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DOL’s New Fiduciary Rule & the SEC’s Best Interests Rule - Hopefully they will Intersect
This past March, almost 10 years after the “new” Fiduciary and Best Interest Contract (BIC) rules were first proposed, the
Fifth Circuit of the U.S. Court of Appeals vacated the rules in their entirety. The Department of Labor (DOL) elected not to
appeal to the Supreme Court.
Quickly following this, and to no one’s surprise, the Securities and Exchange Commission (SEC) issued a package of its
own proposed advice standards. This includes a “Regulation of Best Interest.” Comments on these proposed standards
were due to the SEC by Aug. 7th.
In October, the DOL released its regulatory agenda for the coming year. Notably, this agenda includes plans to issue a
revised Fiduciary Rule in Sept. of 2019.
This announcement does not include any details regarding the upcoming re-worked rule. However, it seems likely this will
be a significantly watered down

Hardship Withdrawals – The Internal Revenue Service Issues Proposed Regulation Reflecting
Statutory Changes
This past November, the IRS issued proposed regulations to effectuate changes made for hardship withdrawals in the
Bipartisan Budget Act of 2018. Comments were due by Jan. 14, 2019. Although the statutory changes are effective
beginning in 2019, the proposed regulations do not require any changes in how hardships are administered until 2020.
Plan documents must be amended to reflect changes to the safe harbor rules. Most recordkeepers updated their systems
so participants are no longer suspended from making contributions following a hardship distribution, but they have not set
a time frame for when plan sponsors can expect to receive the necessary amendments. The deadline for amendments will
be the end of the second calendar year beginning after the hardship changes appear on the IRS’ Required Amendments
List. The proposed regulations include some changes that go beyond what is required to conform to the statutory
changes. While the changes generally make hardship distributions more accessible, the IRS makes it clear that plan
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sponsors are free to add their own restrictions, such as limiting the sources eligible for hardship distributions.
Current Law
Prior to age 59½, in-service distribution of elective deferrals is limited to certain events including hardship. A distribution
qualifies as a hardship only if made on account of an “immediate and heavy financial need.” The amount distributed
cannot exceed the amount necessary to satisfy this need. The determination of whether the participant has “an immediate
and heavy financial need” must be based on “all relevant facts and circumstances.” A distribution is considered necessary
to meet “an immediate and heavy financial need” only if other resources are not available to the participant. Plan sponsors
may accept a participant’s representation that he/she has no alternative resources, unless the sponsor has actual
knowledge to the contrary. Certain sources are not eligible for hardship distributions - post 1988 earnings, safe harbor
contributions, QNECs and QMACs.
Existing Safe Harbor Rules
Although not a legal requirement, the majority of plan sponsors follow the safe harbors. If a plan sponsor follows the safe
harbor rules, the IRS will not challenge hardships on audit. These rules are included in virtually all prototype and volume
submitter documents. There are two aspects to the safe harbor rules:
•

First, six events are deemed to qualify as “an immediate and heavy financial need:” (1) deductible medical
expenses; (2) costs associated with purchase of a principal residence: (3) tuition and other expenses associated
with post-secondary education; (4) payments to prevent eviction; (5) funeral expenses and (6) deductible
expenses associated with repairing damage to a participant’s principal residence if deductible as a casualty loss.

•

Second, a distribution is deemed necessary to satisfy the immediate and heavy financial need if the participant
has taken all other available plan distributions, including loans, and the participant is suspended from contributing
for six months.

What Has Changed
• The six month suspension of contributions is eliminated (optional for 2019).
•

The requirement to take a loan first is now optional.

•

Except for 403(b) plans, all account sources are now eligible for hardships, but sponsors may elect to limit the
sources eligible.

•

Earnings remain ineligible for all 403(b) plans, along with QNECs and QMACs in custodial accounts.

•

Casualty losses related to home repairs are now deductible only if the taxpayer resides in an area declared to be
a federal disaster. The proposed regulation clarifies that a participant is eligible for a hardship distribution for such
losses whether or not a federal disaster is declared.

•

All expenses related to an event declared by FEMA to be a federal disaster qualify for hardship if the participant
resides in or works in the disaster area.

•

Expenses incurred by the primary beneficiary that are qualifying medical, education or funeral expenses are
eligible for a hardship distribution. Under prior law, this was limited to the participant, spouses and dependents.

•

The “all relevant facts and circumstances” evidentiary standard no longer applies. The participant must first take
any available distributions under all plans of the sponsor. This includes non-qualified plans. And, beginning in
2020, the participant must represent in writing (or by electronic medium) that he/she has no other available
resources to satisfy the need. The sponsor may accept this representation unless it has actual knowledge to the
contrary
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As They Always Say, Things Never Matter Until They Matter
Municipal bond holders may not appreciate the risks they are undertaking. Municipal bonds have always been viewed as
an ultra-safe investment. However, in recent years a number of pundits have predicted widespread defaults on these
bonds precipitated by growing unfunded state and local pension liabilities. With some exceptions (Detroit, Puerto Rice and
Stockton, CA), these predictions have not come to pass. Investors have given little heed to these warnings. Ratings
agencies and fund managers in this sleepy sector continue to operate on the assumption that things will somehow work
out. The liabilities of state and local governments are now estimated at about $8 billion – half owed to bond holders and
half to pensioners. Rising stock markets and low interest rates in recent years would seem to have been the perfect
environment for state and local governments to improve the pension funding. However, things have continued to
deteriorate making it more likely that predictions of widespread defaults may pan out. At the beginning of the financial
crisis, according to the Pew Charitable Trust, state and city pension plans were on average 86 percent funded. Unfunded
liabilities have now grown to $1.4 trillion and just 66 percent are funded. This is based on states’ and cities’ own rosy
assumptions that future returns on pension assets will on average equal 7.5 percent. Decreasing this assumption by only
one percent increases pension liabilities by about $400 billion. Using more realistic assumptions, the American Legislative
Exchange Council estimated that the funding of Connecticut, Illinois and New Jersey, the three states with the biggest
challenges, is only 19.7 percent, 23.3 percent and 25.7 percent respectively. Cities can cut back on services and take on
more debt without bouncing checks to pensioners or bondholders. But rising interest rates, declining stock markets and/or
a recession may be the tipping point. In the last recession, state revenues across the country declined on average by 8
percent. When crunch time comes, municipal bonders may be in for a shock. In those bankruptcies to date, pensioners
have fared far better than bond holders. When the municipal bond market start to reflect the real risks, bond holders will
be asking why no one saw this coming.

The PBGC Assumes Responsibility for Sears Pension Plans
The Pension Benefit Guaranty Corporation (the
PBGC) is a government insurance program that
guarantees all private defined benefit pensions.
There is no comparable insurance for defined
contribution plans. The PBGC pays benefits to
almost a million participants covered by 4,800 failed
pension plans and is responsible for future payments
to another half a million individuals. The PBGC faces
an uncertain financial future and its challenges
continue to grow in large part due to the long-term
decline in defined benefit pension plans. Its liabilities
now exceed assets by almost $80 billion. With Sears
in bankruptcy the PBGC has no choice but to
assume responsibility for its two pension plans
covering about 90,000 participants. The PBGC has
been working with Sears for several years to
improve the funding of its plans. The proceeds from
the sale of its Craftsmen brand and certain real estate properties were contributed to the plans. These measures
notwithstanding, the unfunded liabilities for these plans are about $1.4 billion. Assuming responsibility for these two
plans is the biggest hit the PBGC has taken since the United Airlines bankruptcy in 2002.
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LITIGATION UPDATE
Ongoing Litigation Against Colleges and Universities - Duke Settles But It’s Hardly a Windfall
for Participants
Since 2016, more than 20 lawsuits have been filed against fiduciaries of university retirement plans. The defendants
are among the largest and most prestigious schools in the country, as they present very visible targets. Many of
these suits were filed by the same law firm, Schlichter, Bogard & Denton of St. Louis, one of the leading plaintiffs’
firms in ERISA litigation. Plaintiffs have not fared all that well. Although the University of Chicago settled in May of
last year for $6.5 million, four schools have successfully made their case in court – Washington University in St.
Louis, New York University, the University of Pennsylvania and Northwestern University. Also, plaintiffs voluntarily
withdrew a suit brought against the University of Rochester. The first of these suits was filed against Duke - Clark
versus Duke University. The plaintiffs alleged a series of fiduciary breaches including a dizzying array of investment
choices; using four different recordkeepers; not offering index funds; paying excessive asset-based recordkeeping
fees because the fiduciaries failed to leverage their large size in fee negotiations. While some of these practices are
questionable, overall Duke’s approach has been typical of how large university retirement plans are administered. A
settlement was announced only two weeks after Duke filed a motion asking the judge to dismiss the case. The trial
had been set to begin in July. The settlement requires Duke to take the following steps:
•

In the first and second years of the settlement period, provide plaintiffs’ counsel a list of the investment options,
the fees and the IPS;

•

No later than Jan. 1, 2020, communicate in writing to plan participants the new investment lineup and provide a
link to a web page showing performance and fees;

•

During the third year of the settlement, retain a consultant to advise it on RFPs for recordkeeping and
administrative services; and

•

Plan assets may no longer be used to pay salaries and fringe benefits of employees performing services for the
plan.

The settlement is hardly a windfall for the approximately 40,000 participants.
•

Named plaintiffs are seeking $25,000 each.

•

Legal counsel is requesting $3.5 million in fees and $825,000 in expenses.

•

Newport Trust Company is acting as an independent fiduciary at a cost of $30,000.

•

Analytics, LLC is serving as settlement administrator at a cost of $146,000.

•

This leaves a paltry $150 each for participants.
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