the Plans
to invest in any permanent loanon a
real astate project In all cases.
independent Plan fiduciarics and
investment advisers will review the
proposed i and will
the interest rates. financial statements.
projected returns. appraisals and other

t described herein because
of the absence of potenual for abuse by
the Bank and because a denial would
snduly restnct the Plan’s choices of
potential Borrowers to those who have
ot secured a construction loan from the
Bank. which is merely a directed trustee.
dii d corp trustee. di d
carporate co-trustee, ar for the

E.F. Willlams cf :ze Desari
telephorie 1202) 523-3383 (T4 s 5 -
toil-free numoer )

P 46'}- A
Gegeral lnformaton

The ettendon of (nterested per,
directed to the following: pene

(1) The fuct that a cansaction 1
subect of wn exempuon uader secc
408(4) of the Act and/or sacoon
€975(c)(2) of the Code does aot relsc
l":duau'y or other party \ wnterest

Plana. The Bank represents that there
will be no scheme or other

lifled parvon from certan or:
provisions of the Act and/or the Cc

then an arm's-length tri-panty
b 8 1. the

e
Bank. and the Plans regarding the
d ion and

laan financing.

8. In summary. the Bank represents
that the proposed transactions will
satsify the statutory cniteria of section
408(c) of the Act because: (a) the Bank
wil have no discretionary authonty
regarding the management ot
disposition of the assets of the Pluns and
wll not be an investment adviser for the
Plans with respect to the proposed
loans: (b) the fiduciaries of the Plans.
who are tndependent of the Bank. will
muke all investment decisions for the
Ptans. including all decisi lating
the proposed loans: {c) the

factors relating to the i before
advising the Plan to make a permanent
lozaa. The Bank will be subject to the

i d ions of the i

managers and advisers for the Plans.

terms of the permanent mortgage loans
will be no less favoruble to the Plan
thaa the terms generally available in
arms-length ions b

g asy p

provistons to which the exempuaa
not appty end the geaeral Aduaary
responsibuity provistons of section
of the Act, which among other tun;
require ¢ fiduciary to discharge hus
duties respecung the plaa solely vt
interest of the parucipants and
beneflcianes of the plan and in ¢
prudent faskion in accordance witk
section 404(a}(1}(B) of the Act noe -
it affect the requirement of section
401(a) of the Code that the plan mu
operate {or the exclusive benefit of
employees of the employer mawtas
the plan and thetr beneficiaries:

(2) Before an exempuon may be
granted under secuon 408(a) of the
and/or sectnog 497%{c){2) of the Coc
the Depasment must find that the
exempuon i admunisranvely fean
{a the laterests of the plan and of 1t

With respect to the ¢ loane
onginated by the Bank the Bank states
that it may require the Borrowers to
furnish certain information, such s a
list of all matenal deslers. laborers and

lated parties: {d) no investment
management fee. advisory fee,
underwnung fee. sales commission. or
other similar compensanon will be paid
10 the Bank by the Plans with respect to
such 3 (e) the Bank will play

subcontractors with whom agr

have been made by either the general
contractor or the Borrower regarding the
construction for a particular project. The
Bank requests such information in order
10 evaluste the credit worthiness of the
transactions. Howaver. the Bank states
that becausa it (s not invoived in the
process by which the Plans decide
whether to provide permenent financing
for particular projects. it will oot be
sware of any non-sconomic factors that
may be considered by the Plans’
fiduciaries in making the investments.
such aa & requirement that construction
on a particular project be perf d by

no role in loana

p and beneficianes end
protecuve of the nghts of purnapur
and benefictaries of the plan: and

{3) The proposed exempuoos.
granted. wall be supplemental to. ar.
not tn derogauca of, any ather

from the Plans {or the B and (f)

p of the Act sad/or the Cc

. no permanent loans will be made to

persons who are parties in interest with
respect to the Plans.
For Further information Contact: Mr

10 parucioanis end beneficenes when mal
Vivesthent

starstory or ad

exemptions and treasitionsl rules.
Furthermore. the fact that & transac
is subject to an sdministrstive of
statutory exempoon {s not disposio
whether the cansaction is tn fact 2
prohibited oznsacuon

(4) The proposed exemptions. U
granted. wall be subject to the expre

invastments for the plan. Lavesting plan eseeas o
loans mesting these criena would B0 saaty

secoon €06 aX1) if such loans woald provide the
Plan wth less retwrm. in corepanson to sk, than

rs and sub actors who
employ only uruon construction labor.*

D
* Tha Deperunent notes that secaos $4lakt) of
e ACt requires. among otber thungs. that &
Aducrery of & plan @ust act prodenty. solely n the
tereet of the plan's parnapants and beneficiartes
40d for the exclusve purpose of promding benefitg

p-7sa/

—_—

avadable o the plan or f
such loans would (avalve « greater nek to the

that the I facts anc
representagons contamed ia each

" applicaton are ous aad completa. ¢

hat eaca applicatoa sccurately
descnbes all matenal tarms of the

secunty of plan aseets than
offenng & sumular rercre.
Thus. s deciding whether and to what extent to
“avesvin loans. the rustess @ust
only factors relating 10 the witerests of the plan
4ad benefl w thes

incoaws. A decision 1o make a logs @ay not be
wfluenced by ¢ detre 1o stimulate business « o
p-mmmcm.nmum
of uuon labor uniess the invesusant, when udged
volaty o the bans of its economic vehua would be
Qual 0 of superior ¥ sllernatve investsseats
svalable to the tlan

which s the subjectaof
exempuoa.

Signed et Waskingron. DC. this 10t ¢
March 198
Robant |. Devta.
Director of Reguiatons and Intarpretatn
Pensron and Weitare Benefits Adsunuu
[FR Doc. 884X Nled 3-14-4& 043 42|
i oM @ w-a-a
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Toledo Roofers Local No. 134 Pensica
Plan and Trust; Cement Masons Local
No. 8868/404 Pension Plan and Trust:
ights. Machi E & Pile
Drivers Local 1393 Retirsmant Plan and
Trust; Sheet Mstal Workars Local No. 6
Pension Plan and Trust; Toledo
Painters and Allied Trades Pension
Plan and Trust: Toledo Plumbers &
Pipefitters Pension Plan and Trust; and
Toledo Plumbers & Pipefittars
Retirement Plan and Trust (collectively.
the Plans) Located {a Toledo, Ohio
(P dTi ion Exemption 93-16;
Exemption Application Nos. D-8502, D—
8588, D8589, D-8591, D-8592. D-8594 and
D-859s)

Exemption

The restrictions of section 406(a){1)(D)
of the Act and the canctions resulting
from the spplication of section 4975 of
the Code. gy reasan of section
4975(c)(1)(D) of the Code. shall not
apply to the making by certain banks in
the northwestern Ohio area (the Banks)
of residential morigage or home
construction loans (the loans) to
individuals who are participants of the

Federal Register / Vol. 58, No. 44 / Tuesday. March 9. 1993 / Noticas

ind, idantly o cheth

Plan thould wake & particular CD
(b} Callister, Duncan & Nebraska, P.C.
(CDN). an independent fiduciary for the
Plans. determines on an annual basis
that the relevant Plan fiduciaries have

discharged their fiduciary duties to the
Plans in eccordance with the
requirsmsni

each

lving the purchase of
CDs by the Plans and the making of the
Loans by the Banks to the Participants
(the Loan Progrem). and suspends &
Plan’s invoivement in the Loan

if such a determination cannot be made:

com| ly\dththneondlﬂn:{o!uaim
coarg)(n of the Act in instances where

"the Bank is a fiduciary ot other party in

interest with respect to the Plan {see 2¢
CFR 2550.408b—4);

(d) Each CD purchased by a Plan has
& maturity not to exceed 36 moaths from
ths date of issuance. and pays the
maximum rate of interest provided by
the Bank for CDs of the same sizs and

-Temp y Nature of

(j} No Plan trustee. or other Plan
fiduciary. who may be invoived in any
decisi garding a Plan‘'s pati
m;he(;:n?rognm.rvaindnlam
under LacnP'mgnm:

(k) As of October 5, 1992, a Plan
trustes involved in deci garding
the Loan or an entity in whic:
such Plan trustes bas « 50% or mare
ownership interest, may not engage in
any additional or business
transactions with a Bank during e Plan

fiduciary; B
- (1) The investmant of the Plans’ asset
by the Trust Company in (s of a Bank
which participates in the Loan Program:
is not m an agreement, armangemer
orun ding designed to benefit tt
Trust Company: and

(m} In the event any Pasticipant
defaults on a Loan from & Bank, the
Bank has no claim against. or recourse
10, the CDs or any other assets of the
Plans.

AP

maturity being at the time of The examption will be sffective only
the transacticn by any customer ofthe g5, 1} g4 Loans made by the Banks to
Ba:x:whuunaougiblelo, p the Partici to the Loan
in the Loan Program: ngnmwglh!nﬁwyomuﬂh-dnoox
{o) Each CD offered to the Plans which this exemption is published in

pursuant to this exemption is sold by
the Bank in with latad

the Federal Register. However, the

ies in the ordinary course of its
usiness with customers other than the
Plans:

{0 The interest rates on all COs
purchased by the Plans uoder the Loan
Program, and the total net rate of return
to the Plans taking into consideration all
expenses associsted with the .

jon. are at least ble to.

ppii may, if desired, apply for an

extensian of the exemption at the end o
the five-year period. The application fo:
extension should describe: {i) Whether
and how compliance with the

ption has bean ach 3 {ii) the

ber of i geged {n
under the examption; and (iii) the
Bejnicuhr dodsigm mads by the Plans’

or better than, the intersst rates and total
net rate of return that could be ocbtained

garding the Loan N
For s mure complete statement of the

by the Plans on other fixed i

facts and supparung the

investments of similar risk and term at
the time of each CD purchase:
Each Bank which sells CDs to the

Plans and parties in interest with Plans undsr the Loan Program isa
respect to such Plans (the Participants) solvent financial institution. as
pursuant to an arrengement in which . d ined by the Trust Company st
the Plans will purchase certificates of least annually based cn an analysis of
deposit (CDs) from the Banks. provided  all rel f involving
that the following conditicns are met: Bank’s financial status:

{a) The Trust Company of Toledo,
N.A. (the Trust Company), an
investment manager which is
independent of the Banks. tha Plans®
trustees. and their affilistes. scts on
behalf of the Plans for the assets
involved in.the proposad purch of
CDs, pursuant to the terras of separate
written investment management
sgreements with each of the Plans. to

(h} The CDs purchased by a Plan from
any one Bank participating in the Loan
Program do not sxceed £.99% of the fair
market value of the Plan's total assets at
the tims of the transaction:

(f} The (Ds purchased by s Plan from
all of the Banks participating in the
Loan o not exceed 8.49% of
the fair markebvelus of the Plans total
assots at the time of the transaction:

- -~

Dep ‘sd to grant this
exemption, refer to the notice of
proposed exemption (the Notica)
published on October 5, 1992 at 57 FR
45828.

Notice to Interested Persons

The spplicant represants that it was
unable to notify interested persons
within the time period specified in the
Notice, Howaver. copies of the Notice
were mailed by first class mail to all the
local unions and contributing employer
for the Plans by November 11, 1892. In
addition. the Natice was published in
the November 13. 1992 issus of The
Voics of the Building Trades, the offids
newspaper of all the local unions
affiliated with the Northwestern Ohio
Building and Constuction Trades
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Counal (ibe Coanril) and its h will & rhath, suggestad iz the epplicants commpe
constituant local usions. The Voics of nanhn-hmddmh- cular CD  that the Trust Camrpexy wil) sssume
the Building Trades ia mailad 10 the chhm‘grmnnyo&?- ‘b the thmdud«dmol’hnmn-‘:u
homes of all memhars af all paranent’s view, ppl : ] b a -
organizatinns affiliated with the Cauncil {zhased Upona  otherttam the CDe 2.3
and {s mada evailsbls at all unian “presurnption that tha Plan trustaes tha belied of the Department that the
officas and halls, enrplayer aasacistion rectly (nvalved in decixi duties of the Plaa Gustses sa
offices, etc. The applicant states that all  regarding the purchase of 4 p op. ] bry the app involve
pasticlpants {n the Plana received tha QD fromap H -, {t ves i do “&"‘P"’ w:
Notica through the offictal newspaper  hasuat bown suggested. atherwise, i Plans’ participation im tha Lom
by N bar 10, 1992 the epplicant’s commmant that the role of Program. ofthe
persans were advised that thay had the Trust Company strould be changed MJRI!“NP"‘?‘PE‘ N;
until January 4. 1993 ta comment on the  from that describad tn tha applicatt k) is ran:nmuh'l‘od
Notica. The Deparunant did oot recaive  As a result, the t belisves that the Plan trustees an ™
any written comments from such the propased iz antitiss will not darive any financial
tuterested persons. mmnunm d& prior ad the bugsm. u;ti: : hnﬁns-cnm ats
Written Caaunnu ki is . Am; {s thereiore loans under more ﬁwnhb condition
The Notice is proposed than availabls (o othar customars of t
mbnumdnmwnnmm BY letter datad hmn.ry 5,100 the Bhnh.uunﬂﬂlnfll’hnl
rugudmg condition (k} ol th.Ncﬁm. PP of jon (o the Loan Program.
(k part, bytho" ouu Therefore, tunl’lmm-mm
thl &3 of October 3, lm the dete of of the L
the publkxuon of d:' Netice, & Phn conditica (k). 1z that lmiﬁn nppuunl mnainm  with & Bnk hvulnd fo
trustee involved o stated that “_* “ftiscur that canditfan
tbe Loan Program (end cortain entities  if the Plen trustoes designete tha Trust m.mnmm-mu:}n
nwmdbylhammu)mym eugege in Comp;nynf'l'chde(ofm&tr Ramove himself from eny
any entity) ex ind, d iderations or decisions made
ansactions with a Bmk during a Plan's  investment Wn&h Plan’s trustees the Plan’s
participation in the Loan Program with ent investment manager makes participetion in Loen Program wi
such Bank. ol thcdeannmmguding m.mhhvdvod:w(ﬂ)mtmgﬁ
By letter dated November 24, 1992. participetion in the Program end the in any additional ransxctions with
the epplicant proposed that the purchase of 8 CD or CDs from & Bank, Benk during the Flan's participetion
Departmsnt consider @ modification to  then thaPhn 'l'rustnbn oot b-u the Loan Program with such Bcnk.
condition (k) in ordar to allow a Plan Therefors, the Department bas
trustee to engage in or continue personal Loan ngnm and {snot bonnxby determined upan roview of the entire
or business transactions with & Bank [eondition} k. record to grant the exeaption e
that has effarsd & prof oeal tosse s D Thcwdlmwnh

ta the Plan. The modification p
by the applicant wuuld dhw

P

aPlan

&)dtboﬂoda.mduydmom
ibed in the Notfce is

mmecmd-&nkpmndcdlha?hn
l.rusuewnuli * make full
cftha

P latinaehi:

pricr to the sction being wkan:
recuse himsalf from the di i

lonﬂon{ynnmlnmluw
within the guidalines sst by tha Plan
trustees for the fixed. incomoe ixvestrment
ponfohoollhc?hn&'l'hmn

horized to ioveat

and
vote oo the mattar: nat vote ao the
purchasa: and not use the sutharity,
control of responsibility tha possessed
as a trustes to aflact the issue in any
way."”

The Departmant notes that condition
(a) of the Notica raquires that the Trust
Company of Talada, NA., s
invesunent manager which is
independent of the Banke involved and

uuls ohthknlothxthntnml.h

- this regard, as described in paregzaph 6

of the Notice, amouyg their duties with

will
pgrmnugcdlhni’hnomnlh.
Trust Comp yfm(l)

the Trust C % p
o(msmmlhalmd:pmchn.m
congistent with the Phan tustees’ azaet.

thae Plan trustees and theiz affilistes. act  ellocation and investment policy

unbeh.un!lhnl’lmluthm-u gundohmgw\umm.

involved in tha B of perf of ths Trust Company; will

(Ds 10 ind d d whether fixed income

whether each. Pl.m should make s investmants of comparsbie risk end
jcular CD _term othar than CD3 becoma atuactive:

O purchase.
This underctanding of tha rola afthe
Trust G undar tha is

tm(hoPlu.md\nllmnmmrm
10 retwD the oet

echoed {n rwmunmudlha
applicant summarizad in tha Notica.
Paragraph 6 of the Notica states thai tha
Trust Company, se the Plan's

of
\h-Phn.mdamptmdlh-m-mlh-
Plan trustses who will reilocate the
umnmvolndlaolb-ﬁudmm.

gar for the propased

Pt:‘annbulnfmdemlad:k
EF. Williams of the De,

telsphaoe (202) 219-8883. ﬂ'hhfsm
« toll-free sumber.)

93-/6
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Teledo Roofers Local Na. 134 Pengion Plan
and Trust: Cement Mascns Lacal No. 838/404
Peasion Plan and Trust:

(¢} Such’CD purchazes by a Plan
comply with the conditions of section
408{b]{4) ofthe Act in instances where
the Bank iy a fiduciary or other party in
interest with respect o the Plan (see 29
CFR 2550.408b—¢):

Retirement Plan and Trust Sheet Metal (d)&d:mpun:bned a Plan has
R o G e e e
Plan and Trust: Toledo Plumbers & the 4“2 of azd pays the

Pension Plan end Trust: and Toledo Plumbers
& Pipefiliers Retirement Plan and Trust
{collectively, the Plans).
Locsted in Toledo, Ohio
mhaum Nas. D-8502, D-858a, D-858. D-
D-8592. D-8594 and D-8538)
Pmpoled Exemption
The Department is considering
- granting an exemption under the
suthority of section 408{a) of the Act
and section 4975{c}{2} of the Code and in
d with the d set
forth in 29 CFR Part 2570, Subpart B (55
FR 328386, 32847. August 10, 1990). If the
exemption is granted. the restrictions of

(1) The invesunent of the Plans assels
by the Trust Company in CDs of a Bank
which participates in the Loan Program
is no! pant of an-agreement, arrengement
or understanding designed to benefif the
Trust Cumpany: and

(m} In the even: 3oy Psrticipant
defaults on s Loan from a Bank. the
Bank has no claim against, or recourse
to, the CDs or any other assets of the
Plans.

E
the transaction by any customer of the 1P Y Nature of
Bank who is not eligible to p p The ion, if d. will be
effective only for those Loans made by
{¢) Each CD offered to the Plans the Banks to the Participants pursuant io

pursuant to this exemption is sold by the
Banks in transactions with unrelated
parties in the crdinary course of its
business with customers other than the
Plans:

(1) The interest rates on all CDs
purchased by the Plans under the loan
Program. and the total net rate of return

the Loan Program within five years of
the date on which the Final Grant of this
is published in the
Federal me. However. the
applicant may, if desired. apply for an
extension of the exemption at the end of
the five-year pen'ad. The application for
i lhould ibe: (i) wheth

10 the Planas tal into consideration all and how with the
section 406{a){1](D) of the Act end the expe;ses .nouuzlseldfl with the has been achieved: {ii} the gumber of
8 {rom the are atleast ble to, d in under the

of section 4975 of the Code. by reason of
section 4975(c)(1){D} of the Code. shall
not upply to the making by certain
anks in the northwestern Ohio area
(the Banks) of residential morigage or
home construction loans (the Loans) to
individuals who are participants of the
Plans and parties in interest with
respect to such Plans (the Participants)
pursuant to an srrangement in which the
Plans will purchase certificates of
deposit {CDs) from the Banks. provided
that the following conditions are met:
(a) The Trust Company of Toledo,
N.A. (the Trust Company), an
investment mansger which is
independent of the Banks. the Plans’
trustees. and their affiliates. acts on
behalf of the Plans for the assets
involved in the proposed purchases of
CDs. pursuant to the terms of separate
written investment management
sgreements wuh each of the Plans. to

or better than. the interest rates and
total net rate of return that could be
obtzined by the Plans on other fixed
income investments of similar risk and
term at the time of each CD purchase:

(g) Each Bank wbid: sells CDs to the
Plans under the Loan Program is &
tulvenl ﬁnnnual institution. as

the Trust C at

exemptian: and (iii} the particular
decisions made by the le' fiduciaries

. regarding the Loan Program.

Summary of Facts sod Representations

1. The Plans are multiemployer,
,omdy-tnuled. employee beneﬁl plans
and to

1. ‘

least annually based on an analysis of
all rel inf ion involving the

Bank's financia! status: ’

{h) The CDs purchased by & Plan from
any one Bank participating in the Loan
Program do not exceed 4.99% of the fair
market value of the Plan’s total assets at
lhz time of the transaction:

(i} The CDs purchased by a Plan from
all of the Banks participating in the Loan
Program do not exceed 8.49% of the fair
market value of the Plan's total assets at
the time of the transsction:

betweer several of \hé northwestern
Ohio building and canstruction industry
labor unions (logelh:r the Unions] and
ploy the
A T ‘ThePhns. lectively
have a total of approximately 6290
participants and have assets totalling
approximately $128 million.

2 The trustees of each of the Pians
(collectively, the Trustees) are the
named fiduciaries of the Plans. The
Trustees sppoint from time to time
certain investment managers 10 handle
investment decisions for partions of the
assets of exch of the Plans. These Plan
assets, which are managed by such
include short-term

hether esch (i) No Plan trustee. or other Plan

Plan should mnke a particular CD fiduciary, who may be involved in any

purchase: decisi ding a Plan's p i

(b} Callister, Duncan & Nebeker. P.C.  in the Loan Progr ives a Loan

{CDN). an independent fiduciary for the  under the Loan
Plans. determines on an un.nunl basis (k) As of the dctc this nouee of
that the Plan fiduciaries bave in the
discharged their fiduciary duties to the Fedall Register. . Phn trustee involved
Plans in accordance with the the Loan P

requirements of the Act with

any decisions made by the Plans to
adopt. implement. or continue
participation in the proposed

~ch

ar g the of

CDs by the Plans nnd the making of the
Losns by the Banks to the anupanu
(the Loan Program), snd

or an entity in which such Plan trustee

has a 50% or more ownenbip interest,

may not engege in any additional
i or busi i

withe
Bank during & Plan’s participation in the
Loan m with such Baok. as
stiested to in each instance by

Plan's involvement in the Loan Pfognm
if such a determination cannot be made:

Bank officials on an annuat
basis lnd monitored by CDN as the
Plan's independent fidudiary;

and fixed income investments mnde
to broad i id
established by the Trustees. Such
investments often include CDa issued by
banks as well as other investments
designed to meet certain liquidity needs
of the Plana. Under the Loan Program.
the Trustees of esch Plan will appaint a
single investment manager {i.e. the Trust
Company) to manasge specific purchases
of CDs from the Banks. within the
guidelines set by the Trustees for the
fixed income inveatment portfolios of
the Plans. The CDs wul be purchased
under an errangement pursuant to which
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the Banks will eonsider the
Loans to the PartiGpants under the Loan

Program.

The Banks that are cuzrently
interested in participating in the Loen -,
Program sre Mid-American National
Bank and Trust Company {(Mid-Am),
Ohio Citizens Bank, Fifth Third Bank of
Toleda, Huntington National Bank of
Toledo. and Society Bank and Trust.

The applicant represents that same of
the Banks are or may become parties in
interest with respect to the Plans es a
result of being & service provider or
fiduciary for certain axsets of the Plans.*
However, none of the Banks will be a
fiduciary for any assets of the Plans
involved in the propesed CD
h All deciss

such CD investments will be made by
the Trust Company. a Plan fiduciary that
is independent of the Banks {see [tems 5
and 8 below). In addition. all
relationships af the Trustees and their
affiliates with the Banks will be
monitored by CDN to avoid any
potential canflicts of interests under the
Act by the Trustees and their affiliates
{see ltems 7 and 8 below).

3. The Loans which the Banks wiil
consider making to the Participants
include an unlimited number of
residential mortgage loans that are
underwritten to meet the standards of
the Federal National Mortgage
Association (Fannie Mae) and the
Federal Home Loan Mortgage
Corporation (Freddie Mac). The Loans
will have interest rates based on the

Participants offering markst interest
rates. with reduced or no closing costs,
which da not meet the standards of
Fannie Mae or Freddie Mac. These
Loans will not meet the Fennie Mae v
Freddie Mac standards becaase. amoog
ather things, the Participant lacks

participation in the Loen Program with
such Bank. Therefore. the Trustees and
related entities subject to their control
will not derive any financial benefit,
such as banking secvices at 8 reduced
cost or business or personal loans from
the Banks under more favorable terms

enough cash for a down payment or than provided from other customers of -
b of technical rejections by the the Banks, s a resolt of 2 Plan's

PMI insurance underwriter who participation in the Loan Program.
anderwrites the mortgage inswance fot 3 The Trustees will appoint the Trast
loans with less than a 20% down Company to act as an investment
payment. All of the Loans will be made manager on behaif of the Plans for the
onabu'in!hld:i- cons vidnb,e‘ d purch of CDs. to

by the Banke for similar loans and will
be in compliance with applicable federal
and atate banking laws. The applicant
states that {n the event any Participant
defauits on 2 Loen from & Bani. the
Bank will have no claim ageinst. or
recourse to, the CDs or any other asszets
of the Plans.

4. The CDs will have & maturity not to

the terms of separnte written investment
menagement agreements with each of
the Plans (the investment Mansgement
Agreements). The Trust Cumpany is &
natianal bank chartered by the.
Comptroller of the Curreacy with
hority to cise iduciary powers
and is an investment manager, as .
defined [n section 3(38) of the Act, with
experience in bandling trust investments

exceed 36 months from the date of f llectvel nined, jointly-

issuance. The CDs of the rize and u?urs‘::ed e;;lzybeﬁmﬁ( plans subject

maturity purchesed by the le_w:ﬂ to the Act The Trust Company {s

have terms identical to CDs which are independent of the Trustees and theic

offered and sald by the Bonks fo affiliates, The Trust Comparny will also
lated not parti g m in inds dent of any Bank issuing

the Loan Program. Eack CD) purchased g’-‘?‘n(:r:mua no tn.’ﬁudan

b!llewﬂldP:y;:h z r(l:t’;of‘ by the Trust Company and the

Interest provide: e Bank for CDs o interfere with the

the size and maturity being purchased. Banks which will cre

The interest rates on the CDs will be at
least comparable to, or better than. the
interest rates that could be obtained by
the Plans on fixed incume investments

market rates offered in the north

Ohio area but will be offered ta the
Participants with reduced or no cloting
costs- The Loans will alse include a
limited gumber of residential martgage
or home construction losns ta

* Secuon «ORDY4} of tbe ACt rates. v pertinent
pan. thei the protubrioas of sectan 408 of the Act
skall aot apply 10 the wvestmant of & plan's asseta
in depouits waich bear & rensonable interest e m
 benk supernsed try the Untied States or a Stem. of
such bank 1s  fiduciary of such plen end d ruch

s expresaly bya of
the plan or by  fiducasy (other than such buak or
affiliste thereof) wha s expe by

of ble security and term at the
time of the transaction.

The CDs pnachased by a Plan from
any particular Bank participating in the
Loan Program will not exceed 4.99% of
the fair market vaiue of the Plan's total
assets at the time of the transaction. In
addition. the CDs purchased by & Plan

prudence or independence of !hc Trust
Company (o serve as the

& forCD p

from such Banks." The Trust Company
acknowledges ita duties, responsibilities
and liabilities in acting as & Gduciary
under the Act for the Plans. Theodore T.
Hahn (Mr. Hahn), an Executive Vlc_g
President of the Trust Company, will be
responsible for carrying out the daties of
the Trust Compeny with respect to the
Plans under the [nvuun:mn
M. ” .

from all of the Banks p ting (n the
Loan Program will not exceed 8.49% of
the fair market value of the Plan's total
assets at the time of the transaction.

states that M;‘I?.{rlm bas extensive

* The Departmant assmmmee. fov parposes of the
that the i of the

No Trustee. or other Plan fiduciary,
who may be involved in any decisions

Plens” sssets by the Trust Company i CDs of o

4
the plan 10 o0 instrmet the wesee wrth respect o
such mvesumant Thua & Paa's proposed (urchese
dd)-ﬁoml&nlmiu-ﬁdmryumruﬂy
0 interest with reapect 10 the Plan woudd be exeropt
from the restnctons of secnon 408 by eachon
40BILNA) if the concinons of the exsmpoon. and the
regulavons thereunder (ane 29 CFR 2S5G.4000—4)
were . However. the exeraptive rehel proposed
hernn would perzut ¢ Bank's nalung of Loans w
€ertun PATLES @ Mtrrest (Lo the P

garding a Pien's par in the
Loan Program. will receive & Loan under
the Loan Program.® Moreover. no
Trustee involved in decisions regarding
a Plan’'s participation in the Loan
Program. or an eatity {o which such
Trustee has a 50% ar more ownership
interest. will engage in any additional

pussLAnt 10 & WTEITREED! Ervoiving & Plan's
pwchese of CDs from (e Banke The
notes that uch 40 WTERETIIDS W8 & srparste
frensactos which woud oot be Cummpesd by
cchion «BIDI4} af te AcL The Departmer abso
wotes that the propored erammpood 18 Oemated aaty Ko
violations of secnoo WA ANIND) of the AQH whuch
may result (rom tha aak iy of Laaas to 1he
Parnapants pursuant 10 thy

tr with a Benk during & Plan's

* Section «0&(b) of the Act sistes. & OrrTinent
pare that s fiduciary with respect 1 ¢ plag shall noc
deal with the aemets of & plas 1o his ows Wtrremt or
for hus own account aad chall sot recove say
conesderacion for bis personel accowm frow asy
PaITy desimg with ruch plas I CORDSCHIOD wrd o

g the sssets of the plan.

Compasy. The Depertomrt recogmzas thet bari
often prca beaking sernicrs based 0o & cusamer’s
total relationehip (o the bank Thua. it is & common
pracuce for a bek to treet some caswome s of the
bank maore avarsbly Gan ether Costamars becswie
of certam relaianalnps (see o
Relationsbip Banking for [RA and Kaogh plaa
customers. 38 FR £365. February 78 1801). bn this
the woukd

trom « Bank. if any. as ¢ rewult of & Plan's purchase
of CDs from such Bank. by any Plan Gducery. &
the recep of agy other considerston of benefits by
& PRITY t nterwa with rrepect 10 tbe Plea
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Piana, without taking into account any

7. The Trustees and the Trust

assets for emplayee benem plnm nnd benelil,l which may accrue to the Company have agreed to review at le
has been within 1 under the Loan Program_to  annually the creditworthiness of any
industry for providing superior fixed- Inveﬂ m CDs issued by Mid- Am ln an Bank issuing CDs 10 the Plans under
‘*income investment performance. €up to the p Y Loan Progr “The Trustees and the
a.ThzTnulComplny as the Plans’ specified in the Trust Company will the
i for P Agr The Trust Comp states -ervu::: of quahﬁed. independem
CDp i h that it will ider any i the
cach pum should make a parﬂwlu CD  decisions for CD purchases Ly the Plans  financial conditions ur such Banks on
purchase from any of the Banks by from Mid-Am if the yields for annual basis, which will be reviewed
relmnue to. among others. the following cffered by the other Banks becomamore  4,, Trust Company to determine
gmxr 0T The asset auouuu;n- forthe  competitive :r‘ﬂ °Mﬁx,=d'nf_=;; whether the Banks are totally
an: (if} ns! * creditworthy and solvent leading
of the Trustee: (ili) the financial term become more attractive for the institutions. The applicant states that
conditions and creditworthiness of the  Plans. The Trust Company willmonitor /¢ ncial condition of Mid-Am an
Bank the CD; (iv) the rates on @ fts affillates is exceilent based on &
:.nd extent °g—l§dg‘l Depasit l;““:;:‘* invesunents efier the Plun's proposed recent financial analysis by Houlihan
or

Plan's CD: {v) the yield and liquidity of
the CD as an investment in comparison
to other fixed income investments of
similar risk and term: and (vi) the
expenses which the Plan will Incur in

ion with the i
including the payment of fees to CON
for its services as &n independent
fiduciary for the Plan (as discussed
below in Item 8). [n this regard. the Trust
Company will ensure that the total net

putdauao(m:&vmhﬂd-hm.ormy
Bank. throughout the term of such

mlwmthnhold.ingtheahmdl
maturity would be in the best interests

Dorton. jones. Nicolatus & Stuart. Inc

an P i
Salt Lake City. Utah.

of the th. based on rates of return for The Trust Company's findings that
[o2] Hratesof purchases from the Banks would be
return on ble CD i prudent and i wilhlh:PlAn.
ever exceed the rate of retum cn a licies and ob is
Plan's CD to such an extent that it . based. In part. on the fact thaL under
would be economically current banking laws. each participa:

to
thel’lanlared.:mﬂwmpnnrmiu

&nlm,l. in the Plans will have FDIC

uptos of $100.

rate of return to the Plan from the CD. per participant.® The Trustees and th
o e saciae wi e, o il vt Pehate o G o Bk I
{{ P h L]
:nm:el;i;::;-ili be ::lleu(e ble thenet ds in such ble CD i °lor d:e participants’ intere
to. or better than. the rate of retum investments. However. the Trust in the Plans is ever reduced or
available on aflhle;lf}xzd h::ome gmvmv is empowered ::3‘1: onlly a2 jegpardized.
i tments imil isk and ¢ t investment manager o i
:’]::eg;m::[ u:, ;‘m::g?:n_ The -r-:,: suthotized to invest assets of the Plans l:':h ﬁ::r;nse:]: lh‘.;: g;ms::g'(al
Comp ::ill also be ible for other M o CDs. Ln 3: regard. the of 81 enindependent fiduciary for the

P p of CDs
by a Plan from s particular Bank based
on these investment criteria.

The Trustees and the Trust Company -
have lgreed. in writing as part of the

Plans pursuant to separate writtea
with each of the Plans. C

the Trust Campmy And will determine
whether fixed income of
comparable risk and term other than
CDs become more attractive for the

to !’hn.l.ncm:hinmuen. the Trustees will
the specific per limi on !he‘ Trust Company to return the
Plan assets that can bé invested in CDs ~ Betp of the Plan's ption of
of a particular Bank (i.c. 4.99%) andin  1be CD= to the Trustees, who will
CDs of all of the Banks (i.e. 8.49%) under the assets i to other

the Loan Program. In addition. the
Trustees and the Trust Company have
agreed that the purchase of any CDs by
a Plan from the Banks when added to
the Plan’s other short-term or fixed
income investments will oot exceed the
amount which the Trustees of the Plan
have ail d for such &

The Trustees of each Plan will

fixed income investments (such as U.S.

Tr!uu.ryNoluchdh)mmgedbythe
Pian’s other i

as’

that it is independent of tt
Unions. the Auouanam the B-nkl:
the Particip CDN
duties. responsibilities and llabluue:
acting as a fiduciary under the Act fc
the Plans. Jelfrey N. Clayton. Esq. (M.
Clayton). an attorney with CON who
has had extensive experience with
employee benefit plm will be

for p

'mwmmmu-md

ng the
lnd:pendenl ﬁduanry services for th
Plans on bebalf of CON. The fees pai
CDN for all services rendered in

with i to ac

the Trust Company's purchases of CDs
for the plan to ensure that such
purchases ere consistent with the Plan's
asset allocation and investment policy
guidelines.

With respect to the proposed
investment by the Plans in CDs of a
particular Bank. the Trust Company has
tnitially determined that it would be
prudeat and consistent with the

invesunent policies and objectives of the

the Act requires. amony other things, thai
Md-dnmnﬂm.uuyhh
tnterewt of the plaa’s and
end for the exch of beoefis
o b 15 ardey to act

= d aplan
Gducaary consider. other factors. the
_t'uhhimy. potental retern of slternative:
invesmments for the plag eusets ta

Iovesting
CDe would mot be prodeai Uf euch COv woald
mhmmhﬂmhmm
avesunents aveilable to the
ﬂuﬂﬂdm--wﬂhvdn-wu"\dh
the secuzrity ® plen aseets thaa other tnvestnents
offenng & sicxiler cetxrn. The Dy has

ssbordinating the wumrvets of pesticipants and
beoefits 1o Yy rvOrwERen! WCODe 10 unrelate
Thea @ decxding whether and to wi
extemt 10 avest 1 (Du. & plao Gduclary must
conmder only laciovre retating L0 the (nterests of

l.nmmlua)-duumcu\uhnknlym

influenced by oon-ecoooquc (sc1ore such ss &

deaire 1o eotHurege U bank 1o make loens W
wnsees e CD when

‘constresd the requirements that a fiductery act
aclely o the tmerest of. e0d lor the exclasive

fudged solely on use basss of I3 economuc valw
wwonuld be equal 10 or swoenor 10 Allornative

propose of beoafits ta, i and
beneficianes as probititing o Aduclary from

avalstie 0 the plan.
* See 12 CFR § 13010 (19930},
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an indepeadent fiduciary will be paid by CDN notes lhnt some of the Trustees

the Plans.

9. CDN répresents that it will
determine on an annual baxis whe(her
the Trustees have discharged their
fiduciary responaibilities to the Plans in
accordance with the Act in say
decmom mldz by the le ta udop!.
in
the Loan Progxun." CDN w\ll suspend
a Plan's involvement in the Loan
Progrem if a determination is made by
CDN that the Plan’s purchase of CDs
EanldA.mormyollheolhu&nh

and employers of the Trostees are
involved in losf transsctions with Mid-
Am. However. CON has obtained an
affidavit from Phillip C. Clinard. a senior
eorporale officer at Mid-Am, which

di that all such trensacti
relationships are bona fide, arm's-
length. and have no relationship to the
propased Loan Program.

The applicant states that oo
additional loan transactions oe services,
or loan transacti

reveaus from Mid-Am in recent yean.
Mr. Good is & Trustee of the Sheet Metal
Workers Local No. 86 Pension Plan and
Trust (the Sheet Metad Workers Plan}
and is & stockhoider in Mid-Am ands -
member of the edvisory board {or one of
Mid-An‘s branch banks. CON
that its di ination that
the Trustees will meet thetr fduciary
duties under the Act with respect to the
implementation of the Lozn Program
presumes the removal of Mr. MecKinnon
and Mr. Good from any role in decisions

or services, will occur b @ Bank
md any of the Trustees involved in

P to the prop arr

would be inconsistent with the gmull
fiduciary duties of the Trustees under
the Act.

CDN has obtasined information from
the Union and Management Trusiees of
the Plans, Union co-spansors of the
Plans, Association co-sponsors of the
Plans and employers affiliated with the
Trustees. disclosing all transactions and
relationships which exist between such
persons or entities and Mid-Am. CDN
states that it will obtain the same

regi the Loan Program,
or any entities in which such Trustees
have a 50% or more ownership interest,
during s.Plan’s participation in the Loan
Program with such Bank. CDN will
obtain affidavits annually from any
Bank that participates {n the Loaa
Progrnm. The nﬁda\du will describe all
the Bank
and the Trustees of a Plan. as weil as
entities controlled by such Trustees. and
will disclose whether any new

. transactions bave occurred. Uf such aew

information r ding the hi
of such persons or ennues to any of the
other Banks prior to & determination
made by CDN that the Trustees have
met !helr fductary duties to Lbe Pians
partcip
by the Plans in the bonn Program
through the purchase of CDs from such
Banks. CDN wil{ monitor all
relationships that the Trustees and their
affiliates have with the Banks to easure
that a Plan’s participation in the Loan

Plan's par

CDN vriﬂpmvidenoﬁulomamw

dhcanunne the transactions and will
daPlan's i in the

ng the participation of the
Toledo Roofers Plan or the Sheet Metal
Waorkers Plan in the Loan Progmm with
respect to the purchase of (Ds from
Mid-Am. The applicant states that Mr.
MacKinnon and M.r Good bave not been
ived in any deci
their Plans’ prvpnud pcnidpltwn m the
Loan Pry in .
states that Mr. MacKinnon and Mr.
Good, as well as any other Trustee
which has or may have a canflict of
interest with Mid-Am or any of the other
Backs that may become involved ia the
Loan Program. will remave themselves
from any considerations or decisions
made by the Plans to edopt. implement.
or coatinue participation in the Loan
and will pot use their influence
upon apy other Trustee regarding soch

uun ngrun! e fons are not
d within a bl

time.'*

10. CDN represents that the Trustees
bave discharged their fiduciary
responsibilities to the Plans in
lccordnnce with the Act in the proposed

ian of the Loan Program and

Program will not result in & conflict of
interest under the Act rezarding the role
such Plan fiduciaries may have in the
implementation of the Loan Program.*?

1* Tha Depertment notew that CON'e B
rEPresentations periain o the Tramteew and thew
affilisies. The Departasnt assmmen the perpoars of
these reoresentauans at CON will also perform
the same (unctions with respect s any mdindual o
enaty which provides mvestment sdvice. within the
mesning of 29 CFR 2510.3-71(c}. to the Trarvres
revarding decusions 15 edopt. uaplecumt er conrioue
partiapanos «n the Laan Program.

** The spplicant states that the Narth western
Ohio Buwlding and Caumm lodesrry

(the F yrol

wder the

laws of Ohio which consatutes “plan ssseu™ of
some of the Plam. has prrmcpated o consorucrion
launs with cernn kending menrenovs m o
northwestera Ohio arva, includiog Mid-Am
Pursuant «o Profubited Tremacnoo Exempooa 85—64
PTE £3-58 50 FR 1122 March 70 19851 some of
these construction oans ave bean masde 16 partcs
0 Inisrent with respect W the Plana. The applcant

that alt ng the
Foundation end Mid-Am. as wei se 2o other
lending inattulione. have mes the condutrows (or
~chel under PTE 8538

that proceeding with the Loan Program
will not canstitute a violation of the
Trustees’ fiduciary duties under the Act.
However, CDN states that two of the
Trustees, Neil MacKinnon (Mr.
MacKinnon) and Robert R. Good (Mr.
Good), have relationshipe to Mid-Am
which would creste & conflict of interest
if they ere allawed to pu'ﬂﬂp‘te in any

11. Io summary, the spplicant
represents that the
transactions will satisfy the statutory
criteria of section 406{s) of the Act and
section 4975{c)(2) of the Code because:
{a) The CDs purchased by the Plans will
have the maximum rate of interest
provided by the Bank for CDs ul lhe size
and maturity being pumha
time of the tr
of the Bank not eligible Io pqmdpule in
the Loan Program. and will be at least
comparsble (0. ar better than. the
interest rates that could be obtsined by
the Plans on fixed income investments
of similar risk and term ltduumeof

decisions by the Plans to impl or
continue participation in the Loan
Program regarding the purchase of CDs
from Mid-Am. In this regard. CDN notes
that Mr. MacKinnon is & Trustee of the
Toledo Roofers Local No. 134 Pension
Plan and Trust (the Toledo Roofers Plan)
of

the (b) the CDe purch

by a Plan {rom the Banks puﬂapmng
in the Loan Program will not exceed
8.49% of the Plan’s total assets at the
time of the transaction: {c] no Trustee. or
other Plan fiduciary involved tn any
decisions regarding s Plan's

and is a director and charehald
Bancisites. & farmerty wholly owned resl
estate subsidiary of Mid-Am which has
derived ugmﬁun( amounts of its

'* The Departmeni notes that the proposed
mulyuuﬂ.mﬂmblr‘h&(urny
Loans trom & ek to

particip in the Loen Program. will
receive a Loan under the Loan Program.
and no Trustee oc entity in which soch
Trustee has a 50% or more ownership
interest will engage in amy sdditional
transactions with a Bank ssiling CDs
tos Phn during a Plan’s

meawm-m
0y few reosacticns betwen that Plan's trustees.
or eattDes comtroiled by rech Trermes. and soch
Bank have occurred Lame condition (ML

particip in the Loan Prograa: (d}

the Banks will have no clsim egainst. or
recourse to, the CDs or any other assets
of the Plans in the event of « defsult by
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& Participent on & Loan: (e) the Trust
Company. as the Plans’ mdependzn!

(4} The proposed exemptions. il
granted. will be subject to the express

ger for the prop dition that the ial facts and

CD purchases. will d heth d in each
each Plan should make a particular CD application are true and complete. and
purchase from any cl the me: .nd (n lhll eld: cpplmuon accurately
CDN. a qualified. i all | terms of the
acuns for !he Plans. will d i .’ which is the sudject of the

y Plan fiduciari
have dm:hugzd their fiduciary

respons.bilities to the Plans with respect
to any decisions made by the Plans to
ndom. implement. or continue

Signed at Washington. DC. this 30th day of
September 1992
Ivao Strasfeld.
Director of Exetnpticn Déterminatians.
kmww:lmameﬁummmm

Loan Program in the event that lndl a
determination cannot be made.
FOR F

IFRDocmﬂlzdlo-mwlnl
S1LMG COOL 4590-20-00

Mr. EF. Williams of the Department at
(202} 523-8883. {This is not a toil-free
number.)

Geanera! Information

The ion of i d is
directed 10 the following:

(1) The fact that a transaction is the
subject of an exemption under section
408(a) of the Act and/or section
4975(c}(2) of the Code does not relieve &
{idiciary or other party in interest of
disqualified person from certain other
provmom of the act lndlor the Code.

anyp
prov isions to which the exemptica does
not apply and the general fiduciary
responsibility provisions of section 404
of the Act. which among other things
require a fiduciary to discharge his
duties respecting the plan solely in the
interest of the participants and
beneficiaries of the plan and in a
prudent fashion in d with
section 404(a}{1)(b) of the act: nor done
it affect the requirement of section
401(a) of the Code that the plan must
operate for the exclusive beneﬁl ol '.he

e
lhe plln lnd their beneﬁdane-
(2) Before an exemption may be
granted under section 408(a) of the Act
and/or section 4975(c)(2) of the Code.
the Department must find that the
is admi e

)

in the interests of the plan end of its
participants and beneficiaries and
protective of the rights of participants
and beneficisries of the plan:

(3) The proposed exemptions. if

d. will be 1 i to. und
not in derogation of. any other
provmolu of the Act andlor the Code
y or ad

exempnons and transitional rules.
Furthermore. the fact that & ransaction
is subject to an administrative or
slatutory exemption-is not dispositive of
whether the transaction is in fact s
prohibited transaction: and

ve
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ETis: Performance and Fiduciary Duty

M. Wayne Mare
John R Nofsinger

Prepared fur the Joint Economic Commlttee, U.S. Congress
May 18, 1995

We review the performance of public pension systems engaged iIn
Economically Targeted Investments (ETI8) and describe the Inherent risk
involved with their selection.

PERFORMANCE

Idcally, we would like to have actual investment peduunane dats of past wid curtent “individusl” ETIS.
An analysis of the cash lows and administraive costs would allow for a better underslanding of the
investment characteristics of ETIs. At present, we knuw uf o individual vbjecuse daws tor ETIs. The
anccdotal evidence suggests that “successfoul” ETIs perfonu teusouuble cluse w predicied benchmarks.
However. most successful ETls arc backed by sume type of insurance—cither federal or state. The
investment performance of uusuceeastul ETIs s typically ssocisted with ncgative returns. Maay of the
public pension funds that have uperated ETIs have ahandnned their ETI policy. The 1993 Swudy of ETIs
by the Insttute tor Fiduciary Educalion reports that onc third of the funds eugaged in ETls in the 1989
Study were i lunger involved with ETIs by 1993.

To better understand the 1nvcstment performance of BTy we have analyed (inee cluse-sectivnal surveys
of state and local public peusion systemns by the Public Pension Coordinating Council.  Comparing the
portfoiio retums of the punsion systerns that use ET1s with the systems that do nut use CTTs allows us 0
estimate the return conibution of ETIs w overall portolio performance.

We find that pension fuuds cugagiug in ETIs underperforn the non-ETI pensions by 110 10 320 basis
puints per year. In our latest ieacaich, which remainy ungoing, some of the underperformance is from the
difference in governance structure between different pensivu systoins. Tnoi public pension syste, if the
intcrests of the pension managers are not directly aligiud with thuse uf the taxpayer the contlict will cost
the taxpayer in efficiency (which cunnnuists cull agency costs). The pension sysiems that use ETIs are
associated with the govarnunce vharaeieristics that predict high agency costs. However, our investigations
to date show that peusivn funds with ETIs underperform non-ETIs funds by 11% o 210 hasis points per
ycar even afier accounting for diftvicnces in guvernance structure and assct atlocation.

FIDUCIARY DUTY

Consider the sacial restnctions itposed vu uany public peosion funds in the 198Us (no invesuments in
South Afiiva or Northern Ireland). (And we arc not arguing the werit of this investment stratcgy.) Many
individual investors in private pension funds (fr eawmnple, uut vwa pension fund 1 TIAA/CREF) continue
to use sovial policics vvuu aftee warnings thit limiting their invesument universe would lower 1eturus and
increase risk.
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This is a personal decision. Why would some investurs thoose a sub-uptimal invesunent policy? They
must be receiving a “consumption value™ for following a policy they think is right. The reduced returns
are otfset by the satisfaction of doing “the right thing.”

Now consider ETIs. The potential consuiuption value is much higher tor E'tis than fur social policices
because u lucul community is targeted. Pension fund managers do not get their name in the paper for
ninimizing the sisk in their portfoliv. But fund an E11 and you get to “cut the ribbon” to begin a new
huilding and get your picture in the paper. The high consumption vatue of ETTs (for their sponsors) have
the poteutial fur investments to be selected on characteristics unrelated w risk and retumn, especially when
only weah fiduciary standards exist.

An example of how consumption value 10 the ponsion MANAgCT can Usuip financial charactensucs ¢an be
found in the 1993 Institute for Fiduciary Education study. Of the 95 LTI rcported in the study, only 47
(49.5%) reported specific benchmarks for their ET1 progrums. The rest had no speilic henchmark or
failed to respoud w the yuestion, Of the 95 ETIs, 21 were too new o report financial returns. Of the 74
remaining funds, only 26 ( 35%) rcported a retumn. It appeans that pension fund managers must be
selcctiug FTIs on criteria unrelaied to financial performance and are not makingserious effurts to monitor
their progress (which is comly). Doth vaditiunal and modera portiolio theory require knowledge of the
expected return and visks of each invesiment.

For the investment policy dealing with South Africa and Northern Ircland, we saw individual investors
selecting this policy through mutual funds and choices in Defincd Contribuuon plans before the public
push for sumc institutional investues (prisuusnly Defined Bencfit plans and University Endowmnent funds)
to udopt the policy. In contrast. no mutual funds ur uther vehicles for individual nvestors have been
created for un investmeat policy using ETlIs.

We would venture an educated guuss—{ew investors feel that the consumption value ot E'Tls is worth
the concessions in return and risk when their uwn woney is involved. To datc. only fiduciarics have
invested in BTTs to any cawnt. Tu protect heneficiarics and Laxpayers atike, trustees of pension funds must
be bound to strong fiduciary standards. They need w keep their eyc on the ball and nol be aliowed 1o be
distracted.  The abscnce of suung fiduciary standards will allow pension trusices (o maximize their
consumption value of investments at the cxpense of financial perfurmance. The cost of tis expense will
he born by retirces and tuxpayers.

PRIVATE PENSION SYSTEMS

The incentives for the trustee of a corpimale pensivn plan are much better wigned with the interests of the
corpurule owncrs than the alignment luiween thie public wusiee and the taxpsycrs. The goveramcnt has
guaranteed a basic level of wiircient beaefits and instilled strung tlduciary duties (0 pension tund
beneficiaiics (tiruugh ERISA) to protest cruployees from having the corporation raid their pension assets.

We du grunt that there is some gaming by Iash sides (emnpluyecs and the management) regarding private
pension policy. There is also gaming guing un between carporations and the PBGC in funding ot pension
funds with $4) billion in unfunded liabiliucs, corporations have heen able (0 redirect moncy for pension
uiscts 10 other uscs. The gaming will unly increase if $9% of these assets are mandated (of encouraged) lor
ETT investment or fiduciary staisbuds are weakened.

CONCLUDING REMARKS

The Duepuriment of Labor has been encouragiug private pensiva systetns w invest in ETIs. A mandale (or
strong-armed  encour ) fur ETT inv is an unwise and unsound governmental policy.
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Rcurement income is exacdy that, incowe funn investments after someone retires. Tt should not be a
current trunsfer system. .

§ will now answer any questions.
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ANALYSIS OF ECONOMICALLY
TARGETED INVESTMENTS:
Not THis ETI!

M. WAYNE MARR

is First Union professor of banking ot Clemson University in Clemson,
South Carolina. He is alio founding w-editor of the Journal of Corporate
Finance and the JAI book series, Advances in Financial Economics.
Extra-academic experience includes serice at the Secunties and Exchange
Commusion and Inshturional Shareholder Services. Mr. Marr is a prinaipal
in the pension consulung firm, ETI Data & Analysis, Inc

JOHN L. TRIMBLE

is professor of finance at Washingion State University in Vancovvey, Washing-
ton. He is also ¢ prindpal in ETI Data & Andlysis. Prof. Trimble previowsly
taughs at the Univensity of Tenncssee and the University of Cerural Flonda,
and was on the siaff at the Qak Ridge National Laboratory in Oak Ridge,
Terinessee. He is also a co-founding editor of the JA series, Advances in

Financial Economics.

JOHN R. NOFSINGER

is a docoral student in finance a1 Washington State University. His reseanch

primanily focuses on pension fund governance.

The Work Group [on Peation Investment)
condudes that many sound invesaments exist
in areas not wsually targeted by pension funds.
In some cases, nvesang in projecs which are
of local o1 pationa) i wap

fund’s participungs can create 2 primary bene-
Gt from competitive fnancial retumns and a
collatera] benefit from the creation of jobs,
wealth, and other local economic ripple
effects. In some cases. these benelits are
measunble. In othen, they are not measur-
able but can reasonably be presumed.!

as modern investment management
theory, taught to thousands of students
over the Last twenty years, changed? A
major underpinning of modern invest-
ment management theory is the concepr of efficient
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capital markets. Economists agree widely that capital
markeo function well; therefore, when they run into
cases where financial markets do not appear efficient,
they do noc throw away the efficient markess cheory.
Instead, they ask whether there is 2 missing ingredi-
ent in their economic model that suggests that
muarket inefBciencies do exist.

A market inefficiency that is publicly
discussed is economically targered investments
(ETIs). ETIs are dual-purpose investments with
decisions made in the joint interests of society and of
pension plan participants/beneficiaries.

In reaching it conclusions regarding ETIs, the
Work Group assumes that the United States capital
markets are signficandy inefficient, yet it provides no
evidence to support such a conclusion. Providing
evidence B caribal if financial engineers are to correct
these inefficiendies o to ill these “capial gaps.” Histor-

SMUNG 1994



wally, for example. government reguliton produced
capital gaps. and substanmal moneary rewards have
been avadable to those who can successfully invent new
financial insruments 10 i) capical gapsd

Economusts also have a simple standard for
determuning whether 2 new product (real or Gnancial)
1dds to soandl welfare. We ask one simple question:
“Are people wiling to pay their own hard-carned
money to buy the product?.” We do not see financual
insacutions {like mutual funds ot the members of the
Work Group) investing volunurily in ETIs. nor do
we expect to see such behavior in the future. In sum,
ETIs are better Lbeled as poor investment projects.

The Department of Labor (DOLY} is responsi-
ble for interpreting the Employee Retirement
Income Secutity Act (ERISA) of 1974; ERISA
goveens all private pension plans and establihes fdu-
ciary standards for investmenu. Because DOL inter-
pretations become law (unless overturned by a
federal court), ERISA plan sponsors must under-
stand DOL's views regarding important fiduciary
issues. Therefore, our review of the Repont actempts
to provide insight into possible upcoming DOL
interpretations regarding ETls.

BRIEF BACKGROUND

Economically urgeted investments are defined.
in the Report, as investments designed “to stimulate
the economic development, growth or job creaton
for a specific region or subgroup of a broader popula-
tion.” These investmens take the form of morigage
programs, construction loans for projecs with union
workers, venture capital, and bailout loans for in-state
companies. Lately, ETIs have included projecs such as
Joans fot municipal golf course construction, loans to
2 sorority house, municipal bond credit enhancement,
and others. The Clinton Administration is also
considering the use of ET1s to help fund public infra-
structure projecs (see “Financing the Future: Report
of the Commission to Promote lnvesment in Ameri-
ca’s Infrastructure” (1993].

ETIs are currenty being used by many public
pension funds. Private corporate pension plans,
covered under ERISA, have generally not participat-
ed in ETI programs, although some mult-emplover
union pension funds. also covered under ERISA.
have been permirted by the DOL (o invest in ETls.

THE BULL CASE FOR ETDs

In 2 news release Jack Marco [1992] writes:

Con o 10R4
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“These tesults prove that Economically Targeted
tmvestments (ETIs) are 3 prudent investment as we!
as a way for pension plans to support the industry of
their employers and participant.”

Given the study's limuted dau, fack of 3 rigor
ous testing methodology. and lack of any risk adjust
ment for returns, we are currently re-examuning the
conclusions reached in the Marco study. Yet the
Work Group accepts the conclusions of the news
release on face value, without subjecting the study to
close scrutiny. The Work Group writes “targeted real
estate funds has (sic) been superior to most non-
targeted funds over the last five-ten vears.”.

ETI projects cannot get financing from
private-sector investment sources because dual-
purpose investments inherendy lead to large conthit
of interest (ot agency costs). Public pension funds are
legally vulnerable to dual-purpose invesuments. That
vulnerability, however, comes out of a contracting
imperfection: Most public pension benefits are
detined-benefit plans. Beaehits from such plans are
liabalities of the plan sponsor; hence, detined-benefit
public plan beneficiaries are creditors of the state of
local government. No such vulnerabilicy exists for
corporate defined-contribution plans; therefore, you
do not see definedcontribution plans funding dual-
purpose investments. For example, the Work Group
writes:

The effont 1o identify an nvesament’s collat
eral benefits subdy biases the investment
manager to undenute expected nsks or over-
sate expected returns on nvesamens which
appeat to produce such side benefis. The
more compelling the collateral benefic. the
greatee the rusk of bias i evaluating expected
invesanent performance.

A NEW DOL INVESTMENT STANDARD

The DOL’ curtent interpretation of a plan
sponsor’s fiduciary duty is as follows:

The Deparument has construed the require-
ments that 3 fiduciary act solely in the interest
of, and for the exclusive purpose of providing
benelis to, parucipants and beneliciaries as
prohibiung a Gduciary from subordinating
he interess of parncipanss and beneficiaries
in their tetirement income to unrelated
objecaves. Thus, in deaading whether and to

Frir bme e aces ae to imemn = Y0
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what extent 10 nvest in & parucular invest-
ment, 2 fiduciary must ordinanly consider
only ficton relaung to the interests of plan
parucipant and benebaanes in their retire-
ment income. A decision to make an invest-
ment may not be influenced by a desire o
sumulate the construction industey and
genente employment, unless the invesament,
when judged solely on the basis of its
economic value to the plan, would be equal

or sup to avail-
able to the plan (Advisory Letter to James S.
Ray (1988)).

This DOL interpretation is consistent with_
modern investment management theory, the Work
Group, however, extends the existing interpretation
into another realm, that is, when “externalities™
accrue to plan participants. The Work Group leans
toward recommending a new “modified rate-of-
return” that is not consistent with modern investment
management theory. The Work Group appeans on the
verge of changing a fund K tenet.

The aew interpretation would allow financial
benebts other than the primary rate of return to be
included in the investment decision process. Calcu-
lated externalities accruing to the plan participants
could be added to the expected cash Bow of the
investment to determine whether an ET1 meets the
prevailing rate test. And, as we explain below, the
proposed comparison with a3 benchmark recurn, if
not done correcty, would seriously distort the capi-
al markets.

MODIFIED RATE OF RETURN FOR ETh

The Work Group suggests that the risk-
adjusted rate of return plus the valuation of net
externalities to society is 3 better investment
measurement than the standard risk-adjusted rate of
return used by th ds of i gers. In
theory, this measurement could be used, but not in
practice; externalities are impossible to quantify.

Addidonally, the Work Group would use this
new measurement for ET1s but compare the “modi-
Bied rate-of-return™ o a “non-modified™ risk-adjuse-
ed rate of recurn, called the prevailing rate. This is
mathematically incorrect; we would be comparing
apples to oranges. The new proposed “modified
rate-of-return™ calculation for ETIs is biased because
the ETI return would be compared to benchmarks
that do not include collasteral benefies.
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If we assume that all investments (on net)
benefit society and produce externalities, the
proposed new procedure would bias the astion’s
capital flow toward ETIs and cause a tremendous
distortion in the capital markeas. If the DOL adopty
this new “modified rate-of-return” test, all invest-
ments including stocks, bonds, mortgage-tacked
securities, etc., would be forced to use the “modifed
rate-of-return.” The prevailing rate test would no
longer be a walid test against which to measure
investments.

The DOL may be close to adopting a “modi-
Ged rate-of-return” test. The Report states how the
value of the extemalities could be incorporated into
2 project’s rate of return calculation. The “modified
rate-of-return” for an investment equals

Equivaleat “Net™ Value
i of Externalities .
(tery

(Ma-'fu Cash Flows »

where the discount rate (1) solves the equation. The
actual axthod of calculating the net value of exter-
nalides to the plan partcipants is nox given. In fact,
calculating net externalities would be difficult at best
and in our view, impossible.

THE WORKING GROUP’S CONCLUSIONS

In Section V of the Report, the Work Group
present its conclusions and recommendations.

Shortage of Long-Term Capital

Conclusion 1: The Work Group belicves
there is 3 shoruge of loog-term capinal for
programs which are broadly-viewed as

scally and socially desirable. Pension
funds coald be an important source of nanc-
ing, 15 loog 1 the interests of participants and
redirees are protected

The United States suffers from a shoruge of
long-term capital; the blame lies, however, with the
ill-founded policies of the federal government,
which currendy runs 2 $300 billion+ deficit. This
lack of controBed spending has crowded out private
and public (state and local) investment capital over
the last twenty years. The Report's definition of
“interess” of dhe participants is incorrect. The Work
Group sutes that “collateral benefias to plan partici-
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pants and beneficuaries may be one of the justifica-
nons” for using pension assets for socially desirable
programs.

Let’s be clear. Pension assets exist to fund
\ndividuals 1n thewr retirement years. This conclusion
suggests allowing plan fiduciaries to invest in ETls a¢
below-market tates of return when externalities
accrue to plan participanss.

Allowing the Inclusion of Externalities

Conclusion 2: The existing Department of
Labor regulations on ETls allow collateral
benefis to be a dary factor in p
trustees’ invesament decisions. If the Depan-
ment wete to allow fiducianies to consider
collateral benefis which accrue direcdy to
plan beneficiaties in meeting the prevaling
teturns test, an indeterminate amount of
additional funding might be allocated to
ETL.

An ETI with a risk-adjusted market rate of
recurn is, by definition, not an ETL. ETls simply do
not exist as a separate asset clags such as stocks,
bonds, or mortgages.

When ETIs provide 3 below-market cate of
return, the measurable externality could be added to
the rate of return 1o boost the toal investment bene-
6t (or the modified risk-adjusted rate of return) to
make the ETI appear to meet the prevailing rate test.
As discussed cardier, 2 “modified risk-adjusted rate-
of-return” is not practical to measure and if used, all
investment returns would have to be calkculated in 2
similar fashioa.

Examples

Consider the case of 2 union pension plan
investing in a construction project that employs only
union workers but receives 3 below-market nate of
return. If the project were not funded through other
means, and the workers aot likely to be employed,
then union pension fund sponsors might argue that
job creation for the union workers is a direct finan-
cial benefit to the plan participants.

This externality, however, does not accrue o
retired beneficiaries of the plan or plan participants
who are already employed on a different project.
Therefore, active plan pardcipants and redred bene6-
ciaries value the externality differendy. In addition, it
is likely that employed versus unemployed union
members would also value the externalities differendy.

For defined-conuibution pension plans, the

Sene 1994
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parncipant typically decides how the msets ue to be
allocated by the fund chosen tor the contributions
Most plans of this type have, st 3 mummum, an equi-
ty fund, an income fund, and a cash or guaranteed
uvestment contract option.

Suppose, however, that an ETI fund is av
able o the individual. The plan Gduciary of an ETI
fund (we assume) could invest in ETI projects with
below-market risk-adjusted rates of recuen 1f collater-
al benelit were available to plan parucipants. We
suspect such an ETI fund would not be in existence
very long or would have minimal contributions.

ET1s CAN BE IN PENSION PORTFOLIOS

Conclunion 3: Thete 1s evidence that cazeful-
ly-selected. skilfully structured investment
portfolios can be crested which meet both
the trgeang objectives which may be impor-
want to 2 plan's beneficiaries or its sponsor and
the plan’s fundamental need for 2 compeaave
terum oo invesoment.

The wording of this conclusion indicates the
riskiness of ETIs. The phrase “carefully-selected, skil-
fully structured™ implies that the majoricy of ETT ivest-
ments do not of cannot meet these dual objectives.

SUCCESSFUL ETIs?

The Report focuses on five successtul ETI
programs.? Some of these programs, howevet, iovest
oaly in guiranteed investments of government agen-
ches. such as the mortgage programs of the City of
New York Retirement System. The System sells
local mortgages to the federal government io
exchange for government-backed mortgage securi-
cies. Afier the exchange the investment is no longer
an ETI, but a tditiona) mortgage-backed security
wrizh kmown risk and rerurn chancterisdcs. [n fact,
former Comptroller of New York State Edward
Regan agrees with us — these programs are not
ETIs but are federal government programs with
taxpayer guarantees.®

The few successful ETT programs that the Work
Group lisss hardly compensate for the massive losses
suffered by most ET1 programs or the subpar perfor-
mance of many more programs.” In 3 1983 study of in-
state mongage programs (ETIs) in thircy-one states
doge at the Federal Reserve Bank of Boston, Alicia
Muanell (now Undersecretary of Treasuey for
Economic Policy) found that igvestment retums ¥
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1.5% to 2% below appropriate benchmarks.
Another serious problem with ETls (rarely
- pointed out by proponents) is the added vulnerabili-
tv (o regional or geographical recessions. A defined-
benebt pension plan is susceptible to the weakness of
the sponsor. Many phan sponsors have less ability to
conuibute to their pension plan during 2 recession.
If the pension plin's investment income is highly
cotrelated with the local economy, double jeopardy
occurs. A prudent pension 6duciary diversifies assets
in investments with Jow correlation to the factors
that affece the sponsor econony. Although the Work
Group mentions this problem, it subsequently
ignores this large risk to pension plans.

THE WORKING GROUP'S
RECOMMENDATIONS

Recommendanon 1: Prudencal standards of
pension funds evaluaung investments in
sectors of the economy expenencing capital
gaps should not be Jowered. but pensions
should remain aert to new investment strue-
cures that meet those standards.

We agree. We also applaud the Report’s
supporting statement:

The prumary purpose of pensions is providing
rearement income. This goal cannot be sacri-
ficed to other goals or to subsidize social
change.

Unfortunately the Report continues:

Pensions should 1bo be encouraged to search
for ways to lower the tanucoon ind admin-
wintive coss of ETI projecn.

A plan fiduciary does not have any responsibil-
ity to make ETls work. That responsibility bies with
the creator or the financial engineer of the invest-
ment. Plan beneBiciaries do not benefit if plan fiducia-
ties use pension asets to “search”™ for ways to lower
the adrmunistraove and monitoring costs of ETIs.

Recommendation 2: The Department of
Labor should uke the iniuzuve 1n gathering
information about the investment perfor-
mance and attnbutes of ETls and making it
avahable 1o the pension community to aid is
nvesgnent decsions.
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Given out review of ETls, collection of
these d.is would be worthless. If the data are valu-
able from an investment standpoint, the private
sector will incur the cox to collect the data.

Recommendation 3: DOL should preserve
the curreat ERISA interptetation which
allows pension placs to Bvor ETN once suck
asets meet 3 prevaling race test based uncdy
on their Gnancial chancteristies.

We agree. However, the Work Group
continues by recommending the DOL establish
procedures foe pension trustees who invest in ETIs
that would provide a “safe harbor.” A sfe harbor
should not be provided for investments in ETls. A
safe harbor will sec a precedent that ETIs are
acceptable to the DOL.

Recommendation 4: For ETls that do oot
meet the existing prevailing rate test, the
DOL should consider designing a “sale
barbor” process for evaluating, benchmark-
ing and tracking performance (incorporat-
ing the collateral benefits to current
participants through the plan to achieve 2
prevailing rate) and specifying the plan
structures for which such considerations
may be sainable.

As stated earlier, 3 safe harbor should not be
provided for imvestments in ETLs.

CONCLUSIONS

We agree with the Work Group' recommen-
dation to allow peasion fund trustees to invest in
ETIs if and onmly if they meet the prevailing rate test
{or the currene interpretation of ERISA with respect
to ETIs). Bue we disagree with the Work Group's
rec dadon to allow collateral benefits to be
included in an ETI's performance analysis whea
comparing an i s return to the prevailing
rate. This is a dange-ous softening of the ERISA
fiduciary star 2ards and increases the potential for
abuse of pensson assets. The DOL would also have
to0 change to a “modified risk-adjusted rate-of-return
test,” which & pot feasible.

The Report appeans to be a blueprint for ETls
for private pension funds. ET1s do not belong in the
portfolio of pension funds, especially as the baby
boom generapoo is nearing redrement.

SuNG 1994



ENDNOTES

‘The Report of the Work Crovp on Prasisa lavtyimenu,
Advrsery Counil sa Pension Welfare and Benefit Plans, United Saates
Department of Labor, November 1992 (hereafier called the Repom
The Advisory Council advises the Secretary of Libor on hey ave
alecong employee welflare and benefit plans Members of the
Work Group were Edd Holder, Sandra | Kiner. Edward R Mack-
wewice. Mereduh A Miller. Anac Monn. Miceo K Sloan (nce
chanr). William H. Song. Dand M Wilker, ind Ronald D Wison
fchair).

*For example, Wayne Marr helped develop 1 tucceuful
financul hat was 3 regul duced Anancul product
hat illed 3 capial @ap n che early 19808 — chelf-reuiered bonds
and equity. In addirion, Wayne Marr 1nd John Tamble hive wneten
1bout other regulation-induced finincul i that filled 2
caprat pp <= the Eurobond ind Euroequicy marken.

here have been hundreds of new financial preduca
over the lst thirty yean, such as swaps. 1waptions, index futures,
prognm tnding, bunerfy spreads, puable bonds, Eurobonds, thelf-
registered bonds and equity. coMaterilized mongage donds. zero-
coupon bonds, rynthenc cash — to name just 3 few of the more
exonc fruncial produca. Interminngly, w 3D the finance liencure,
no one finds 1 new Rinancial product called ET1. For more iniorma-
tion oa finincul innovanon and ia causes see Maller [1992].

*The Work Croup pves some explinition to the term
“net” value. Exteenalines can be included only if there u resson to
bBelicve that the project would noc get funding from sources ocher
than the persion fund. If the project could get money fiom other
sourcer, the local economy, and the plan participants, beaefit
without the peasion fund forced to take a below-market rate
investment.

$These sre the City of New York Rearement Syscem
local mongage program, dwe Connecticut mongage prognm. Pean-
sylvania's inveumena i monpges through 3 short-term liquudity
fund, the AFL-CIO Housing lnvestment Trust and Building Inven-
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ment Trom, and the LLLICO s ET1 progrims
SPenonal comepondence w Wavae Marr, Apnl 13 18}
“See Marr. Nofunger, ind Tnmbie {1993 and Romino
[1993) Romano esumater (wth econometnc anatyts) tut ver
umple of public pension funds from 1983 dwough 1989 has ‘ov 1
roxal of berween $3 billion and §14 billion becawse > ETl The Ln
provaded do not make & pousdle o compute » percentage ‘or
fund. but the endence 8 consutent wich the nonon that mow
are delow-market recurn inveumeno.
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ECONOMICALLY
TARGETED INVESTMENTS:
A NEW THREAT TO
PRIVATE PENSION FUNDS

onsider this: Over the next decade the
C U.S. will need more than $200 billion
o annually in new capital expenditure on
infrastructure—on roads, bridges, air-
ports. and so forth. However, the traditional sources
of financing of public works. taxes and borrowing.
will fall far shon of these projected needs. The strain
of outstanding debt limits state-and-local-govem-
ment financing of new spending with tax-exempt
public bonds to only about $35 billion annually. And,
with the federal deficit at more than $300 billion for
1993 and deficit reduction a high priority, tax rev-
enue and federal borrowing receipts will likely also
fall far short of these needs. Further compounding
the problem is a public mood against large tax
increases. So where will the country get the funds so
desperately needed for infrastructure investment?

This is the image conveved in Financing the
Future! the repont of the Commission to Promote
Investment in America’s Infrastructure. The Commis-
sion was created by Congress in 1991 to study the
“feasibility and desirability of creating an infrastruc-
ture security” to permit pension funds to invest in
public projects. It concludes that pension funds need
to be more heavily involved in funding infrastructure
through dual-purpose programs known as economi-
cally urgeted investments. or ETIs.

But. for a bipantisan report with good ideas in
some areas. Financing the Futureis selective about
the facts it presents, and curiously slanted in its view
of pension funds. Much of America’s infrastructure
cries out for refurbishment. to be sure. But is the need
to lap pension assets as great as suggested? Pension
funds already invest in infrastructure where the cash
flows and profit are sufficient to justify the risk.> And

by M. Wayne Marr,

Clemson University, and

Jobn R. Nofsinger and Jobn L. Trimble,
Wasbington State University

more traditional debt funding could be encouraged.
The Tax Reform Act of 1986 imposes limits on tax-
exempt public bonds. Yet those limits could be lifted
to generate substantial additional funding capacity
without harming the creditworthiness of states and
municipalities, if Congress were cSnvinced the cost
to the federal treasury was justified.

And what about the “desirability” of tapping
pension funds? On reading the repon. it appears that
the commission deemed its perceived need for
infrastructure spending and the fact that pension
funds have a lot of money as reason enough.
Obviously. the $4 trillion pool of pension assets is a
tempting target for a financially-strapped govern-
ment: Imagine, if just 5% could be apped. it would
provide the $200 billion of infrastructure funding.

But the slanted point of view does not stop here.
The commission’s report goes on to criticize pension
funds for “benefiting from tax deferrals™ while failing
to make their “fair share of infrastructure invest-
ment.” Were pension funds ever meant to fund
infrastrucrure? And weren't tax deferrals designed to
encourage retirement saving? Where is the balancing
concem for the income security of retirees? It does
not exist in this report.

Instead, the repont makes a questionable case
for complex infrastructure securities that could be
sold to pension funds. Why? Under federal pen-
sion-protection law, pension funds can invest in
any project meeting the prevailing rate test: The
1974 Employee Retirement Income Security Act
(ERISA) simply requires that an investment offer
the prevailing rate of retum commensurate with
risk without threatening the fund's need for liquid-
ity and diversification.

Promuse inrestment in
Offie of

1 Financing the Future
Amunica s

of he Commission v
if 5. D of
« P37 Wahingion, D C. Febnery 23. 1993,

CONTINENTAL BANK ® JOURNAL

2. Serm € penwon funds are ta exempe. @ s hand for them o psith munaopsl
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Today. ETI proposals are being targeted 10 private pension funds. Yet ETIs seem to
nced preferendal treatment to compete with alternative invesunents. If so, that puts
them squarely in conflict with the federal pension-protection law, ERISA.

paid: Public funds are defined-benefit plans in which
an emplovee's retirement benefit is determined
according to a formula tied to final salary and vears
of service. Such benefits are liabilities of the plan
sponsor. Hence. legally. defined-benefit-plan ben-
eficiaries are creditors of the pension plan sponsor.

As a creditor. pension beneficiaries of public-
employee plans could lose some or all of their
retitement benefits if the plan spofisor—a city,
county or state—goes bankrupt.” As a creditor, the
retirement interests of pension beneficiaries of de-
fined-benefit plans are thus legally linked with those
of “society.” They are not inherently linked by a
compelling marriage of interests. as ETI advocates
assert. For the legal linkage that exists under public
plans would notexist if pension benefits were simply
paid as a cush contribution each pay period. as they
are in defined-contribution pension plans.

This is how the marriage-of-interests argument
on which ETls are based has gained legal foundation
in the case of public-employee plans. It was vividly
illustrated in 1975 in the case of New York City
public-employee funds: In 1975, without the five
major New York City public-employee pension
funds” purchase of $2.53 billion of the City’s bonds.
New York City might have gone bankrupt with
potentially calamitous consequences forthose funds.”
Thus. ETI advocates argue. there is a clear. insepa-
rable marriage of interests between society and
pension heneficiaries.

THE PRESENT DANGER OF ETIs

Today. as the work of the Commission illus-
trates. ET1 proposals are being targeted to private
pension funds. Private funds are crucial if ETIs are
to be used to fund large-scale public projects. Yet
ETls seem to need preferential treatment to com-
pete with alternative investments. i so. that puts
them squarely in conflict with the federal pension-
protection law. ERISA. Like any law. however.
ERISA hus weaknesses.

Complex financing schemes like infrastructure
securities that potentially could disguise the likely
poor profitability of ETI projects raise troubling
questions. Why is there a need 10 be surreptitious?
Why aren’t ETIs being bought voluntarily? Why

have ETI programs only been sold to those pension
plans where participants cannot easily fire their
pension-fund manager and hire a new one if ETI
programs underperform. In choosing such a course.
ETI proponents raise questions about their real
aim: Are they trving to exploit weaknesses in the
law governing trustee-beneficiary relationships to
achieve a social goal at the expense of pension
beneficiaries?

Trust relationships have in fact long been
recognized under the lan as inherently vulneruble to
such exploitation. That's the reason for trust law. In
the traditional trust. beneficiaries are dependent on
the performance of the pension fund but have
negligible control over the management of the
assets. ERISA codified the common-law relationship
berween trustees and beneficiaries. It requires trust-
ees to act with undivided loyalty to uphold the
interests of the beneficiaries and to handle invest-
ments prudently. as men of prudence. discretionand
intelligence manage their own affairs. By taking the
dual-purpose course of explicitly pursuing public
and private benefits. ETIs violate the fiduciary dury
of exclusive lovalty. Diffusing this single-minded
focus raises the specter. for professional investment
managers. of diffusing prudence.

What are the dangers of diffusing prudence? if
ETIs need government guarantees to pass the pre-
vailing rate test of ERISA. then funding infrastructure
and social needs on the scale described in Financing
the Future would require mammoth new govern-
ment guarantees. That's politically unlikely.

This brings us to the real danger: it is the
deceptive consequences of allowing the larger legiti-
macy of ETIs 1o be debated on narrow legal issues
related to public funds. As 4 result, the costs 10
pension heneficiaries of retirement resources not
being used for their intended purpose are shunted
aside.

A debate on the merits of ETls should be
focused primarily on the retirement-income interests
of beneficiaries. That debate swould take place by
comparing performance in public funds with pertor-
mance in self-directed. defined-contribution private
pension pluns—those in shich the beneficianys
interest depends crucially on performance hbecause
contributions are made in cash and in which there

o Pt detined-henehit pensnn plans re msund by the Pensaon Benetit
Guansnn Lomoratun, whah was extablished under ERINA Pubix <mpkonee
tunds are et regulated e ERINA and, thendofe. JR: i msurcd

T owve Do L Grepen Pubilic Emplover Penvion Funds & Cautionan
s, Lo fau paermal Ovivbet 1200 pp "00-708 Gregon s tedes that i
Prudene of this iy estment was athamed in New York couns
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Studies based on ples of publicemp!

pension funds natonwide show that

funds with ETIs earned returns anywhere from 2 10 § percentage points less than
funds without ETIs. However. this cvidence was not acknowledged in the
commission's report. even though was clearly available to them.

hased in Missouri. In 1990. after only three years and
$5 million invested. the program was terminated.
The program resulied in tess than satisfactory invest-
ment returns and two lawsuits.'

Even programs held up as successful by ETI
advocates are not very impressive. One such pro-
gram is the $685 million Multi-Employer Property
Trust. a fund financed by union pensions to invest
in commercial construction projects built by union
labor. The fund returned an annual rate of 5.6% for
the five-year period ending September 30. 1992,

THE FUTURE OF ETIs FOR
PRIVATE PENSION FUNDS

What is the future of ETls for private pension
plans? It might appear hased on the evidence we
have presented that it is not good. That view.
however, would be a miscalculation. For it fails 10
consider that the debate about ETIs has been con-
ducted on public funds where legal issues can be
exploited over economic ones.

The Administrator of Pension and Welfare Ben-
efit Plans in the Depanment of Labor is the final
arbiter of questions about compliance with ERISA.
If the need arises and it is deemed legul. the
Administrator can establish a procedure. culled 2
safe harbor. for considering nonmonetary factors in
investment decisions. Once done and promulgated
as an official advisory letter. that procedure would
become law unless or until changed in a count. And
any pension trustee who followed the safe harbor
procedure in an investment decision would be
deemed by the Department. and likely by a coun.
to have ucted prudently. Ironically. the outline of
such 2 procedure was established in 1992 under
the Bush administration.'” Thus, legally. the Admin-
istrator could establish such a procedure tomor-
row. That's how quickly the legal landscape could
be altered 1o give a slight preference to public
projects in the investment decisions of private pen-
sion trustees—and how quickly they could be
pressured. perhaps ever so slightly at first. to invest
in ETls.

13 Pnvate commumiain, Misoun Mate Emplosees Retitement Souem
In foet Chematf snd Chnoaine Philip, “Peroion Funds L ndet Pressure ©
Persuss & Inestmenty Feprugn 24 (038
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STATEMENT OF JAMES Z. PUGASH
PRESIDENT, HEARTHSTONE ADVISORS
BEFORE THE
JOINT ECONOMIC COMMITTEE
MAY 18, 1995

INTRODUCTION

Good morning Mr. Chairman and members of the Committee. My name is
James Pugash. | am President of Hearthstone Advisors. Hearthstone pioneered
the concept of pension fund investment in single family homebuilding. The pension
fund money we manage is used to finance the construction of single family homes
for sale at a profit to. middle class families. Hearthstone's investment portfolio
includes nearly one billion dollars of commitments to 45 homebuilding projects.
These projects will result in the construction of roughly 6,000 homes.

| should begin by confessing that | have a bias. | firmly believe that plan
sponsors have a duty of undivided loyalty to their pension beneficiaries. This duty
is inviolate and second to none. | also believe that it would be ludicrous to
mandate that plan sponsors take social considerations into account when choosing
among investment alternatives. Such a mandate would run contrary to the
fundamental goal of ERISA.

At Hearthstone, we have only one objective - to earn as high a return as
possible for our investors while avoiding unreasonable risk. To date, we have had
some success. Our portfolio has averaged a return of over 20% per year. Of our
45 investments, our worst will break even and our best will yield over 50%.

Because of our track record, Hearthstone has been able to attract blue-chip



investors, including public and private pension plans, General Motors Acceptance
Corporation, and the endowments of Stanford, Dartmouth, and MIT.

Most of our investors have no interest in targeted investing.  Nonetheless,
our investments do create jobs. They provide housing for the middle class, and
they help communities grow. As a result, whether we like it or not, we frequently
find ourselves in the middle of the debate over economically targeted investments.

THE WRONG QUESTION

In 'my opinion, much of this debate has centered on the wrong question. The
right question is rarely posed.

People focus too much attention on the question whether targeted
investments can generate acceptable risk-weighted returns. Of course they can.

Our company'’s track record of returns in excess of 20% per year surely
proves this point. Homebuilding provides risk adjusted returns that are comparable
or even superior to traditional pension fund real estate investments while adding
substantial diversification benefits.

Others examples of sound investments that generate coflateral benefits
appear every day in the Wall Street Journal. FannieMae, for example, has been a
stellar performer over the past decade. We would all be happy if every pension
portfolio did as well as FannieMae stock over the past ten years. Yet FannieMae’s
charter requires that it help make housing more affordable for Americans. This is
clearly a social objective.

I think it is fair to say the more successful the investment, the more likely it
is to create jobs and stimulate the economy. Surely the debate over ETI's is about
something more than this - otherwise it would have been settled a long time ago.

THE REAL QUESTION

The real question, in my opinion, is whether we can trust plan sponsors to

2
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put their beneficiaries first if they are permitted to consider collateral benefits.
Many people fear that political pressures, particularly on elected public fund
trustees, can propel plan sponsors to engage in reckless social investing at the
expense of their retirees.

These are legitimate concerns. But they should be put in perspective.

From what | have seen, most institutional investors are biased against
anything that carries even a scent of social investing. | learned a long time ago that
the surest way to lose a potential investor in Hearthstone’s program was to talk
about the social benefits from investing in homebuil&ing.

| have spoken witﬁ over 600 institutional investors, including public and
corporate sponsors. Not one has asked me about the collateral benefits of our
program. On the other hand, at least a dozen were unwilling to consider investing
in homebuilding because they did not want to do something that they thought was
socially motivated.

Federal law reinforces this natural bias against targeted investing a hundred-
fold. ERISA and the Labor Department’s regulaiions are clear that plan sponsors in
all cases must give their beneficiaries undivided loyalty. As a corollary, they must
give first priority to maximizing returns at any given level of risk. The penalties for
failing to do so are severe,

Given these sanctions, fiduciaries will usually bend over backwards to avoid

even the appearance of social investing.
THE LESSONS OF ORANGE COUNTY

In my view, the best way to assure that plan sponsors will place their
beneficiaries first is (1) to impose this standard clearly in the law and {2) put
mechanisms in place to hold plan sponsors strictly accountable to it.

| am a member of the Special Advisory Committee to the California State
Senate on the Orange County Bankruptcy. Our job is to recommend legislation that
will assure that another Orange County debacle does not happen. The lessons of

3
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Orange County are appropriate to our discussion today.

Orange County did not go bankrupt because the Treasurer engaged in social
investing. On the contrary, Robert Citron pursued profits with a single-minded zeal
seldom seen in county officials. The problem in Orange County was that Robert
Citron’s strategy was reckless and he was accountable to no one.

California law does not set clear investment priorities for county officials. In
addition, the Orange County Treasurer operated without adequate oversight or
accountability.

The contrast with plan sponsors under ERISA could not be more striking.
Pension fiduciaries are subject to strict investment standards that are set forth in
federal statutes and administrative regulations. A variety of forms of oversight
exist to make sure they adhere to these standards.

As long as these conditions exist | believe beneficiaries have little reason to

fear that their fiduciaries will forsake them for social objectives.



230

Real Estate
Review

A WARREN GORHAM LAMONT PUBLICATION Vol. 22, No. 4/Winter 1993

Law axD Taxarioxs Tovrios Edvard I Fosior
ReaL ESvare Areraasar i vit 19908 Charies B Warren
ExtCUTIVE ConPinsyiaNn W 00 Foroason

DRUNMS ALONG 11F EFticiest Frosir Viciicl . Young and
D. Wylie Greig

THE AT-Risk RENT Ravier Gloan R, Mueller and Michael J. Crean

THE NATION'S PORTFOI 10 08 INSTH UT1oN \L-GRADE REAL ESTvik
Mey Parker Holden

RiskiEss BENEFITS FRO Loxar R Ly ssg TERMS Philip J. Dwver

© MANAGING THE CLeaNue of tik THRIEY CRISIS Leonard Sabline

THE FDIC's AxD RTC'S Forircr ostrE CONSENT AND REDEMPTION
RiGuts Timothy 1. Bovee

INCREASING INSTITUTIONAL INVESTMENTS IN SINGLE-FAMILY HOME

_ BuILDING/James Z. Pugash

ATTRACHIVE REAL Estare I FSTMENT OPPORTUNTHIES IN
PoLanp. Gaiv A. Goodman ad Beata 1. Jostmeier

REDLCING THE CycLicaL VoLATILITY oF REAL Fsl ATE
DEVELOPMENT! William M. /i

Two-YEAR INDEX

The Real Estate Institute of New York University wel



-

231

Investments in single-family development yield high returns,

hedge inflation, and diversify real estate assets.

Increasing Institutional Investments in
Single-Family Home Building

James Z. Pugash

THE SUBJECT OF INVESTMENT in home building
has recently received attention because of two
significant trends. First, investment opportuni-
ties in home building have expanded dramatically
because traditional sources of capital for home
building—banks and savings and loan associa-
tions—have been forced by government regula-
tion to withdraw from this segment of the
market. Furthermore, traditional investment op-
portunitics in commercial real estate develop-
ment are limited or nonexistent in most regions of
the country because of extensive overbuilding.

THE SUPERIORITY OF HOME BUILDING'S
RISK-ADJUSTED RETURNS

Exhibit 1 compares the rates of return from the
production of single-family homes with the re-

James Z. Pugash is ive vi S of Ad-
visors.
€ 1992 Hearth: Advi All rights d.
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turns of several other types of real estate invest-
ment. The exhibit indicates that during the past
decade, single-family home building performed
better than all other forms of real estate. Cur-
rently, single-family home building is the top-
performing property type available. Readers
should not be misled, however. In fairness to the
other types of real estate, home building as re-
ported in the exhibit represents a development
activily, whereas the other measures of return are
the results of passive investments. Home build-
ing is generally viewed as a highly risky and cycli-
cal business; nevertheless, on a risk-adjusted ba-
sis, the returns in home building appear to more
than compensate for the higher risk generally as-
sociated with real estate development.

Column S compares the risk-adjusted rate of
return from home building with the risk-adjusted
rates for alternative investments for the years
1980-1990. The data in Exhibit 1 implies that,
even after taking into account the relatively high
level of variability of home-building returns, sin-



232

EXHIBIT 1

AVERAGE ANNUAL RETURNS AND RISK-ADJUSTED RETURNS OF SEVERAL TYPES OF
REAL ESTA];I’SI;I’ INVESTMENTS*
1990

t )

11-Year J-Year
Annual Annual
Property Type Return Return
Home building 19.9% I3 6%
Offices 89
Retail 118 9 9
Warehouses 10.8 16
R & D Properties 1.7 4l
Apartments 9.9 6.3
Russell NCREIF Index 9.7 47

[1]) [t} [£7)
1990 11-Year H-Year
Annual Standard Rusk-Adjusted
Return Deviation Return
123% 1.1% 1L.4%
.8 8.7 0.02
6.2 30 0.9
22 37 0.54
L5 16 0.37
6.2 40 0.7
1.2 52 .17

* Source for ail data. except the category home building: Russell NCREIF Index; MIG Realty Advisors. Inc.:
Salomon Brothers. The returns on home building are those of four publicly traded homebuilders that built approxi-
mately 350.000 single-family homes during a period of 20 years. The rate of return represents the mean rate of

return on an aged basis of an i
home-building company).

Ad

in home building projects (as distinguished from an investment in 3
The rates of return represent the total return from home building projects and do not

allocate the returns between the buitder and the capital. See “"Rates of Return on Invesiment in Single Family
ilding,” t i 1991.

gle-family home building has produced the most
attractive rate of return of any of the major real
estate property types for the period from 1980 to
1990.

Risk-adjusted return assumes that the T-bill
rate is the riskless rate. Thus, the actual rate
minus the T-bill rate is the reward for taking
risk. Risk over a period is represented by the
standard deviation of the return time series.
The extent to which the reward compensates the
investor-developer for taking the risk is measured
by comparing the reward with the risk (the stan-
dard deviation or variability of the return).
Thus. the equation for column § is:

Average retumn (col. 1) - average T-bill rate
Standard deviation of average returns

Risk-adjusted _
return

HOME BUILDING AS AN INFLATION HEDGE

Investments in home building have historically
produced rates of return that are significantly
higher than increases in the consumer price
level. The Hearthstone Advisors Index used in
Exhibit 1 indicates that the average rate of return
from home building was 19.9% over the 11 years
1980 through 1990, while the average annual in-
crease in the Consumer Price Index was only
5.5%. .

Surprisingly, the statistical correlation be-
tween home-building returns and inflation is neg-
ative. The correlation coefficientis —21%. This
means that home-building returns tend to be
higher in periods when inflation is lower. Infla-
tion affects returns on home building in two
ways. On the one hand, when inflation is high,

home prices are rising and builders’ profit mar-
gins tend to increase. But interest rates also rise
when inflation is high, so that homes sell more
slowly. Thus, even though profit margins are
high, the slower pace of sales reduces the overall
rate of return on investment.

Although the correlation between returns on
home building and inflation is negative, the abso-
lute value of the negative correlation coefficient is
small, so the correlation between inflation and
home-building returns is not strong.

HOME-BUILDING INVESTMENT DIVERSIFIES THE
REAL ESTATE PORTFOLIO

Because home building is tied to a different sector
of the economy than are other types of real es-
tate, its returns are not very closely correlated
with the returns of commercial and industrial real
estate. Single-family home building, like devel-
opment of multifamily housing, exposes the de-
veloper to housing sector risks. Most other
forms of real estate development or investment
expose the investor to the variables of the busi-
ness economy (i.¢., the variables of manufactur-
ing, the service industries, and retailing). As a
result, investment in home building can add di-
versification to the institutional real estate portfo-
lio.

Exhibit 2 shows correlations of investment re-
turns among various sections of the real estate
industry for the period 1980 through 1990. Re-
turns on investmeants in apartments and home
building show the lowest cross-correlation with
other types of real estate returns. For both
apartments and home building, the cross-correla-
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EXHIBIT 2
HISTORICAL CORRELATIONS AMONG {l’l'sZoAL ESTATE SECTOR INVESTMENT RETURNS
-1990
Office Retail R&D Warehouse Ape Home Building
Office 100%
Retail 34 100%
R&D n 39 100%¢
Warehouse “ 34 58 100%
Apanments 25 45 15 10 100%
Home building 21 37 39 15 ] 100%
Stocks n " 9 2 36 k]
Bonds Q0 28) Qn 22) i} k!
* Correlation for 1988 to 1990 only for apartments.
Sources: Russell NCREIF, MIG Realty Advisors, H Advisors, Ibb A

tion is strongest with retail properties, probably
because the performance of residential and retail
properties is linked to the strength of the con-
sumer sector. The low correlations between
home-building returns and office sector returns or
warehouse returns means that adding home build-
ing to an institution's real estate portfolio should
lower the level of overall risk in that portfolio.

OPTIMAL ALLOCATION OF THE
REAL ESTATE PORTFOLIO

What proportion of its real estate portfolio should
an institution invest in home building? Many in-
stitutional investors believe that the proportion of
property types in a portfolio should reflect the
relative proportion that property type represents
in the aggregate market. Essentially, the inves-
tors attempt to match the universe of real estate
holdings.

Exhibit 3 compares the proportion of institu-
tional portfolios devoted to six real estate usage
types with the proportion of each type in the ag-
gregate market. Estimates of the total value of
US real estate vary enormously,’ but those in Ex-
hibit 3 indicate that institutional investment in
single-family home building is underweighted.
Although single-family housing constitutes 51%
of the total value of all real estate in the United
States, pension funds have undertaken little di-
rect investment in this property type, nor have
other nonbank investors shown interest. Institu-
tional investment in the single-family housing
sector has been limited to ownership of se-
curitized pools of mortgages collateralized by
owner-occupied single-family homes. In addi-
tion, pension funds participated indirectly in
home building as investors in banks and savings
and loan associations, the two principal sources
of financing for the home-building industry during
the 1980s.
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EXHIBIT 3
TOTAL VALUE OF US REAL ESTATE BY USE
CATEGORY COMPARED TO DISTRIBUTION OF
INSTITUTIONAL PORTFOLIOS

Percens of
Total Value  Percent of  Institutional
Category (8 triflions)* Market Portfolios*
Single-family homes $ 5419 5i% 0%
Apariments 552 5.2 4
Retail 1118 10.5 M
Office 1.009 9.5 2
Manufacturing 308 29 6
Warehouse 22 _u 4
Total $10.584 100% 100%

* Source: Arthur Andersen. *"Managing the Future: Real Estate
n the 19%0’s."

* Source: MIG Realty Advisors, Inc.—except for single family
residences and home-building developments, which is assumed
to be negligidle.

Home building is estimated to be an $80 billion
a year industry, making it one of the largest in-
dustries in the United States. The paucity of
pension fund direct investment in this industry is
striking.

Modern portfolio theory says that a portfolio is
optimal when it offers the greatest return for the
level of risk that the investor is willing 1o accept.
Exhibit 4 shows three different portfolio mixes
among various categories of real estate. Using
the 11-year annual returns and the standard devi-
ations of Exhibit 1, Exhibit 4 calculates an aver-
age return and standard deviation for each portfo-
lio. Portfolio 1 does not include home building
and shows the lowest historical return and the
highest standard deviation. In contrast, portfolio

! See Meg Parker Holden, **The Nation's Portfolio of Institu-
tonal-Grade Real Estate,” in this issue.
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EXHIBIT 4
ALTERNATIVE PORTFOLIO MIXES
Category Purifolio | Purtfolio 2 Parifulio 3

Home building % 0% 0%
Office 38 0 b3}
Retail 28 28 20
R&D ! 10 s s
Warchouse 15 15 5
Apanments 15 15 15
Historical Return 10.3% 10.2% 12.2%

4% 2% 1%

Standard Deviation

Sounce: Russell NCREIF, MIG Really Advisors, Hearthstone
Advisors

3, which includes home building, shows a histori-
cal return that is 190 basis points higher than that
of portfolio | with a standard deviation that is 60

basis points lower. The superior performance of
portfolio 3 arises from including home building
and stems from two factors: higher historical re-
turns on home building and greater diversifica-
tion.

CONCLUSION

Given the limited experience that institutional in-
vestors have had with home building, they proba-
bly will categorize home builders as a specialty-
investment category during the next few years,
Eventually, home building’s ability to boost port-
folio returns and provide diversity should make it
a core holding of institutional real estate portfo.

lios. s
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PREPARED STATEMENT OF EDWARD A. ZELINSKY

My name is Edward A. Zelinsky. I am a professor of law at the
Benjamin N. Cardozo School of Law of Yeshiva University where,
among other subjects, I teach and write about pension and welfare plans.
In addition, I have served in several capacities relative to private and
public pension plans. Today, however, I testify solely on my own behalf
and do not appear for any plan or institution.

I speak against the concept which has come to be called "economicatly
targeted investing" and to urge the adoption of Representative Saxton's
bill, H.R. 1594, the Pension Protection Act of 1995. In the forthcoming
issue of the Berkeley Journal of Employment and Labor Law, I criticize
at length the notion of economically targeted investing and call for the
revocation of Department of Labor Interpretative Bulletin 94-1 which
approves such investing. Since the Department of Labor will apparently
not repeal IB 94-1, Congress should.

The ETI concept is unsound as a matter of policy and logic and is
incompatible with ERISA's statutory standards governing pension
trustees' investment decisions. B 94-1 defines economically targeted
investments as deployments of capital which produce risk-adjusted
market rates of return while also yielding collateral economic benefits.
There is much paradox in the Labor Department's encouragement of
market-rate investments: investments carrying competitive rates of return
will, over reasonable periods of time, attract capital under normal market
criteria; there is thus no need for particular solititude for ETIs. If such
investments produce competitive returns, as we are told ETIs do, these
investments will be undertaken by virtue of normal market forces; if, on
the other hand, economically targeted investments are being shunned in
the marketplace, that is a good indication these investments do not yield
competitive returns.

Hence, the DOL's encouragement of ETIs is either superfluous, since
the market would have made these investments anyway, or wrong, since
the market indicates these investments should not be made.

Perhaps in anticipation of criticism along these lines, the proponents
of ETls and IB 94-1 argue that economically targeted investments are to
be found in flawed markets. Such a defense of ETIs merely compounds
the paradox: if proposed ETIs are located in seriously imperfect markets,
pension trustees cannot be confident that such investments in fact yield
competitive rates of return. Moreover, if serious market imperfections
exist, the appropriate public policy is to address the imperfections
directly, not to send pension trustees charging into poorly functioning
markets.
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Equally problematic is the confidence with which ETI proponents
claim they can identify collateral economic benefits; indeed, many of the
supplemental advantages claimed for ETIs can just as plausibly be found
in more conventional investments. For example, ETI proponents
frequently cite venture capital projects as yielding auxiliary economic
benefits. There is much romance in this notion but no hard reason to
conclude that new, start-up enterprises generate more positive
externalities than less glamorous, more traditional deployments of
pension capital.

There is, moreover, a significant danger that the highly subjective
process of identifying externalities will degenerate into a brawl for the
control of pension monies, a brawl in which the winner's victory will be
rationalized in terms of collateral economic benefit.

Perhaps most importantly, IB 94-1 and its support of economically
targeted investments are incompatible with the language and policy of
ERISA. Statutorily and logically, ERISA's exclusive benefit rule is just
that, a rule which proscribes pension trustees from considering any factors
other than the interests of plan participants and their beneficiaries.

Rather than confront the inconsistency of IB 94-1 with ERISA's
exclusive benefit rule and with the historic and policy considerations
underlying that rule, ETI proponents contend that IB 94-1 merely codifies
existing administrative interpretation of ERISA. As I demonstrate in
detail in my forthcoming article, the administrative precedent cited for IB
94-1, when examined carefully, proves slender and unconvincing.

In light of all of this, it is tempting to dismiss IB 94-1 as destined for
irrelevance. For three reasons, however, I conclude that IB 94-1, if
allowed to remain on the books, is a serious matter.

First, IB 94-1 will, in particular cases, alter the dynamics of fiduciary
decisionmaking and thus induce the deployment of pension assets away
from conventional investments and toward ETIs. To the extent that such
ETIs in practice carry competitive rates of return, the increase in ETI
activity will be a charade since in reality market forces would have caused
these investments to be made anyway. Insofar as investments labelled
ETIs will in fact generate below market returns, such investments will
potentially harm plan participants and their beneficiaries as well - as
shareholders and taxpayers.

Second, in the long run, we can anticipate that ETI proponents will
press for mandatory ETI requirements since that is the direction in which
their logic points: if ETIs produce significant collateral benefits while
traditional investments do not, it is socially inefficient for pensions to
make such traditional investments. While the current leadership of DOL
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has characterized ETlIs as optional for pension trustees, that is probably
not the final position of ETI advocates.

Finally, IB 94-1 effectively reincarnates the discredited doctrine of
industrial policy. In this privatized version of the industrial policy
program, pension trustees are to fill the role previously assigned to
government, guiding the society s allocation of capital with an acumen
surpassing the wisdom of the market. Those of us who were skeptical of
industrial policy in its first guise should be equally skeptical of its
reappearance in the form of the economically targeted investment.

In some respects, the industrial policy character of IB 941 is its most
troubling aspect for it reflects a disturbing tendency to eschew explicit
taxation and expenditures in favor of implicit forms of taxation and
spending. This tendency is of deep concern to all who believe that public
policy should be implemented with maximum directness and
accountability.

In short, IB 94-1, at best, misleads, suggesting that competitive
investments need particular solicitude when in fact such investments will
be undertaken by virtue of normal market forces. At worst, IB 94-1 opens
the door to noncompetitive deployments of pension capital under the
banner of economically targeted investing and encourages off-budget
activism in an era when many policymakers perceive political and
economic constraints as precluding more direct and open forms of
governmental activity. In 1974, Congress, when it adopted ERISA's
exclusive benefit rule, statutorily prohibited schemes like economically
targeted investing. Congress's decision in this regard was right in 1974;
it is right now. Congress should therefore enact the proposed legislation
which would repudiate the notion of economically targeted investing.

I am also submitting to the Committee the text of my article on IB 94-1
and economically targeted investing. This article will appear in Volume
16 (July issue) of the Berkeley Journal of Employment and Labor Law.
The article, subject to final revision before publication, may be reprinted
and cited with appropriate credit to the Berkeley Journal of Employment
and Labor Law.
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Introduction

on June 22, 1994, the Department of Labor (DOL) issued
Interpretive Bulletin 94~-1 (IB 94-1’)', the Department's much
anticipated statement on the propriety of pensionz plans
undertaking "economically targeted investments® (ETIs).
Approximately two weeks earlier, the DOL had formally requested
proposals for "a clearinghouse to collect and distribute
information on" ETIs.® The DOL portrays IB 94-1 as simply a
routine declaration of existing law and the ETI clearinghouse as

merely a device to facilitate communications in the pension

' 59 FR 32606, electronic citation: 94 tnt 121-24. IB 94-1
will be codified as 29 CFR section 2509.94-1. The DOL unveiled IB
94-1 at a hearing before the Joint Economic Committee on the day
before the formal issuance of IB 94-1. See John Godfrey, "Prudent
Pension Trustees May Use Social Goals To Pick Investments, Reich
Says," 63 Tax Noteg 1745 (June 27, 1994); Patricia A. Limbacher,
"Funds get ETI go-ahead,” 22 Pensions & Investments No. 13 (June
27, 1994) at 2. It is paradoxical that the DOL characterizes IB 94-
1 as a routine declaration of existing law but elected to showcase
IB 94-1 before a special congressional hearing. Not surprisingly,
the testimony presented at this hearing was heavily weighted in
support of IB 94-1. For the statement of an ETI opponent at this
hearing, see testimony of William A. Niskanen, electronic citation:
94 tnt 121-34,

2 The DOL pronouncement on ETIs applies, not merely to pension
Plans, but to all ERISA-regulated plans including profit sharing,
welfare and 401(k) arrangements. For ease of exposition, I use the
term "pension plans® to encompass all of these arrangements.

* Electronic citation: 94 tnt 115-37. In the fall of 1994, the
DOL awarded the contract to implement the ETI clearinghouse. See
Meegan M. Reilly, “"Approved Bill Permits Ex-Participants to Sue
Former Fiduciaries Regarding Purchase of Annuities," 65
347 (October 17, 1994) at 348. In December, 1994, the DOL submitted
a public information collection request to the Office of Management
and Budget (OMB), seeking permission to gather information for the
clearinghouse about plans' ETIs. See U.S. Department of Labor,
Pension and Welfare Benefits Administration, Request for OMB Review
and Supporting Statement (December, 1994).

1
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industry.

A review of IB 94-1 and of the proposal for an ETI
clearinghouse leads me to quite different conclusions. The ETI
concept, as expounded by the DOL, is unsound as a.matter of logic
and policy and is incompatible with the statutory standards
governing the investment decisions of pension fiduciaries.
Moreover, the ETI concept, advertised by the DOL as a routine
contirmation of existing law, reflects a more fundamental and
unwise agenda: IB 94-1 and the ETI clearinghouse represent
troubling steps in the reinEarna}ion of the discredited theory of
industrial policy.

The first section of this article discusses the DOL's
definition of an ETI. The next section indicates how IB 94-1
makes the law of pension investments less coherent, less logical
‘and less consonant with the relevant statutory standards. The
third section of this article explores the current and potential
harms stemming from IB 94-1. I close by concluding that the DOL
should withdraw IB 94-1 or that Congress should repeal it.t

ETIs Defined

1B 94-1 defines ETIs as "investments selected for the

economic benefits they confer on others apart from their

investment return to the employee benefit plan." In its proposal

* see the Employee Benefit Plan Security and Protection Act of
1994, introduced by Congressman James Saxton, H.R. 5135, 103rd
Cong., 2nd Sess. This legislation would have prevented pension
trustees from considering collateral benefits in making their
investment decisions and thus would have effectively repealled IB .
94~-1.
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for an ETI clearinghouse, the DOL lists as typical ETI collateral
benefits "new jobs, affordable housing (and) infrastructure
projects.” In the preamble to IB 94~1, the DOL identifies "real
estate, venture capital and small business investments" as
exemplars of potential ETIs.

An ETI, the DOL indicates, must generate a competitive
return considering the investment's degree of risk. If an
investment yields a market rate of return, controlling for risk,
pension fiduciaries may then consider the investment's collateral
economic benefits in deciding whether to make the investment.
This conclusion, the DOL states, merely declares existing law
under the Employee Retirement Income Security Act of 1974
(ERISA).> Indeed, the DOL has made IB 94~1 retroactive to January
1, 1975, ERISA's original effective date. Nothing noteworthy is
occurring in IB 94-1, the DOL thus suggests; IB 94~1 simply
pronounces current law ab initie.

To buttress its contention that IB 94-1 merely codifies
existing fiduciary standards for pension investments, the DOL
cites a number of administrative rulings and prohibited
transactions exemptions it has previously issued under ERISA.%

While the current leadership of the DOL characterizes ETIs

as optional for pension trustees,' that leadership has signalled

5 P.L. 93-406, 88 Stat. 894, 29 USC section 1001.

¢ See footnotes 2 through 7, inclusive, of the preamble to IB
94-1.

4 Godfrey, supra, note 1 (noting DOL Secretary Reich's
characterization of ETIs as optional for pension trustees).

3
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its sfronq support for such investments: IB 94-1 and the proposed
clearinghouse constitute a forceful official imprimatur for
ETIs.?

The Unsoundness of the ETI Concept

For several reasons, the ETI concept is unsound as a matter
of policy and logic and is incompatible with ERISA's statutory
standards governing pension trustees' investment decisions.

consider initially the DOL's definition of an ETI: an
investment which carries a market rate of return, considering the

- associated risk, and which produces collateral economic benefits.
Since ETIs yield competitive returns, adjusting for risk, the
pension fiduciary may, according to the DOL, consider ETIs'
supplementary advantages when making his investment choices
without thereby violating ERISAt's fiduciary standards.

The DOL's definition of an ETI is designed to avoid the
pitfalls of earlier, cruder approaches to social investing by
pension plans. Some of the initial advocates of social investing
considered the attainment of market returns unimportant given the
momentous causes for which they sought to use pension assets. In

IB 94-1, the DOL disassociates itself from this more extreme

s See, also, Statement by Labor Secretary Robert B. Reich on
Economically Targeted Investments by Six Pension Funds Working with
the U.S. Department of Housing and Urban Development, USDL 94-381
(August 2, 1994) ("This Administration wants to encourage 4
managers to consider investments such as these that help their
beneficiaries and help the economy overall.®)

4.
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However, in doing so, the DOL creates a paradox for itself:
by definition, an investment yieldinq a market rate of return is
an investment which the market will clear without special
consideration of the investment's ancillary benefits. One need
not believe that markets operate perfectly, instantaneously or
costlessly to believe that markets, over reasonable periods of
time, will allocate capital to those ventures which can plausibly
be expected to yield prevailing rates of return. If, as IB 94-1
indicates, ETIs generate competitive rates of return, there is no
need for pension trustees or the DOL to extend particular
solicitude toward those investments; they will be undertaken by
someone because of normal market forces.

Instructive in this regard is the pro-ETI testimony of Dr.
William Dale Crist, president of the Board of Administration of
the california Public Employees' Retirement System (CalPERS).'"
Since CalPERS formally embraced an ETI policy in April of 1993,
the fund has, pursuant to that bolicy, invested substantially in

excess of a billion dollars of state pension monies in california

® Robert Reich, "Labor Secretary Reich's Testimony at JEC
Hearing on Targeted Pension Fund Investment," electronic cite: 94
tnt 121~28 (“"ETIs are frequently confused with what is known as
‘social investing.' In current parlance, this term usually refers
to investment practices that subordinate financial return to some
other social objective. The Department of Labor does not condone
the use of pension funds in this manner. We prohibit it. ETIs are
NOT social investing.™) (capitalization in the original).

% electronic cite: 94 TNT 121-32. Dr. Crist's testimony was
presented to the Joint Economic Committee at the hearing at which
the DOL unveiled IB 94-1. See Godfrey, gupra, nhote 1.

. /



- 244

real estate ("single family housing construction, affordable
housing mortgages, residential acquisition and development
financing and commercial mortgages".)" In addition, CalPERs has,
under the aegis of its ETI policy, invested $200 million of a
planned $500 million in "investment opportunities that are
intended to stimulate the California economy."'z CalPERS also
intends to invest resources in "private equity placements (that)
offer the best long-term opportunity to deploy capital for job-
creating projects on a large scale® and in funds and businesses
owned "by minorities, women (and) California disabled
veterans."” All of these deployments of state pension monies,
Dr. crist insists, generate competitive, risk-adjusted rates of
return.

If that is so, CalPERS has accomplished nothing by its ETI
program: if these investments carry market rates of return, the
reqular operation of the market would have resulted in these
investments being made. And if these investments were being
shunned by the market, that suggests that CalPERS is in reality
embracing noncompetitive investments under the aegis of its ETI
progran. )

Dr. Crist's optimist}c analysis contrasts with Alicia H.

Munnell's authoritative study of state pension plans' efforts to

" 1d.
\H 14.
13 Id.
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encourage home ownership through their investment portfolios.'
Much of these efforts consisted of plan purchases of mortgage-
backed securities of the Government National Mortgage Association
(GNMA) . Such purchases were justified as increasing local
supplies of mortgage capital. After careful study, Dr. Munnell
concluded otherwise:

"The roughly $14 billion of GNMAs purchased
by state-administered pension plans has
provided the pension funds with market-
returns. However, the ‘Catch-22' phenomenon
generally ascribed to social investing by its
opponents seems applicable to this approach
to supporting homeownership. Any housing
investment that offers a competitive return
at an appropriate level of risk, such as a
GNMA, does not need special consideration
from public pension plans nor will such
consideration have any effect on the long-
run supply of mortgage loans. On the other
hand, investments by pension funds that will
increase the supply of housing funds must by
definition either produce lower returns or
involve greater risk.

Perhaps in anticipation of criticism along these lines, the
DOL indicates that markets for ETIs are less active and less
functional than the markets fof other investments available to
pension trustees. In particular, ETIs "may be less liquid and may

- not have as.much readily available information on their risks.and

returns"'® as other financial opportunities; ETIs may require

“ Alicia H. Munnell, "The Pitfalls of Social Investing: The
case of Public Pensions and Housing,™ New Enaland Econ. Rev.
(Sept./Oct. 1983) at 20.

% 14. at 36.

¢ see the preamble to IB 94-1.

7
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greater than normal sophistication on the investor's part."
Hence, the need for particular solicitude for ETIs.

However, the association of ETIs with inefficient markets
creates yet more paradox for ETI advocates. Well-functioning
markets are necessary to ensure that returns are, as claimed,
competitive. When a pension trustee invests in a poorly-
functioning market, there is limited discipline and,
consequently, a distinct possibility that returns are in fact
below prevailing levels. If the markets in which ETIs are found
are terribly flawed, pension trustees cannot be confident that
such investments generate market rates of return.

~There is, moreover, no reason to associate supplemental
advantages with imperfect markets. No doubt, some investment
- markets are not as active and well functioning as others; certain
investments require more investor knowledge than others. But
there is no cause to equate these problems with the DOL's notion
of collateral economic benefits. Indeed, if there is a
correlation between collateral benefits and market imperfection,
that correlation is likely to be negative. ETIs as defined by the
DOL typically have important constituencies to merchandise them,
i.e., the persons expecting to receive the investments' ancillary
benefits. These constituencies have strong incentives to
disseminate information about the investments from which they

will profit. It is more likely that an ETI will be brought to

7 see also Crist, sypra, note 10 (If not for CalPERS, ETIs
"would have gone undiscovered in this very inefficient market®.)
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pension trustees’ attention with supporting information than will
an otherwise equivalent investment which lacks the advocacy of a
collateral benefit constituency.

Finally{ it important instances of market failure exist, the
more compelling public policy is to correct that failure
structurally rather than to inspire pension trustees to invest in
flawed markets. If market failure is remedied, the entire
universe of investors is attracted to the market, not just
pension trustees.

In light of these considerations, the ETI clearinghouse is
not merely an ambiguous proposal but an incoherent one. If the
proposed clearinghouse is to be a marketplace for projects not
now serviced by active markets, there is no reason to limit
clearinghouse participation to pension plansé all investors with
capital should be invited to partake of the new markets being
established. If, on the other hand, the ETI clearinghouse is
envisioned as something other than a marketplace, it is less
desirable than creating such a marketplace.

To summarize: if markets are functioning, there is no need
to assist ETIs by considering their collateral benefits since
ETIs, as defined by the DOL,.cazry rates of return adequate to
attract capital under normal market criteria. Absent the
discipline of reasonably well-functioning markets, pension
trustees cannot be confident that proposed ETIs carry competitive
rates of return. If markets are not functioning, there is no

reason to assume that the investments overlooked will be those
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yielding ancillary benefits; those financial opportunities
generating supplemental advantages are more, rather than less,
likely to be identified and promoted by the groups anticipating
those advantages. And the appropriate remedy for market failure
is to correct the market.

In a curious way, the earlier doctrine of social investing,
which largely eschewed concern for competitive returns on pension
investments, was more coherent than the precept of economically
targeted investing, which purports to accept the importance of
markets and market-rate profits but ignores the implications of
those considerations: investments generating competitive returns
will generally be undertaken by market forces; in the absence of
properly functioning markets, pension trustees cannot know with
confidence that any particular investment does in fact generate
market-rate earnings.

The foregeing analysis, like IB 94-1, assumes that
collateral economic benefits can readily and objectively be
jdentified, an assumption which, in many contexts, is highly
questionable. The administrative letters and prohibited
transactions exemptions cited by the DOL as examples of ETIs
predominantly involve the buildin§ trades and yield, as auxiliary
benefits, employment for construction workers. When, however, we
venture beyond these simple cases, the identification of
collateral benefits becomes more subjective and problematic.
Indeed, beyond these easy cases, the supplemental advantages

perceived in ETIs can just as plausibly be found in more

10
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conventional investments and many proposals advanced by ETI
proronents can reasonably be characterized as generating negative
externalities.

Take, for example, venture capital projects, cited by the
DOL in its proposal for the ETI clearinghouse as a category of
investments potentially yielding auxiliary economic benefits.
There is much romance in this notion but no hard reason to
conclude that new, start-up enterprises generate more positive
externalities than less glamorous, more traditional deployments
of pension capital. When a pension plan purchases the existing
stock of an established publicly-held corporation, the seller of
that stock relocates his capital somewhere, possibly to the
venture capital opportunity which wvas the pension plan's
alternative investment choice. A strengthened price for its
existing equity encourages the corporation to issue new stock for
expansion with the attendant economic benefits of such expansion.
A strenghtened price for existing stock also increases the net
worth of other holders of that stock which, in turn, encourages
their consumption and investment.

Oor consider another case cited by the DOL as an ETI
exemplar, affordable housing. Assuming we can agree what

affordable housing is," it is difficult to specify collateral

8 por example, Connecticut law defines affordable housing with
reference to the income levels of the families 1living in the
particular locality in wvhich the housing is located, not with
reference to metropolitan-wide income levels. Thus, a project in
an affluent Connecticut suburb is deemed "affordable"®
notwithstanding rents beyond the reach of most families in the
metropolitan area as long as the project is relatively economical

11
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benefits generated by such housing which cannot also be found in
other, more conventional investments. Affordable housing projects
can generate construction jobs but a pension plan also creates
construction- jobs when it makes a conventional deposit in a
savings bank which the bank then uses to make mortgages.
Affordable housing developments help the persons who live in
them; however, those persons also benefit when a discount
retailer offers consumer goods at lower prices or when the auto
industry produces better and less expensive cars.

Again, the CalPERS experience is instructive. CalPERS
defines its ETIs geographically, i{.e., investments within the
boundaries of California.' At first blush, this seems reasonable
as geography is a credible basis for determining the existence of
collateral benefits: externalities are plausibly found when
activities are located in proximity to one another.

There are, however, negative effects to consider also: if
other state pension plans emulate CalPERS and its geographic ETI
policy, those states will similarly withdraw capital from other
jurisdictions to invest at home; some of this capital will be
removed from California. The resulting balkanization of the
capital markets may on balance benefit California; at least as

likely, California will, in the aggregate, lose capital in an

by the standards of the prosperous suburb in which the project is
located. See Conn. Gen. Stat. Ann. Section 8-39a. It would be
particularly ironic if the DOL's encouragement of ETIs and
affordable housing channels pension funds into the construction of
housing too expensive for most Americans.

" see Crist, supra, at 10.
12
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environment in which public pensions withdraw funds from other
states to deploy them at home. At a minimum, it is distinctly
possible that California's geographical ETI policy, by
encouraging other states to repatriate their pension investments
too, will yield negative externalities for California, i.e., less
net capital for California investments as the California economy
loses pension monies from other states' plans.

Moreover, such a ETI policy threatens unjustified
underdiversification® for california pension plans as those

plans withdraw their out-of-state capital and concentrate it

#® There are cases where a prudent fiduciary might reasonably
sacrifice some diversification to further other legitimate
objectives of his trust. Por example, in recent years, trustees of
many universities and colleges located in urban centers have quite
sensibly invested portions of their endowments in the neighborhoods
bordering their campuses. While such investments tend to
concentrate schools' portfolios in communities in which the schools
already have significant assets, i.e., the campuses themselves,
such investments can stabilize the adjacent neighborhoods and thus
make the campuses safer and more attractive places in which to
learn, teach and research. In such instances, less geographical
diversification is a price plausibly paid to further the college
or university's educational mission.

Similarly, a pension trustee owning real estate might
reasonably conclude that externalities justify the acquisition of
an adjoining parcel to maximize the value of the pension's
portfolio and thus advance the pension’s mission of providing
retirement benefits even though acquiring the parcel makes the
pension's portfolio less diversified spatially.

In contrast, the geographic concentration caused by the
CalPers ETI program is not designed to further the pension plan's
basic duty, i.e., the provision of retirement benefits, but instead
implements the pursuit of collateral economic benefits. In such a
context, the decision to eschew diversification is much more
troubling since that decision increases risk with no compensating
advantage for the beneficiaries of the plan.

Oon the growing tendency of colleges and universities in urban
areas to invest in adj t neighborhoods, see Joseph N. Boyce,
"campgs Movement,® Wall St. J. (February 1, 1994), Section A, page
1, col. 1.

13
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locally.?

ETI advocates seem quite prone to perceiving positive
externalities in their proposals while overlooking such
proposals' negative spillovers.®

In sum, if the concept of collateral benefit is defined so
broadly as to encompass the externalities conceivably generated
by traditional investments, the ETI category becomes meaningless
as it incérporates the entire universe of traditional
investments. If, however, the concept of collateral benefit is to
be more carefully demarcated, ETI advocates must distinguish
between the benefits yielded by ETIs and the benefits just as
plausibly found in conventional investments. ETI advocates must
also confront the negative effects of the policies they advocaté.
IB 94-1 does not attempt these burdens.

Another burden IB 94-1 avoids is to justify itself under the
relevant statutory language. ERISA section 404 (a) (1) (A) (1)
requires pension fiduciaries to act "solely in the interest of
the (plan's) participants and beneficiaries and...for the
exclusive purpose ot...providiﬂq benefits to participants and
their beneficiaries...® This provision replicates the historic

¥ As Judge Posner and Professor Langbein perceptively ask:
"(S)uppose that a school board in the vicinity of Mount St. Helens
had insisted on investing locally.” John H. Langbein and Richard
A. Posner, "Social Investing and the Law of Trusts," 79 Mich. L,
Rev. 72 (1980) at 90.

Z consider, e.g., the willingness of Connecticut treasurer
Francisco L. Borges to overlook the nature of the product
manufacturered by Colt's Manufacturing Company: guns. See note 60,
infra, and accompanying text.
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"exclusive benefit" rule® upon which the Internal Revenue Code
conditions pensions' tax-qualified status“; this ERISA provision
also codifies the traditional requirement that fiduciaries act
with undiminished loyally towards their beneficiaries.®

In several administrative rulings cited by the DOL on behalf
of IB 94-1, the investments in question are construction projects
and the collateral benefits at issue are jobs for plan
participants. At first blush, it is a plausible interpretation of
section 404(a) (1) (A) (i) that the "benefits®” fiduciaries are
charged with providing include not only plan distributions but
current economic benefits as well, i.e., jobs. On a second look,
however, James D. Hutchinson and Charles G. Cole persuasively
argue that the "benefits® to which section 404(a) (1) (A) (i) refers

are retirement, disability and death payments and not pre-

Z Sea Sections 401(a) (flush language) and 401(a)(2) of the
Internal Revenue Code of 1986, as amended. The exclusive benefit
rule also appears in the pension provisions of the Taft-Hartley
Act. See Section 302(c)(5) of the Labor Management Relations Act
of 1947, 29 USC Section 186(c) (5).

L Conventionally, the tax law's treatment of qualified plans
is viewed as a tax expenditure. I. disagree with this
characterization, concluding that the Code's current approach to
pension plans is consistent with normative tax principles. See
Edward A. Zelinsky, "Tax Policy v. Revenue Policy: Qualifiead Plans,
Tax Expenditures, and the Flat, Plan Level Tax," 13 .
591 (1994). For purposes of the present discussion, it is not
necessary to resolve this issue but merely to observe that the Code
establishes an exclusive benefit rule for qualified plans.

® John H. Langbein and Bruce A. Wolk, Pension and Emplovee
Benefit Law (1990) at 517.

15
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retirement economic advantages like employment.“

However, IB 94-1 defines ETIs even more broadly than this,
as encompassing supplemental economic bounties for nonemployee
constituencies, indeed for the economy as a whole. There is no
warrant for this approach in the statute, which commands pension
trustees to act solely and exclusively on behalf of participants
and their beneficiaries.

There is case law under the Code version of the exclusive
benefit rule which permits pension assets in practice to yield
"incidental" advantages to persons other than employees and their
beneficiaries.? If the exclusive benefit rule is to be applied
by focusing upon the economic impact of pension investments
(rather than upon the criteria utilized by pension trustees in
their decisionmaking), such an approach is a practical necessity:
when a pehsion trustee sells or buys an asset, the other party to
the exchange profits or he would not be transacting with the
trustee. Unless such inevitable third party benefit is

overlooked, the exclusive benefit rule would preclude pension

% James D. Hutchinson and Charles G. Cole, "Legal Standards
Governing Investment of Pension Assets for Social and Political
Goals," 128 U, Penn., L. Rev. 1340 (1980) at 1370 ("Although the
term ‘benefits' is arguably broad enough to encompass all of the
rewards -- moral and financial, direct and indirect -- that a
participant might reap from an investment program, the term is used
more narrowly throughout the Act to refer to those cash benefits
that a participant or his family would receive in accordance with
the specifications of the plan.")

7 g
ee, e.g., Shelby U,S, Distributors, Inc, v, Commissioner,
71 T.C. 874 (1979) at 885 ("the investments of a trust may result
in some benefit to another person without the trust losing its
exemption” under the Code's exclusive benefit rule.)
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trustees from undertaking any investments at all. Moreover, as
Professors Langbein and Pischel point out® in the context of
defined benefit plans and the exclusive benefit rule, employers.
gain from their pensions' superior investment performance since
such performance reduces the employers' funding obligations to
their plans.

It is, however, a troubling leap from recognizing that in
;practice pension investments unavoidably entail incidental
‘benefits of these sorts to embracing such incidental economic
benefits as legitimate criteria upon which pension trustees can
base their investment choices. As a normative statement of the
concerns which pension trustees ought consider iﬁ making their
investnment decisions, ‘a single-minded concern for the welfare of
participants and beneficiaries is both a compelling standard as a
matter of policy and the standard embodied in the statute.

Historically, the great challenge of fiduciary law has been
to permit beneficiaries to profit from the skill, efficiencies
and expertise of fiduciaries without permitting fiduciaries to
abuse their positions of trust. The agency problems® inherent in
fiduciary relationships are compounded in the pension context by

# paniel Fischel and John H. Langbein, "ERISA's Fundamental
Contradiction: The Exclusive Benefit Rule®, 55 U, Chi., L. Rev. 1105
(1988) .

?® on agency problems more generally, see Edward A. Zelinsky,
“James Madison and Public Choice at Gucci Gulch: A Procedural
Defense of Tax Expenditures and Tax Institutions," 102
1165 (1993) at 1173; Edward A. Zelinsky, "Unfunded Mandates, Hidden
Taxation, and the Tenth Amendment: On Public Choice, Public
Interest, and Public Services,"” 46 Vand., L. Rev. 1355 (1993) at
1374.
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both beneficiaries! collecﬂive action problems, namely the costs
and complicatioﬁs of beneficiaries banding together to protect
their interests,® and the evidentiary difficulties of sorting
out ex post the frequently complex financial transactions of
large institutions. It was logical and appropriate for the
drafters of ERISA to address these problems, jinter alia, through
fiduciary law's traditional duty of loyalty, the mandate that
fiduciaries serve exclusively the interests of their principals
and not pursue (or even contemplate) extraneous objectives. This
very high standard of behavior is designed to deter pension
trustees from even thinking about considerations other than
participants' welfare and to facilitate retrospective review of
fiduciary decisionmaking: even minimal evidence that something
other than participant welfare has motivated trustee behavior
triggers the protections of the standard. The exacting demands of
the duty of loyalty insulate the fiduciary decisionmaking process
from forces and factors with the potential of diverting that
process from the welfare of the fiduciary's beneficiaries.
Consider in this context the comments of Olena Berg,
assistant secretary for the DOL's Pension and Welfare Benefits
Administration and the administrator who actually promulgated IB

94-~1: .
"Nothing in ERISA prevents the making of

3 when employees are unionized, the union's existence will
sometimes solve their collective action problems for them. When,
however, the union and its personnel are the difficulty rather than
the solution, employees in their capacities as pension participants
will often find it difficult and costly to organize themselves to
protect their pension interests.

18



257

(ETI) investments, provided that they meet
the law's fiduciary requirements. Existing

. Department of Labor policies on economically
.targeted investments allow collateral
benefits to be consjidered in making
investment decisions where such investments
are prudent and provide a competitive risk-
adjusted return. I want to reaffirm that it
is appropriate for plan fiduciaries to make
economically targeted investments consistent
with ERJSA's prudence and exclusive benefit
rules.*

Both as a statutory matter and as a matter of logic, this
statement is a muddle: in making their investment decisions,
pension trustees can consider supplemental benefits to
nonemployee constituencies as long as the trustees comply with
the exclusive benefit rule. But, statutorily and logically, the
exclusive benefit rule is just that, a rule which proscribes
trustees from considering any factors other than the interests of
plan participants and their beneficiaries so as to insulate them
from.extraneous pressures and temptations. Rather than
confronting the inconvenient language of the statute and the
essential incoherence of her position, Secretary Berg contends
that she is merely reaffirming the DOL's existing construction of
the statute. i

However, a review of the administrative pronouncements
invoked by the DOL on behalf of IB 94-1 belies any contention
that IB 94-1 is the codification of well-established or

convincing administrative precedent.

3 olena Berg, "A PW Exclusive: PWBA's Olena Berg Discusses
Agency's Future,” 29 Pension World No. 11 (November, 1993) at 16.
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In support of IB 94-1, the DOL summons® seven exemptions it
has issued under the prohibited transactions provisions of the
Code and ERISA.®® However, citing these prohibited transactions
exemptions (PTEs) on behalf of IB 94-1 is, at best, unpersuasive
and, at worst, disingenuous. The DOL issued each of the seven
PTEs with the explicit caveat that the Department was not
approving the exempted transaction under ERISA's fiduciary
standards or under the Code's exclusive benefit rule but was only

suspending the more limited operation of the prohibited

32 see footnote 3 to the preamble to IB 94-1. In its public
information collection request to OMB, the DOL again invoked its
prohibited transactions exemptions as administrative precedent for
the approval of ETIs. See U.S. Department of Labor, supra, note 3
at page 1 of the supporting statement ("{T)he Department has
granted a variety of prohibited transactions exemptions involving
investments that produce collateral benefits.")

B These statutory provisions proscribe particular types of
transactions (e.g., sales and exchanges) between plans and insiders
positioned to abuse the assets of such plans (e.g., plan trustees,
employers, family members of trustees and employers). Like much of
the statutory framework governing employee plans, there are
parallel versions of the prohibited transactions rules, one in the
Internal Revenue Code and one in the labor provisions of ERISA.
Administrative exemptions may be granted for specific transactions
which would otherwise be precluded by statute. In 1978, President
Carter delegated to the DOL authority to issue such administrative
exemptions on behalf of the IRS.

For the text of the prohibited transactions rules, see Code
Section 4975 and ERISA Section 406. For the 1978 delegation to the
DOL of responsibility for administrative exemptions, see sections
102 and 105 of Reorganization Plan No. 4 of 1978, 43 Fed. Reg.
47,713 (1978), 1978 U.S.C.C.A.N. 9814. For additional background
on the prohibited transactions rules, see Edward A. Zelinsky,
"Pensions and Property Contributions: Wood, Keystone, and the
Supreme Court,"” 56 Tax Noteg 651 (August 3, 1992) at 652; Edward
A. Zelinsky, "Property Contributions to Qualified Plans: The DOL
Threatens Establlshed Tax Law,"™ 62 Tax Notes 753 (February 7, 1994)
at 754.
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transactions provisions. For example, PTE 76-1,% invoked by the
DOL in support of IB 94~-1, states that its exemption does not
apply to the exclusive benefit rule of ERISA section 404 or of
Code section 401(a). Each of the other PTEs cited by the DOL in
the preamble to IB 94-1 contains the same or a similar
qualification, indicating that the exemption pertains only to the
prohibited transactions provisions and not to the other fiduciary
standards governing pension trusts.” Hence, the seven PTEs do
not support the proposition that ERISA section 404 permits
pension trustees to consider collateral benefits.

In support of its claim of prior administrative
interpretation, the DOL also cites® three official advisory
opinions it has issued pursuant to ERISA Procedure 76=1,% the
Department's formal process for declaring its views on ERISA
issues. Two of these three advisory opinions, 88-16A% and 80-
33A”, pertain to the same practice, an agreement under which

chrysler and the UAW recommend to the institutional fiduciary of

% 1976-1 C.B. 357, 41 Fed. Reg. 12740 (March 26, 1976), 1976
IRB Lexis 757. PTE 76~-1 was issued jointly by the DOL and the “RS
since it predated Reorganization Plan No. 4 of 1978 which shifted
to the DOL exclusive jurisdiction over prohibjited transactions
exemptions. See note 33, supra.

% See, e.g., PTE 85-58, 50 Fed. Reg. 11272, cited in footnote
3 of the preamble to IB 94-1.

3% see footnotes 2, 4 and 7 of the preamble to IB 94-1.
3 41 Fed. Reg. 36281 (August 27, 1976).

3 1988 ERISA Lexis 16.

¥ 1980 ERISA Lexis 4S.
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the Chrysler pension plan vhat are nov being labelled ETIs.
However, for two reasons, 88-16A and 80-33A provide, at most,
limited support for IB 94-1 and its construction of ERISA section
404 as permitting pension trustees to consider collateral
economic benefits. FPirst, thé DOLA carefully noted in its analysis
of the Chrysler-UAW arrangement that the DOL condoned only the
‘pProcess of recommending ETIs to the institutional fiduciary and
that the DOL was not "expressing an opinion concerning whether
specific transactions undertaken in accordance with the®*’
Chrysler-UAW recommendations satisfy ERISA's fiduciary standu;ds.
Second, in declaring that pension trustees must "ordinarily®
concern themselves with the retirement income interests of
participants and beneficiaries, advisory opinion 88-16A provides
no reasoning or authority for thus diluting the statutory mandate
that trustees consider such interests "solely® and "exclusively.”

Similarly, DOL advisory opinion 85-36A,*' cited in support
of IB 94-1, provides no authority or reasoning for its conclusion
that participant welfare is "ordinarily® to guide fiduciary
investment decisionmaking or fér its consg.)icuous disregard of the
statutory requirement that such welfare be the sole and exclusive
concern in such decisionmaking.

Finally, to support its claim that IB 94-1 reflects prior-
administrative interpretation of ERISA sktion 404, the DOL

% see DOL advisory opinion 88-16A, 1988 ERISA Lexis 16.
¢ 1985 ERISA Lexis 8.
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invokes a number of private letters which it has issued.®?
However, none of these was promulgated through the DOL's formal
process for interpretting ERISA, ERISA procedure 76-1.9

Interesti'ngly, the DOL ignores one relevant, albeit
informal, declaration of past policy, Ian D. Lanoff's statement
on social investing made when he was administrator of the DOL's-
office of Pension and Welfare Benefit. Programs.* That statement
supports the contention that the DOL has in the past permitted
pension fiduciaries to consider the incidental economic benefits
of proposed investments if such investments otherwise pass
muster.*® on the other hand, a retrospective review of that
statement and the context in which it was made point to a more
complex conclusion, i.e., that, with the social investing
movement gathering momentum, permitting pension trustees to
consider otherwise acceptable investments' collateral benefits
was a short-term stopgap adopted to protect for the long-run
ERISA's fiduciary duties.

When Mr. Lanoff served as the DOL's chief pension
administrator, it was decidedly possible that ERISA's fiduciary

¢ gee footnes 2, 4, 5, 6 and 7 of the preamble to IB 94-1.

8 This is analogous to the IRS buttressing a claim of
esizblished administrative interpretation by citing private letter
rulings.

4 tan D. Lanoff, "The Social Investment of Private Pension
Plan Assets: May It Be Done Lawfully under ERISA?" 31 labor L. J.
387 (July, 1980). This version of Mr. Lanoff's statement was
derived from testimony he had previously given a subcommittee of
the U.S. Senate. See jd. at 389.

% see jd. at 392.
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provisions would die stillborn, overwhelmed by the growing social
investing movement. Many social investing advocates were calling
for the deployment of pension funds to advance various political,
social and economic causes without regard for ERISA and its
exclusive benefit rule*; many of these causes were politically
popular and morally compelling; ERISA itself was in its infancy
and not widely understood; the courts had not yet created the:
body of case law which today reinforces ERISA's requirements of
prudence and loyalty; an ERISA bar, conversant with those
requirements and possessing an economic interest in enforcing
them, had not yet developed. In this context, Mr. Lanoff quite
accurately understood that the social investing movement.
threatened to render section 404 a dead letter before section 404
could be institutionalized.'’

Hence, the position crafted by Mr. Lanoff -- incidental
benefits may be considered if investments are otherwise
satisfactory -- while not totally congruent with ERISA's
exclusive benefit rule, was tactically astute in 1980 as an
attempt to divert some of the pressure tor'social investing while
preserving intact the core of ERISA's fiduciary duties.

Today, however, is not then. Many of the original advocates

of social investing have over the years reexamined their

“ See, e.g., Reich, infra, note 64 at 244 (calling for the
investment of pension funds "in regional development banks,” which
would help "spur the economy and thereby benefit American workers
over the long term.")

7 ranoff, supra, note 44 at 389.
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posture.“ ERISA's fiduciary norms have been strongly reinforced
by the courts and by the DOL's enforcement efforts. In academic
debate, the center of gravity has shifted from discussion of
social investing to the fiduciary protection of pension funds.*®

In short, with the benefit of hindsight, the Lanoff position
was a successful effort to buy time for the implementation of
ERISA, an effort for which Mr. Lanoff deserves important credit.
However, in 1994, we can see that that position, despite its
valuable service in another time and another context, is not true
to the terminology of the pension statute or its underlying
logic.

In sum, the administrative precedent cited by the DOL for IB
94-1 is slender. To the extent those pronouncements do support IB
94-1, they too cannot be reconciled with the language of ERISA
section 404 and they contain no authority or reasoning for
disregarding the statute's requirement that participant and
beneficiary interests be the sole, exclusive criteria for
fiduciary decisionmaking.

Consider two final defenses of IB 94-1: Pirst, that IB 94-1

8 Compare Reich, gupra, note 46 with Reich, gupra, note 9.
As I emphasize below, note 68 infra, I am not criticzing Secretary
Reich for altering his opinions. My thinking on these issues has
evolved and it is appropriate that his has also. On the other hand,
the change in Secretary Reich's views underscores the difference
between the environment in which Mr. Lanoff promulgated his stance
on social investing and the environment fourteen years later in
which the DOL issued IB 94-1. Undoubtedly, the position adopted by
Mr. Lanoff helped significantly in getting us vwhere we are today.
That position, however, has now served its purpose.

i See, e.g., Richard Rouco, "Available Remedies Under ERISA
Section 502(a),"™ 45 Ala. L. Rev. 631 (1994).
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does not primarily encourage ETIs, but principally reaffirms the
duties of prudence and loyalty;” second, that pension trustees,
confronted with otherwise equivaleﬁt investment choices, ought be
permitted to weigh collateral economic benefits to break the tie.
Pension trustees either must use some criterion to select from
among commensurate alternatives or must select from among such
alternatives randomly; ETI-type benefits are as good as any other
possible tie-breaking criterion and more seemly than random
selection.®

Neither exoneration of IB 94-1 is ultimately unconvincing.
Pension trustees' obligations of prudence and loyalty do not need
administrative confirmation; they are the core of ERISA's
statutory scheme. Had IB 94-1 merely reiterated the exclu;ive
benefit rule, it would have been a nonevent, a.redundant
restatement of the statute.

Indeed, the DOL's subsequent advocacy of ETIs leaves no
doubt that IB 94-1 and the ETI clearinghouse are intended to
promote such investments.®?

.For three reasons, it isléqually unpersuasive to detfend IB

0 ses, e.g., Leon E. Irish, "Misunderstanding Social
Investing,” 64 Tax Notes 966 (August 15, 1994).

5! This 1ine of thought was suggested to me by the comments of
Alvin D. Lurie, Esq., who reviewed an earlier draft of this
article.

52 sea note 8, supra. See also "DOL Comments on Interpretive
Bulletin Addressing ETIs," CCH Pension Plan Guide, No. 1025 at 8
(paraphrasing Morton Klevan, DOL's Senior Director of Policy and
Legislative Analysis: "the DOL encourages ETIs as a tool for
economic revitalization.")
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94-1 as a tie-breaking device. Pirst, using collateral benefits
to select from among equivalent investments perpetuates the
illusion that ETI polices accompligh something. If investments
genuinely yield competitive, risk-adjusted returns -- the gine
qua_non of being ETIs -- market forces will clear such
investments without consideration of their collateral benefits.
Using ETI considerations to break ties suggests otherwise and
thus misleads plan participants and others.

Second, determining the presence of collateral benefits can
be costly for a pension plan. At a minimum, prudent plan trustees
must spend their own time to divine and quantify the
externalitigs allegedly flowing from particular investments. More
typically, making such determinations requires trustees to hire
experts -- economists, consultants, accountants, actuaries,
investment bankers. There is, in contrast, no transactions costs
to flipping a coin.

‘Third, using ETI criteria to select from among equivalent
investments introduces into.pension trustees' decisionmaking
inappropriate pressures to»max; such investments. If collateral
benefits are pension trustess' tie-breaking criterion, groups
expecting to benefit from ETIs have strong incentives to compel
such trustﬁes to declare ties. These are precisely the kinds of
pressures from which the exclusive benefit rule is intended to
insulate pension fiduciaries.

The Harms of IB-94-1:
ETIs as Privatized Industrial Policy

Given the essential unsoundness of the ETI concept, it is
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tempting to dismiss that concept as destined for irrelevance.
However, for three reasons, the potential impact of IB 94-1
should not be underestimated.

First, -in specific cases, IB 94-1 and its approval of ETIs
will in practice alter the dynamics of fiduciary decisionmaking
and thus induce the deployment of pension assets away from.
conventional investments and toward ETIs. Constituencies
expecting to gain from particular ETIs® collateral benefits will
be emboldened by the DOL's formal support for their interests
while trustees who previously resisted such investments find
their positions correspondingly weakened. Thus, in particular
cases, IB 94-1 will accomplish its intended mission, i.e., to
shift patterns of fiduciary investment towards ETIs.

Most susceptible to pressure from ETI advocates are public®™

¥ Technically, government plans are not subject to ERISA's
fiduciary provisions and thus are not governed by IB 94-1. See
ERISA Section 4(b)(1). In practice, however, IB 94-1 will have
significant influence on government pension plans. Most public
plans are subject, by statute or case law, to local versions of the
duty of loyalty; given the common origins and purposes of ERISA's
exclusive benefit rule and the local iaw duty of loyalty, as well
as the DOL's role as the nation's prime administrative interpretter
of pension fidicuary law, IB 94-1 will influence the state law
understanding of the duty of loyalty.

More generally, IB 94-1 creates an atmosphere in which the
nation's leading guardian of retirement funds approves of pensions'
pursuit of collateral benefits. Such an atmosphere will embolden
the constituencies seeking such benefits and demoralize those
resisting ETIs.

See "Debate Over Social Investment Policy Continues During
Foundation Conference," 12 1453 (Oct. 21,
1985) (citing remarks of Attorney Robert Klausner of the influence
of federal pension law on state courts).
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and mult:iemployer" plans. Government pension plans are
ultimately directed, in whole or in part, by elected officials
who select the trustees for such plans or who serve as such
trustees themselves. It requires little imagination to postulate
situations in which elected officials will deploy public pension
funds to satisfy ETI constituencies or will encourage their
appointees to use pension resources to accomodate such
constituencies. Officials inclined to resist the pressures of ETI
proponents now find their opposition undercut by IB 94-1 and the
DOL's approval of such investments.

The dynamics of multiemployer plans are similar. Union
trustees face potential ETI demands from their members and from
colleagues in the labor movement. IB 94-1 has taken away the
trump card of those multiemployer trustees tending to oppose such
demands, i.e., the argument that ERISA's exclusive benefit r\ile
and the DOL forbid consideration of collateral benetits.™

As an empirical matter, in the past public and multiemployer

plans have, as this analysis suggests, demonstrated the most

% por background on multiemployer plans, see Langbein and
Wolk, gupra, note 25 at 48-52.

% The management trustees of multiemployer plans might be
expected to oppose ETIs since investment losses can impact on
employers. However, these trustees frequently face collective
action problems hampering their effectiveness. The typical
multiemployer plan involves many small businesses; a management
trustee often limits his time and energy on the plan's affairs
since only a small proportion of his effort redounds to the
advantage of his particular firm. Now that the DOL has placed its
imprimatur on ETIs, even less attention to and resistance against
such investments can be expected from these employer trustees.
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pronounced proclivities toward ETIs because of their greater
vulnerability to ETI constitutencies; IB 94-1 is likely to
strengthen those proclivities in the future.

In con;tast, private, single employer pensioﬁ plans have,
until now, shown little interest in ETIs. IB 94-~1, however, will
increase the ETI pressures on such plans. Consider, for example,
a corporation seeking government approval or assistance (e.g., a
zoning exemption, tax-exempt financing). IB 94-1 emboldens public
officials to condition their consent upon the corporation's
pension plan undertaking an ETI (e.g., an in-state investment
sought by elected officials). In a similar fashion, IB 94-1
encourages corporations with serjous public relations problems
(e.g., tobacco companies) to deploy pension assets so as to
portray themselves as responsible corporate citizens.’

If, in practice, ETIs carry competitive rates of return, the
likely increase in ETI activity will be a charade which suggests
to plan participants, shareholders, voters -~ indeed, virtually
everyone with an interest in pension plans -- that something is
being accomplished when, in reality, market forces would have
caused these investments to be made anyway. »

It is, however, likely that many, if not most, investments
labelled as ETIs will in fact generate below market returns. The

% 1If the DOL challenges these sorts of investments under the
prohibited transactions rules as, e.g., "transfer(s)...for the
benefit of" employers, the employers have a compelling retort: that
their plans are deploying pension capital in the pursujt of
collateral ‘benefits per IB 94~1. For background on the prohibited
transactions rules, see note 33, gupra.
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proponents of IB 94-1 have already told us that ETIs are often
found in poorly functioning markets; this strongly suggests that
proposed ETIs will be declared economically competitive when
there is no functioning market to test that declaration.
Historical experience with ETIs further counsels that, once the
door is opened to consideration of collateral benefits, such
considerations crowd out basic financial concerns.

Consider, for example, the investment of the Connecticut
state pension fund in Colt's Manufacturing Company, a large qun
manufacturer and a major employer in the Hartford area.’” when in
1990 Colt's fell on hard times, Connecticut treasurer*® Francise
L. Borges spearheaded a twenty-five million dollar investment by
the state pension fund in Colt's. Four years later, Colt's wvas
again in bankrupfcy with most of the fund's money lost.%

Here in a nutshell is the danger of economically targeted ‘

7 por background on the Colt's saga, see Kirk Johnson, "Crying
Betrayal in Hartford, Colt Faces Uncertain Future,”
June 12, 1993, Section 1 at page 1; John T. McQuiston, "Colt unit
Sold, Connecticut Among Buyers,” N.Y, Timpes, March 23, 1990,
Section B at page 1; Thomas Scheffey, "A Horse Divided: The Colt's
Bankruptcy Saga," Conn. lLaw Trib., December 28, 1992 at 4.

%%  cConnecticut elects its state treasurer; Mr. Borges
successfully ran for re-election in 1990.

¥ The Connecticut pension fund invested $25 million in Colt
in 1990; in 1994, the fund recovered $4.3 million in bankruptcy.

While these numbers are dismal, they actually understate the
loss -sustained by Connecticut: the Connecticut Development
Authority contributed $10 million to Colt's 1994 reorganization.
Thus, in a important sense, the $4.3 million recovered by the
pension fund merely came from Connecticut's taxpayers through
another state agency.

See "Colt's has reason to celebrate,” New Haven Register,
October 4, 1994, Section D, page 2.
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investing: While Borges claizmed that the Colt's venture was
financially sound and that job preservation was a secondary
concern, it is hard to take that arémnent seriously; the more
compelling characterization is that Connecticut state pension
monies were used for an election year bail out of a failing firm
and that basic economic considerations were discounted, if not
ignored.®

Connecticut's ETI experience is by no means atypical."

Of course, investments selected without regard to collateral
benefits can also go bad. Indeed, when pension plans maintain
well diversified portfolios, very lucrative investments are
typically offset by losing ones. However, ETI policies compound
pensions' risk of loss by subjecting trustees to pressures to
subordinate financial concerns for the pursuit of collateral
benefits which, in a case like .Colt's, cease to be collateral but
in reality become the raison d'etre of the investment.

The losses engendered by disregard of the exclusive benefit

L Moreover, Borges and -the other advocates of the Colt
investment never satisfactorily confronted the negative externality
of that investment: Colt makes and sells guns, a commcdity of which
many Connecticut cities already has a surfeit.

Indeed, there is evidence that Borges, the chief advocate of
Connecticut's ETI in Colt's, did more than overlocok the nature of
the products produced by Colt's. See Johnson, gupra, note 57
("Having invested $25 million in Colt on a pledge by the former
State Treasurer, Franciso L. Borges, that Colt did not make assault
weapons, the legislature has now concluded that that is exactly
what the company does.")

¢ see, e.g., James A. White, "Back-Yard Investing Yields Big
Losses, Roils Kansas Pension Systea,” Wall St. J., (August 21,
1991), Section A at 1 (reporting on the losses of the Kansas Public
Employees Retirement System from in-state ETIs).
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rule impact most directly on participants in defined contribution
plaﬁs. Poor investment results diminish participants' accounts in
such plans in comparison with the size such accounts would have
achieved with better financial performance; losses actually
reduce participants' defined contribution accounts and thus their
retirement benefits. Hence, in this context, the incidence of
below market ETIs falls straightforwardly upon participants and
beneficiaries who receive smaller plan distributions than they
otherwise would have.

The repercussions of ETI policies are more complex -- but
equally unfavorable -- in the defined benefit setting. Since
employers sponsoring defined benefit arrangements commit to
specified benefits, poor investment performance initially impacts
on such employers, obligated in the face of such performance to
contribute extra amounts to pay for the benefits the employers
have promised.

Nevertheless, in the defined benefit environment,
participants do not necessarily escape the effects of inferior
investments: employers sponsoring poorly-funded defined benefit
plans are less likely and less able to agree to benefit increases
than are employers whose plans are well-funded; when employers
with fiscally sound plans augment benefits, individuals whose
employers maintain inadequately financed plans either must
migrate to other employers with fiscally secure plans or must
accept less deferred compensation than their counterparts working

in these other firms. This choice will be particularly costly for
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individuals with firm-specific skills and entitlements, forced to
abandon these skills and entitlements to obtain prevailing levels
of deferred compensation.®

In particularly dire cases, financially weak employers
sponsoring underfunded defined benefit plans default on the
benefits they have promised. In some such cases, employees
receive some redress from the employer's assets in bankruptcy or
from the Pension Benefit Guaranty Corporation (PBGC), the
government-sponsored insurance program for basic pension
benefits. However, if the employer is not subject to PBGC
coverage or if an employee's accrued benefits exceed the minimal
level quaranteed by the PBGC, underfunding combined with employer
default results in the employee losing some or all of the pension
benefit he had earned.

Even if employers fully absorb the impact of below market
ETI investments, the implications of such investments are
troubling. In the case of publicly-sponsored plans, poor
investment performance is a form of hidden taxation:
Connecticut's taxpayers must réplenish the state's pension fund
for the cost of the Colt's fiasco. In the case of private plans,
noncompetitive ETI projects diminish shareholder welfare when
such projects compel the employer to compensate the defined

benefit plan for its poor financial performance.

% ror a discussion of firm-specific skills and entitlements
and their impairment of employees' mobility, see Edward A.
Zelinsky, Against Albertson‘'s II, _  Tax Notes (March 13,
1995) at .
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A second reason for taking IB 94-1 seriously is that, in the
long run, we can anticipate ETI proponents to press for handatory
ETI requirementgs. To date, the current leadership of the DOL has
characterized ETIs as optional for pension trustees.® However,
the underlying logic of IB 94-1 points in a different direction:
if ETIs produce significant collateral benefits while traditional
investments do not, it is socially inefficient for pensions to
make traditional investments when ETIs earn the same risk-
adjusted rate of return while also generating positive
externalities. Thus, IB 94-1 is probably not the final position
of ETI advocates but rather an initial foothold on the path to .
mandatory ETIs.

Finally, perhaps the most significant aspect of IB 94-1 is
that it reincarnates the doctrine of industrial policy and thus
reflects the appeal of that discredited doctrine to those
interested in off-budget activism. During the early 1980s,
several influential commentators  advanced the notion of
industrial policy as an antido?e to the economic strategies of
‘the Reagan administration. Chief among the advocates of
industrial policy was the current Secretary of Labor and ETI
proponent, Robert Reich.

The most distinctive‘premise of the industrial policy

program was that government should "guide and accelerate market

% see note 7, supra.
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forces."%1 Thus, Secretary Reich stated, "the government's role
in industry" should be "more open, more explicit, and more
strategic.” % 1n practical terms, this vision was to be
implemented through such devices as government-financed and --
operated banks which would "provide low-interest long-term loans
to industries that agree to restructure themselves to become more
competitive, "% Capital in this vision was to be allocated not
merely in response to market signals; rather, government was to
oversee the operations of industry and the deployment of
capital.®

Most- industrial policy proponents, including Secretary

% Robert B. Reich, (1983) at 278.
See, also, Charles Wolf, Jr., "The new mercantilism, "
Interest (No. 116, summer, 1994) at 96, 97-98 ("fundamental
premise” of industrial policy is that "government should select
certain industries, technologies, and firms whose advancement is
of ‘critical' importance for the economy as a whole, and accord the
selected ones some form of preferential treatment -~ whether
through subsidies, tax advantages, import restrictions, special
efforts to promote exports, or direct government financing for
‘precommercial development®' of putatively critical technologies."
In this vision, government should encourage those industries
generating "spillover benefits (‘externalities'] that are presumed
to accrue to other industries or to the economy as a whole.")

Id. at 14.
% 1d. at 243.

" This, Secretary Reich assured us, did not imply "national
planning, in which bureaucrats -- ignorant of or indifferent to
market forces -- shift capital from industry to industry to nurture
their favorite ‘winners.'® Instead, the call was for "well-
designed adjustment policies -- through which government seeks to
promote market forces rather than teo supplement them."” Id. at 234
(emphasis in original).
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Reich,“ now say that their thinking has moved on. However, the
similarities between the industrial policy program and IB 94-1
are too great to be accidental; 13194-1 represents the second
lite of industrial policy conceived this time as a privatized
enterprise: pension trustees are to fill the role previously
assigned to government, gquiding the society's allocation of
capital with an acumen surpassing the wisdom of the market.
Industrial policy conducted by pension fiduciaries will
-suffer from the same deficiencies as industrial policy
implemented directly by the government: There is no reason to
believe pension trustees searching for collateral benefits can
allocate capital more wisely, efficiently or farsightedly than
can markets and traditional market criteria. Mixing the already
complex mission of the pension system -- providing retirement
benefits to employees -- vith-the new task of overseeing the
market's allocation of capital will lead to confusion of roles,
making it likely that neither assignment will be executed well.
The constituencies most likely to promote ETIs are those groups
losing in the competition of éhe market; ETIs will thus be used
both to bail out failing industries and to satisfy constituencies

% In making these observations, I do not intend to criticize
Secretary Reich for altering his views over time. My owns thoughts
in this area have changed over the years and I hope this is viewed
as manifesting further reflection and experience.

on the other hand, the continuities between IB 94-1 and
Secretary Reich's earlier views on industrial policy are striking.

My previous statement on the issues addressed here is Edward
A. Zelinsky, "The Dilemma of the Local Social Investment: An Essay
on ‘Socially Responsible' Investing,®™ 6 Cardozo Law Rev. 111
(19845. I. earnestly implore the reader to leave this article
unread.
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promoting below market investments.

Particularly troubling are the possibilities of a mandatory
ETI regime. It is a fairly short séep from the federal government
requiring that plans make ETIs to the federal government
specifying which ETIs plans must make. Thus, the privatized
version of industrial policy embodied in IB 94-~1 could prove an
initial step towards a more robust rendition in which the federal
government, via control of the portfolios of pension plans,
dominates the allocation of society's capital.“

Ultimately, IB 94-1, and its resurrection of industrial
policy, is a manifestation of off-budget activism in an era when
many policymakers perceive political and economic constraints as
precluding more direct and open forms of governmental activity.
IB 94-1 is thus part of a more general proclivity"'to eschew
explicit taxation and expenditures in favor of implicit forms of
taxation and spending. Hence, IB 94-1 is, in the last analysis,
not simply a problem of the pension community, but of all
concerned that public policy be 1mp1emented with maximum
directness and accountability.

Conclusion

® 1f the ETI concept as articulated in IB 94-1 were
fundamentally sound, it might be worthwhile to incur the risk that
this scenario will come to pass. However, given the incoherence of
IB 94-1, therae is no reason to hazard this possibility.

"'Perhaps the most well-known manifestation of off-budget
activism is the profusion of unfunded mandates imposed by the
federal and state governments. See Zelinsky, Vand. L. Rev., gupra,
note 29. For other manifestations of this trend, ses (cite to
December, 1994 issue of

a8
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While the DOL portrays IB 94-1 and its codification of the
ETI concept as a routine contirmat;on of existing law, IB 94-1 is
in fact an important and unfortunate development. IB 94-1 is
illogical, uhsound and inconsistent with the provisions of ERISA
governing pension trustees' investment decisions. In its first
incarnation, industrial policy came to be repudiated by even its
originators; industrial policy does not deserve a second life in
the form of the ETI. The DOL should withdraw IB 94-1 or Congress

should repeal it.
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Economically Targeted Investments:
A Bad Investment for America’s Future

Mr. Chairman, thank you for inviting The Seniors Coalition here today to discuss the
Administration’s plan to encourage what it terms economically targeted investments with pension
funds from America’s workers. .

In reviewing this issue, The Seniors Coalition has made its evaluation based upon what
was in the best interest of the pensioner, The available evidence concerning economically targeted
investments (ETIs) weighs heavily against the pension earner. We are specifically concerned that
ETIs will politicize pension funds, provide lower returns on investments and stagnate efforts to
increase national savings. For these reasons, The Seniors Coalition has taken a position against
the pursuance of ETIs. Pensioners are protected by the current ERISA laws, and we feel that a
program that encourages ETIs would violate much of the intent of ERISA.

The 1974 ERISA law explicitly protects pensioners by directing each pension fund
manager to “discharge his duties with respect to a plan solely in the interest of the participants and
beneficiaries and for the exclusive purpose of (i) providing benefits to participants and their
beneficiaries; and (ii) defraying reasonable expenses of administering the plan.” This is not
ambiguous language. It is intended to provide pension funds the strongest measure of protection
from political or unethical manipulation. The pursuit of ETIs as an appropriate use of pension
funds is simply and plainly political manipulation which is not in the best interest of the pensioner.

Politicization of Pension Funds

By encouraging private investments to realize political goals, the Administration is setting
up the pension fund market for widespread fraud and ethics violations. It is difficult enough for a
pension fund to find a good manager these days. To be a money manager, you don’t necessarily
have to demonstrate an ability to manage money. All you have to do is file form ADV with the
Securities and Exchange Commission (SEC) and pay a $150 fee. That makes you a registered
investment advisor with the right to handle investments for clients. No special credentials are
needed. Even if you have a criminal background, the SEC will not automatically disqualify you
from becoming a fund manager. A spokesperson for the SEC admits that “the SEC does not
advocate or enforce any standard."” If we pursue ETIs, every special interest in America will have
reason to be involved in pension fund issues and the process of determining what constitutes an
ETL. It is not hard to imagine lobbyists and corporate lawyers taking over as pension fund
managers to ensure that their ETI receives as much money as possible.

The oil-and-water mix of politics and investing is invariably present with ETls. Writing in
the Columbia Law Review in 1993, pension expert Roberta Romano said that the political
affiliation of many trustees makes public pensions especially vulnerable to pressure by state
officials. One East Coast plan official said, “In many states, the office of treasurer is a quasi-
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political office. People who aspire to political office do things that aren’t in the interest of the
fund.” A West Coast counterpart said flatly, “Any drive to do ETIs comes from politically active
members of the pension board.?” Although ETIs have thus far been largely confined to public
pension funds, the potential for political conflict arising from attempts to capture the private
pension market is alarming.

Promoting ETIs will place pension fund managers in a difficult position with tomn loyalties.
No longer will their explicit role be to invest the monies of pensioners in a manner which will
produce the highest returns for the participants. Under an ETI program, fund managers will be
subject to political manipulation. With Robert Reich’s Interpretive Bulletin 94-1, the Department
of Labor has already attempted to pull fund managers into the political fray by re-interpreting the
ERISA law. By attempting to convince fund managers that ETIs are in compliance with ERISA,
the Administration has already begun the subtle strategy of pushing managers toward ETIs. In
fact, some pension fund officials report being “encouraged” to invest in ETIs. The chief of staff of
one state fund says the federal government is using the threat of revoking pension funds’ tax-
exempt status to increase their receptiveness to ETIs. “They can enact tax policy to change the
way people invest,” says another fund official’. The bottom line is, when a money manager serves
several masters, achieving equal treatment can be a tricky matter.

Beyond the effect of political influence of pension funds for the individual investor, there is
the matter of who, or what agency, determines what investments will be considered ETIs. Every
government agency or program that finds itself short of revenue, or cut out during the budget
process, will declare investments that benefit the agency a good investment for pension funds.
There is no avoiding the political manipulation that will surround the process by which ETIs are
determined.

An existing example of the power of political influence over the agenda of a government
agency is the Food and Drug Administration (FDA). For all its grandstanding, the FDA adjusts its
priorities for expending resources in response to political pressure imposed from outside groups.
There is no doubt that AIDS activists and breast cancer activists have played a significant role in
the priority these two diseases are given in terms of time and money spent on research. Without
question, these particular diseases are devastating and deserved of attention. But are they any
more important than finding a cure for Alzheimer’s or spina bifida or multiple sclerosis or
muscular dystrophy? Unfortunately, our system of government responds to those who shout the
loudest, and not always with great deliberation and concern for the good of the individual
recipient. As pension funds are politicized, it will be the ETIs that shout the loudest that will
receive the investments, without regard to whether or not they indeed represent the best
investment for the pensioners.

The attempt of the Administration to obtain new revenues for its social agenda by robbihg
private pension funds is irresponsible to the individual investor. It is one more arena in which the
government plans to place itself squarely between the earner, and the money he or she has earned.
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Lower Returns on Investments

A large number of studies show that ETIs have much lower returns than other
investments. For example, the experience of the Equitable Life Assurance Society, which has
managed a $78.8 million real estate portfolio called the Community Mortgage Program for 16
years, suggests the assumption that ETIs boost the focal economy and increase the long term
investment return is false. Between 1978 and 1991, CMP, which Equitable calls the prototypical
ETI program, under-performed all other major market indices*. In 1994, Olivia Mitchell,
executive director of the Pension Research Council at the Wharton School, also found that
investing in ETIs leads to lower overall returns.

Even President Clinton’s pick for the Federal Reserve Board, Alicia Munnell, found that
mortgage investments in 31 states almost all involved either an “inadvertent or deliberate sacrifice
of return.” In this 1983 study, it was determined that the few states that did achieve market rates
of return did little to increase the aggregate supply of mortgage funds®. Additionally, further
analysis of mortgage-related ETIs has shown that those programs that have generated competitive
returns have done so at taxpayer expense. New York City’s Community Preservation program’s
12.7 percent return exceeded the Ginnie Mae bond return of 8.8 percent, but achieved this in part
through a government subsidy of roughly 3 percent. As Roger Howeiler, head of the Seattle
Employee Retirement System points out, such subsidies are essentially hidden taxes®.

In an article distributed by Clinton's Labor Department, Richard Ferlauto identifies the fact
that ETIs are not a strong investment, and plans must be made to subsidize their use. Why should
taxpayers be expected to cover the losses of a bad investment to advance a social agenda they
cannot identify? The argument that all communities will benefit, thus there is justification for
pursuing ETIs, does not hold up in the current political, social or economic climate. The taxpayers
end up holding the bag, and the pensioners are left with little to show for their hard work.

Stagnating Savings for Booming Retirements

The American savings rate is abysmally low. In a climate where experts of all political
parties and persuasions are calling for increased private savings and investment, the Clinton plan
to raid private pension funds is inappropriate and illogical. As a percentage of disposable income,
our savings rate has declined from 8 percent in 1980 to 4.7 percent in 1994. The household
savings rate in Japan is about 20 percent’. Alicia Munnell’s suggestion to levy a tax of 15 percent
on annual contributions and pension earnings at the fund level, as well as a one time assessment of
15 percent on existing funds, is dangerously dismissive of the fragility of our nation’s savings rate.
Why should Congress expect a machinist making $35,000 a year scrimp in his family's budget so
he can contribute to his defined benefit plan just to be taxed for the effort?

Taxing private pension funds will not produce 15 percent more revenue. It will simply
serve to reduce contributions to pension funds. When combined with the demographic trends
facing us in the not-so-distant future, this scheme makes less sense than ever. As the baby
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boomers retire, the government will need to start paying back the Social Security Trust Fund to
accommodate their earned benefits. As this becomes difficult, benefits will likely be cut, taxes will
likely go up, and retirees will need to rely more on their private savings. However, if the ETIs
their pensions were invested in have fared poorly, where does this leave the retiree? It is
unrealistic to expect people in the future to rely more heavily on private savings, and at the same
time throw up barriers to increasing those savings.

Men and women 65 and over make up the country’s fastest-growing age group.
Simultaneously, the baby boomer population is entering middle age. This demographic surge
occurs as the importance of pensions to retirees is also increasing. As the national savings rate has
fallen, defined benefit plans — in which the employer promises to pay a specified amount to the
retiree — are the only significant savings many people have®. Protecting these meager savings and
providing incentives to grow them should be a top priority for Congress and the President.

Many pension funds are ill-prepared to meet these demographic changes as it is.
According to a report issued by the Wyatt Company, a Washington, D.C. consulting firm,
contributions to funds in the early 1990's fell 15 percent from the 1980's as Congress gradually
chipped away at the amount employers can set aside in tax-qualified retirement plans. The effects
of this decline can be seen in a 1991 General Accounting Office (GAO) study of 189 state and
local plans that found 68 percent were underfunded, meaning they may not have adequate assets
to meet future obligations. Underfunding is particularly worrisome because most state employees
are over age 41 and expect to retire before age 60. “The proportion of pension plan participants
receiving benefits rather than contributing to the plan could increase quickly in the near future,”
said the GAO®.

Taking into consideration the fact that ETIs are not the soundest of investments, how do
we balance this information against the need for increased private savings and investment? The
fact is, we can’t. This fact exposes the ETI scheme for what it is — a political attempt to raise
more revenues for ill-defined, and sometimes unacceptable, social spending programs. This
strategy of big government intervening in the free market to advance its own perception of “social
good” is simply a redistribution of wealth.

Priorities for the Future

Rather than seeking new sources of revenue for more government spending, The Seniors
Coalition challenges the Administration and Congress to seriously evaluate current spending
trends and priorities. Entitlement spending will quickly engulf our entire federal budget. As that
happens, it is likely benefits to retirees will be gradually reduced in an attempt to stretch the
remaining funds as far as possible. Without encouraging increased private savings and investments
with high yiclds, the effect of those looming reductions will be felt deeper by a larger number of

people.
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The current Administration’s focus and goal of getting its hands on more revenue is
irresponsible. When will they get the message that voters delivered last November — "It's our
money, not the government's!"? It is ironic that Robert Reich, a self-proclaimed champion of the
middle class, would pursue a policy that will so harshly effect the middle class when it retires.

Senator Connie Mack's and Representative Jim Saxton's measures to protect private
pension funds and reaffirm the intent and duties of fund managers outlined in ERISA is a
necessary step in staving off the attack on America's future — a step that one would wish should
not have to be taken. The Seniors Coalition fully supports these efforts and endorses S. 774 and
H.R. 1594. We look forward to working with the Members and staff of the Joint Economic
Committee in seeking and promoting incentives to increase private savings and investment, whotly
separate from political agendas and manipulation.

Thank you.
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Good morning Chairman Mack, Vice Chairmsn Saxton and members of the Committze.
Thank you for inviting me here today to testify on behalf of United Seniors Association. As a
former member of Congress, it's always good to see 50 many of my old friends and
colleagues.

As you are aware, current Department of Labor policies threaten the incame security
of seniors nationwide. Millions of seniors, as well as current warkers, have planned and
gaved for the future counting on income from pension plans invested to maximize benefits in
retirement. Now, hard-camed pension incame is targeted by a Labor Department bent on
tapping any funds it can get its hands on to pay for a libera) social agenda.

The Problem: Economically Targeted Investments

The Labor Department's recent action to encourage investments that scek
social/political rather than monetary rewards epresents a significant reversal of two decades
of federal government policy. Twenty years ago, in the face of pressure from pensioners who
feared misuse of funds, Congress passed ERISA legislation requiring pension fund
invcstments to generate the greatest possibic return. Since ERISA codifies pension fond
managers’ fiduciary responsibility to investars to invest funds for the sole benefit of the
pension plan’s beneficiaries, workers were refieved of any worry that the funds they had
entrusted to pension managers would be misused.

Last summer, the Department of Labor redefined ERISA ss it applies to pension fund
investment, allowing public pension managers to consider “secondary benefits” to third parties
in the investing process. The Clinton Administration euphemistically calls cn public pension
funds to invest in so-called Economically Target Investrnents (ETIs). ETls are nothing more
then Orwellian newspeak for big-government social programs. And now the Labor
Department is putting the "hard sell* on find managers in an auempt o use workers® pension
funds to pay for dubious social welfare policies. The Department of Labor has even created 8
clearinghouse to determine what projects pension fand managers should subsidize.

Pension Income Jeopardized

Political pressure has led investors to use senfors’ nest eggs to fand projects which
yield political benefits for Big Government instsad of retiremens security for elderly
Americans. Under Labor Secretary Robert Reich’s Interpretive Bulletin #94-1, the financial
benefit of workers who depead on pensions for retirement income is no Jonger the sole factor
guiding prudent pension fund investment. Bven if a third party benefits from risky
investments in public housing or other projects, these non-manetary benefits do not accrue to



286

ths investors who have (unknowingly) financed the investment.

Adding insult to injury is the fact that Americans who work hard to provide for their
retirements already pay a significant partion of their income in taxes, This income is not
available to be saved and invested for retirement or other purposes; jnstead it is used by
government to pay for numerous social welfare programs and other government spending.

United Seniors Association believes money not taken directly by the government
through taxation should remein under the control of the workers who have eamned it, not the
Department of Labor, or any other gavernment agency, Until now, workers planning for their
retirement could nlenstassumtlmﬂupemlomwaesafefromthereadlofbigspcndm
in government, even though their tax dollars were not.

Since the American voters’ anti-tax fervor has stymied the Clinton Administration's
big-spending agenda, pension funds represent an opportunity to latch cnto more maney
without pensioners even knowing about jt, Denied the opportunity to raise taxes or pass
unfunded mandates, tax-and-spenders must become raid-and-spenders. They simply can't
resist the billions of dollars in pension funds available to pay for porkbarrel handouts.

The Clinton Administration’s Pensfon Fond Rald

The Administration’s unstated Jong-term goal is to require private pension funds to
invest 5 to 10 percent of their pension fund assets into the Administration’s hand-picked
social welfare programs.

A five percent mandate wauld give the President Clinton abouot $175 billion to use for
these so-called "investments.” While this mandate is not yet law, Congress cannot simply
ignore this issus, To date, the Department of Labor's promotional efforts have affected
primarily public employees pension plans because they are not subject to ERISA's fiduciary
standards, No member of Congress would be comfortable explaining that “only" the
firefighters, teachess, and police officers have had their retirement funds "redirected” by an
overreaching govemment.

The simple act of "allowing" pension managers to risk retirement savings on
government-approved boondoggles should be enough to alert retirees and current workers to
the dangers ahcad. The slippery slope is particularly steep in this case. Already, several state
legislators have introduced bills to require that & fixed percentage of pension funds be
jnvested in government-sanctioned social programs.

Any such requirement necessarily reduces the retirement income of millions of
workers who will collect pensions in the future, Already, we have witnessed several cases in
which pension funds took heavy losses after investing in an ETT. For example, in 1980, the
Alaska public employees and teachers retirement system put 35 percent of its assets into the
state’s mortgage market. When oil prices fell, 40 percent of the loans became delinguent or

2
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were foreclosed. Pensioners paid the price. In 1989, the Comnecticut State Trust Funds
invested $25 million in Colt Manufacturing when the state gavemment was under political
pressure to preserve 1,000 jobs there. Colt filed for bankruptey in 1992. The entire
investment could be lost. Pensioners, not govemmaent, will pay the price.

Administration officials have ecknowledged that using pension fands for social
programs reduces the income those funds eam. That hasn't stopped them from pushing for
the policy change, President Clinton’s Assistent Treasury Secretary Alicia Munnell has
recommended that the government tax private pension contributions by 15 percent a year,
transferring $50 billion per year to ETIs. This despite a study she authored in 1983, in which
she concluded that targeted social investients had assets that were significantly riskicr, less
Jiguid, and eamed lower yields than private investments.

ETI's: The Next Savings & Loan Debadle?

As politically driven investments undermine pension eamings, they strain an already
unstable pension system increasingly in danger becavse of underfunded plans. Weakening
ERISA could create another savings and loan-type debacle. Then those same social planners
who today want to raid the pension funds will turm to Congress for a costly bailout when their
mismanagement leaves pension fands on the verge of bankruptcy.

With Social Security facing financial insolvency early in the next century, it is
appalling that politicians would promote policies which jeopardize private pensions, abusing
them to the point where financial returns are not maximized.

Warkers look on pension contributions as part of their camings. They work hard to .
build their pensions to ensure income security in retirement. The pension funds due to a
worker are his property. The government cannot simply take these funds for its own
purposcs, without any anthorization whatsoever. And yet that is exactly what the Depantment
of Labor has done. It has unilaterally begun to mid pension funds, Weakening ERISA to
pressure investments in govemment-sanctioncd social programs is financially dangerous and
ethically wrong.

United Senjors Association enthusiastically supports the Pension Protection Act of
1995, becanse it recognizes that pensions are for workers' retirement only.  On behalf of our
400,000 members nationwide, United Seniors Association pledges to work for passags of this
important Jegislation and looks forward to assisting you in these efforts.

Thank you.
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ECONOMICALLY TARGETED INVESTMENTS!

Thank you, Mr. Chairman, for this opportunity to comment on the potentials of
prudent investments of the nation’s pension funds toward the goal of a secure retirement
for citizens and maximum positive impact of such investments on the economic health of
American communities. The five million affiliated members of the National Council of
" Senior Citizens agree with you that public policy in the area of pension investment must
continue to assure full protection for the rights of fund participants. We believe that
economically-targeted investments, within the requirements of ERISA, play a positive role
in expanding economic opportunities for citizens, communities and sometimes neglected
sectors of the business community.

The subjects of this hearing, H.R. 1594> and S. 774 (the so-called "Pension
Protection Act"), are based on the underlying assumptions that economically targeted
investments have no place in investment practice and threaten the security of retirement
benefits. If this were the case, the NCSC would be in the front lines opposing such
activity. However, we stand in the front lines supporting the DOL Clearinghouse and the
maturing of the ETI practice. We oppose H.R. 1594 and S. 774.

For over 30 years, a full decade before the passage of the Employee Retirement
Income Security Act (ERISA), ETIs have helped make the American capital markets
work better. It is well established that inefficiencies exist in our capital markets. As a

consequence of these inefficiencies, many profitable, long-term and safe investments are

! ETIs are asset classes that earn competitive risk-adjusted rates of return and also have
targeted collateral berefits in terms of job creation and specific economic development.
Examples include: venture capital, real estate mortgages, private infrastructure investing,
private debt placements, local development efforts.
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often not made because of redlining, distorted and incomplete information at:out new and
small firms, and financial speculators divert money into fad investments causing more
volatility, such as derivatives and junk bonds. ETIs provide viable and profitable
alternatives to such practices.

For example, in the private sector, real estate development funds targeted by
construction industry pension funds to create jobs provided a significantly better rate of
remrn than competing funds. A 1991 survey of 16 leading open-ended real estate and
mortgage trusts showed that, during a particularly tough market for real estate, targeted
funds earned 4.2 and 2.9 percent, while benchmark non-targeted funds lost money.

Further, by expanding the total pool of investments available, ETIs are a
sophisticated and profitable source of diversification which is key to minimizing risk for
maximum return. Pension fund executives point to portfolio diversification as a major
plus for ETIs.2

More recently, a 1995 GAO (Public Pension Plans: Evaluation of Economically
Targeted Investment Programs, March) report showed that ETIs do not sacrifice rate of
return to get social objectives. Specifically, the GAO concluded that "[the] case study
results suggest cautious optimism concerning the ability of public pension plans to earn

reasonable financial returns through their ETI programs. "

* "Are Alternative Investments Right for Your Pension Fund?" Healy, Thomas and
Fiachra O’Driscoll, Pension World July 1992.
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Pension funds, such as jointly union and management trusteed multi-employer
pension funds, that have ETI investments, have done well. The Department of Labor’s
John Turner and Stuart Dorsey showed that union plans were safer and, as a result, their
risk-adjusted rates of return were better than corporate plans. The Turner and Stuart
study concluded that the multi-employer pension fund commitment to getting a good
return, together with other economic and community feedback benefits does well for
participants.?

Also, the Department of Housing and Urban Development project involving
pension funds in rebuilding low-income neighborhoods earned an 11 percent return in the
early 1990s (DOL).

Indeed, some earlier state and local pension fund attempts to obtain high rates of
return and economic development in their home economies showed disappointing
results.... Alaska, Kansas, Connecticut are the examples always used.*

However, Wall Street’s “innovations” fail everyday—derivatives, real estate,
company self-investing. These investments make up 2 much larger share of ovérall
investment practice and cost pension funds significant losses. Ask workers and retirees

from Cannon Mills, Eastern Airlines, TWA, Orange County and hundreds of other

? Dorsey, Swart and John Turner, *Multi-employer Pension Plan Investments, Industrial
and Labor Relations Review, 1990,

¢ "Economically Targeted Investments: Data and Berchmarks" Testimony for the
Advisory Council on Employee Welfare and Pension Benefit Plans, ETI Data and Analysis,
Vancouver, WA, Jerry Housman (MIT), Dennis Logue and Wayne Marr.
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pension sponsors what they think of "traditional” investing. Perhaps the energies of this
Committee would be better utilized scrutinizing these examples of imprudent investments.

A 1983 Alicia Munnell study of pubtic pension fund housing mortgage investments
is often used as evidence that ETTs sacrifice return. The study was made in an immature
ETI market 12 years ago. There was some statistical correlation, though slight, and the
authors of the study cautioned against making strong conclusions about ETIs, especially
since the study examined public pension investments not constrained by ERISA rules.

Of course, a crucial fact to remember in this discussion is that ETIs are small
relative to the size of all investments—$65 billion out of $4.8 trillion of total pension fund
capital in the U.S., or less than 1.4 percent. This means that 100 percent of ETIs could
go bad and it would not significantly damage the pension system’s ability to meet benefit
obligations—a scenario that, given their history and the care with which they are pursued,
is not at all likely.

Though small in relation to overall pension investments, as a dynamic trend that
reflects how pension fund trustees and fiduciaries view themselves as impacting the
nation’s economy, the potential of ETIs is enormous. In 1994, pension funds became
larger than banks. But, pension funds traditionally invest in Wall Street stocks and bonds
while banks invest locally and for the long term. ETIs help replace those local-level
investments which have been diminished with the decline in bank lending. This is
important for the members of the NCSC. The Council has a long history of recognizing

our stake in our communities and in the lives of our children and grandchildren. For
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example, last year we supported approaches to health care reform. More recently, in the
first week of May, the National Council successfully advanced Resolution #78 of the
1995 White House Conference on Aging which called on the nation to recognize that
our..."ability to provide widespread economic security for all citizens, young and old,
depends on the capacity of the economy to provide good paying jobs and to produce
goods and services with competitive efficiency....” The same Resolution called on.. ."The
Federal government to commit itself to a full-employment investment policy that increases
real wages, allows greater savings and diminishes intergenerational economic conflicts.”

We believe that the purposes of ETIs, within the context of prudence and
competitive rates of return, are consistent with these values and we believe that the
actions of this Administration and the Department of Labor in regard to ETIs are
appropriate.

at the n E il

As mentioned above, Pension Protection Act of 1995, attacks the decades-old
concept of economically targeted investing, a mechanism that developed out of a
recognition that capital markets are not perfect and that "Wall Street” does not invest in
"Main Street.” ETIs fill capital gaps through investment innovation that is not centered
around financial gimmicks as in derivatives or speculative short-term trading but, instead,
focuses on sound long-term creation of value, first for the investor and the overall

economy.
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Provisions of the Saxton Bill would have the serious consequences. Recision of
the Department of Labor Interpretive Bulletin 94-1 would plunge investment innovation
into the murky regulatory past where numerous opinion letters and obscure references
made a clear understanding of ERISA inaccessible to pension plan trustees. Once again,
the pension community would experience the chilling atmosphere of confusion and
obscurity. By itself, the recision of IB 94-1 would ensure that the ETI concept would be
practiced at the margin and underground to the detriment of pension recipients, funds and
the economy.

The removal of funding for the ETI Clearinghouse would continue the state of
limited and anecdotal information. Trustees would be denied needed data with which
they could make informed investment decisions. An inevitable outcome would be that
good ETIs would be stifled. Once again, investment innovation would be inhibited.
Tragically, the dearth of information that the Saxton bill would produce would also limit
ETI activity on the part of public sector plans—plans that are not even covered by
ERISA.

The seeming preclusion of pension funds from investing in ETIs embodied in the
"Sense of Congress" portion of the Saxton bill would rewrite 20 years of ERISA
legislative, judicial and regulatory history. By substituting political considerations for the
informed deliberation of pension fiduciaries acting on behalf of their plan participants and
beneficiaries, the Saxton bill would place a practical bar on pension fund investments in

ETIs. At best, this would drive ETI activity underground and out of the sunshine of
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public scrutiny and study. It would certainly eliminate the latest wave of innovation in
ETI activity aimed at carrying the concept to more areas of the economy suffering from
capital gaps such as venture capital, small business, and industrial expansion—areas vital
to the ability of the American economy to employ an expanding supply of workers.

At worst, the "Sense of Congress" provision would eliminate innovative products
developed by a mumber of firms® from the investment mix available to pension
fiduciaries, wipe out 30 years of investment history in which workers, through their
pension funds, have invested in their own futures and start a witch-hunt for pension
trustees who dared to think outside the narrow lines proscribed by Congress.

What is the next step? As drafted, it is possible that the Saxton bill could be
extended to any type of investment activity that seeks to evaluate investments in a non-
traditional way. For example, it is possible that the DOL initiative towards identifying
the corporate winners of the future based on high performance workplace practices would
be halted in its tracks. The development of such non-traditional measures of corporate
performance was recommended by the bipartisan Competitiveness Policy Council

established during the Bush Administration.

# Such firms include household names such as IDS/American Express, Prudential,
American Capital Strategies/Labor Research Inc., Massachusetts Financial Services, Morely
Capital Management, Ark Asset Management, Lazard-Freres, Bear-Stearns, Cigna, The
Equitable, Trust Company of the West, and J.P. Morgan. Along with lesser known but
equally well established names like the AFL-CIO Housing Investment and Building
Investment Trust, the Union Labor Life Insurance Company, the Multi-Employer Property
Trust, and the Amalgamated Bank and Insurance Co.
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Further H.R. 1594 could be the first step in a broad attack on progressive
investment practice such as the growing shareholder activism on the part of pension
funds. Such activism has helped ward-off destructive LBOs and takeovers such as the
recent Kerkorian bid for Chrysler.

Mr. Chairman, we believe that the pensions of millions of current and future
retirees will remain secure through economically targeted investments or more traditional
initiatives as long as ERISA requirements are rigorously enforced. We believe that the
current leadership of the Department of Labor is committed to such standards. ETIs can
be the icing on the cake in terms of a vigorous and an innovative investment policy by

the nation’s pension funds. We can sleep well with such a policy.

O
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