Industry braces for 401(k) fee fallout

Attorneys anticipate 'a flood of lawsuits'
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As employers clamor for more accountability from mutual fund providers, several Portland companies have joined a growing national movement committed to stemming high 401(k) administrative fees. 

At least five Portland outfits have devised ways to find what they consider hidden fees that could cost a typical investor thousands through the term of their funds. The Securities and Exchange Commission has also launched an investigation that could change the way 401(k) fees are levied. 

And attorneys who deal with retirement issues say they're expecting a flood of lawsuits related to the fees. The suits could even target employers who've failed to quell the increasing fees. 

"Fees are the hot issue that everybody needs to know about," said Chrys Martin, a Bullivant Houser Bailey PC attorney who specializes in Employee Retirement Security Income Act issues. "And more lawsuits would have a monumental effect. People could say to their sponsors, 'We paid too many fees and we weren't told about it, and it turns out you didn't even ask any questions about it.'" 

Many funds providers charge hidden administrative fees as high as 2 percent, which can take a big bite out of a portfolio -- especially when participants have no idea they're paying them. 

Eliminating various fund fees can make a massive difference. 

Jeff Robertson, an attorney with Seattle-based Bullivant Houser Bailey who specializes in retirement issues, said even saving less than 1 percent a year on fees could bring an employee with an account balance of $50,000 an extra $450,000 over 30 years. 

As such, several Portland-based companies are working to stem high fund fees. The firms include Deschutes Investment Advisors, Arnerich Massena & Associates, R.V. Kuhns & Associates, Sigma Investment Management Co., and Schulmerich & Associates Asset Management.

Because more employers want lower fund fees, business at such companies is good. 

Bill Berg, president with Portland-based Sigma Investment Co., said 12b-1 fees pose a dicey hurdle for fiduciaries. 

"It's very common that people have no idea of the magnitude of these," he said. "I've seen, in big plans, them amount to $100,000." 

A Sept. 14 Wall Street Journal article further revealed another potentially troublesome fee source. Some plan managers collect more money by putting independently operated funds into their investment lineup, then charging extra fees if the participant selects the independent fund over one of their own. The SEC, the paper reported, will examine whether the tactic leads plans to favor their own funds over others. 

Deschutes, for instance -- which evaluates 401(k) plans for employers -- has lately worked with Mike Don, chief financial officer of Columbia Distributing, to ensure that Columbia pays an average of fewer than 100 basis points, or 1 percent of each participant's portfolio, to its funds provider. Many companies pay as many as 200 basis points, or 2 percent, for the same services. 

"Our business is solid, and we expect the use of independent experts to continue to increase," said Bryn Torkelson, Deschutes' principal and CFO. "Fees are in the spotlight, and if you're not being prudent, you could be called on the carpet, especially when the financial markets are barren." 

Other companies, such as Invest N Retire LLC, guide fiduciaries through the fund management fee comparison process. Several banks and brokerage firms have also recently established 401(k) fiduciaries and trustees, or advisers charged with overseeing various funds. 

SEC investigates 

The fees dilemma has also earned the attention of the Securities Exchange Commission, which has reportedly launched a secretive investigation into hidden 401(k) plan fees. 

SEC spokesman John Heine refused to offer any details on the investigation, revealed in various trade publications. "It's being kept pretty much to the highest altitude here," Heine said. 

Most insiders believe the SEC must eventually consider whether the funds' added fees are worthwhile. 

Such fees include: 

· expense ratios, or fees participants pay specifically to managers who operate the mutual funds. The fees typically average 100 basis points; 

· subtransfer agency fees, which start at 25 basis points and cover payments to brokers and third-party administrators for such tasks as record keeping and accounting; 

· finder fees, paid to brokers or agents who bring new customers to a fund; 

· sales charges, such as front- and back-end fees delivered when shares are bought and sold; and 

· 12b-1 fees, so named for the federal rule that allows funds to earmark a fee toward its promotion expenses; the fees can range from 25 to 100 basis points. 

Lawsuits on the rise 

Martin believes 401(k)-related participant suits could become more prevalent in coming years. The U.S. Courts Administrative Office reported that the number of new Employee Retirement Income Security Act-related cases, a category that includes retirement investment disputes, rose by 18 percent between 2000 and 2002. 

In contrast, cases related to civil rights fell by about 4 percent over the same period. 

"401(k) participants are becoming more aware of aspects in their plan, and they think they might have the right to sue," said Martin. "If you have a public that's more aware, you're going to see more litigation." 

Attorneys specializing in issues related to the Employee Retirement Income Security Act say jumpy shareholders are increasingly inquiring about class action cases against fund managers. 

"More people are asking questions about their investments," said Robertson. "There are more people looking at their prospectuses and dissecting them, and they're finding expenses that aren't necessarily directly related to their accounts." 

Such awareness, added Robertson, comes from the urgency participants feel as they inch toward retirement. 

Martin and Robertson recommend that employers, or plan sponsors, demand more disclosure. 

Martin believes plan directors -- top-level employees charged with choosing which funds will seed their workers' futures -- should do the asking. 

"The point from a risk management standpoint is to protect the plan assets, and you have to know more about what's going on in the plan," she said. 

