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Chapter 1 —Who and What are Fiduciaries?

At the core of ERISA isthe requirement that identifiable persons take responsibility for
the administration of retirement and welfare benefit plans. These people are called fiduciaries
and thistitle (whether given formally or assigned because of functions performed by a person)
comes with significant responsibilities associated with managing an ERISA plan. This book
seeks to clarify who has these fiduciary responsibilities, what those responsibilities are, the
relevant recent changesin the law, and how to avoid liability as a plan fiduciary.

Any discussion of the fiduciary’ s burden must begin with a discussion of who isa
fiduciary. Because of the significant variances between different state laws, this book will
primarily focus on the ERISA rules for fiduciaries and not coordinate state rules with regard to
trusts and non-qualified plans. Thus, to determine who is an ERISA fiduciary, the first question
is“what is covered by ERISA?’

What isERISA?

The Employee Retirement Income Security Act of 1974, as amended (“ERISA”) isa
federal law that establishes rules and regulations for the administration of voluntarily created
pension or health plans. ERISA covers al plans established or maintained by either an employer
engaged in commerce or an industry affecting commerce or any employee organization
representing employees engaged in commerce or in an industry affecting commerce.! The types
of plans covered under ERISA can include: pension benefit plans, such as defined benefit
pension, profit sharing and 401(k) plans and welfare benefit plans (consisting of, anong others,
health insurance, long term disability and dental insurance plans).

Asitstitle suggests, ERISA is primarily designed to ensure the security of retirement
income benefits for those who were promised such benefits. ERISA does this through a variety
of mechanisms. The statute requires disclosure of key information about the plan, establishes
minimum standards for the vesting and accrual of benefits, and mandates an internal grievance
process for the plan, among other provisions.

ERISA requires persons with authority over such plans or their assets to properly manage
them and ensure that numerous technical requirements are met. These people are ERISA
fiduciaries. They are charged with maintaining the plan’slega status and ensuring that
participants and beneficiaries have their benefits properly managed and receive accurate
information about the goings on of the plan.

The ERISA Fiduciary

L ERISA 8§ 4(a)(1)-(3). Certain types of plans that are provided by employers or employee organizations are
exempted from ERISA. Theseinclude governmental plans, church plans, plans existing solely for the purpose of
complying with worker’ s compensation laws, plans maintained outside of the United States and excess benefit plans.
See ERISA § 4(b)(1)-(5).
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Fiduciary status entails significant responsibilities, yet it is not aways clear who isa
fiduciary. A plan can have more than one fiduciary, athough every plan isrequired to have at
least one. Any person who meets the definition of afiduciary has the responsibilities of a
fiduciary.? Under ERISA, apersonisafiduciary if he:

(i) Exercisesany discretionary authority or discretionary control with respect to the
management of the plan, or exercises any authority or control with respect to the
management or disposition of plan assets

(i) Rendersinvestment advice for afee or other compensation, direct or indirect, with
respect to any plan asset, or has any authority or responsibility to do so; or

(iii) Hasdiscretionary authority or discretionary responsibility in the administration of
the plan.3

Note that satisfaction of any one of these requirements resultsin fiduciary status; it is not
necessary to satisfy all three. These three criteria are functional tests for determining who is and
who isnot afiduciary. While there are fiduciaries named in the plan document, ERISA more
clearly envisions, as demonstrated by the definition of afiduciary, giving this status to those who
act likefiduciaries. Determination of fiduciary statusisafact intensiveinquiry that presents a
mixed question of fact and law and is situational or functional. Hereisasmall sample of acts
that have been held to create fiduciary status.

e Appointing other plan fiduciaries

Selecting plan investment vehicles

Rendering investment advice for afee

Selecting, monitoring, or negotiating compensation for athird party service provider
Exercising discretion in approving or denying benefits

Each of these actions involves discretionary decisions that affect the management and
administration of the plan or assets which iswhy they have been held to be acts of afiduciary.

Acting like afiduciary is not the only way to become afiduciary. Under ERISA §
402(a)(1), the plan document is required to name at least one fiduciary for the administration of
the plan. This person, whether or not he exercises discretion over the plan or its assets, isa
fiduciary because he has the legal authority to exercise such discretion, and thus the duty to
ensure compliant actions. Individuals listed as trustee or plan administrators can aso be
considered fiduciaries (though not always in the case of administrators). Others potentially can
be fiduciaries aswell. Service providers, such as CPAS, attorneys, investment advisors and
brokers can all become fiduciaries based upon the extent of their involvement in plan decisions.
While afiduciary may be responsible for a breach of duty by other fiduciaries, a proper

2 Though, some fiduciaries may not have the full responsibilities of afiduciary and may be limited to only the duties
that they areresponsible for. Fiduciaries may also be liable for the wrong-doings of other fiduciaries. For more
information, seeinfra Ch. 7.

3 ERISA § (3)(21)(A)(i)-(iii).

4 Seeinfra. Ch. 4 for more information on the duties of service providers.
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delegation of authority and monitoring the designee of fiduciary powers can avoid legal
liability.>

The standards for becoming afiduciary can be further clarified through a description of
what does not qualify as fiduciary conduct; thus, purely ministeria acts do not endow a person
with fiduciary status. Calculating benefits, maintaining records, and processing benefits claims
are all actionsthat are ministerial and do not require discretion on the part of the employee.
Conversely, using processed information to determine whether someone will receive benefitsis
more likely to be considered afiduciary act because of the discretion involved.

5> Seeinfra. Ch. 6 for more information on limiting fiduciary duties
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Diagram 1. Determiningif an Individual isa Plan Fiduciary

INSTRUCTIONS: Use the flowchart below to determineif an individual isaplan fiduciary.

Istheindividua identified in the plan document or
through a process described in the plan document as Yes

having authority over plan operations (e.g., plan —>
administrator or trustees)?

The
individual

isaplan
fiduciary.

No
Y

Does the individual have or exercise discretionary Yes
authority or control over the management or
disposition of plan assets?

A 4

No

A 4

Does the individual have or exercise discretionary
authority or control over the management of the plan?

The
individual is
NOT aplan
fiduciary.

Yes

A 4

No

A 4
Does the individual have or exercise any
discretionary authority or discretionary responsibility
in the administration of the plan?

A 4
»
L

No

A 4

Does the individual render investment adviceto a
plan fiduciary for afee, directly or indirectly, on a
regular basis pursuant to amutual understanding that Yes
the advice will be individualized based on the needs
of the plan and will serve asa primary basis for the

plan fiduciary’ s investment decisions?

\ 4

No
\ 4

z

ote: Individuals who have committed certain crimes may not serve asfiduciaries.

@

z

ot

0]

. Thetest to determine fiduciary statusis afunctional one (i.e., a person or entity that, in practice,
or exercises any discretionary authority or control with respect to the plan, is considered afiduciary).

h

&

Note: Certain business decisions relating to the plan (e.g., adopting or terminating a plan) are not
fiduciary actions if conducted on behalf of the business, not the plan. An individual who implements
business decisions, however, can be afiduciary (e.g., buying plan termination annuities would be a
fiduciary act).

{99902/A0616072.1} 4



The Significance of Being a Fiduciary

Decision making authority over an ERISA plan entails certain obligations to the
participants of that plan. Failure to meet these responsibilities can result in significant liabilities
for the breaching fiduciary. Fiduciaries are personally liable for losses caused by their breaches;
lost funds come from the fiduciary’ s pocket, not the plan’s. Likewise, unjust enrichment or
earnings must be disgorged. Thus, fiduciaries must be keenly aware of their obligations to the
plan; otherwise they may be on the wrong end of a lawsuit from the DOL, IRS or from the plan’s
participants and beneficiaries.

The Dutiesof a Fiduciary

Fiduciaries have a general duty of loyalty to the plan they serve. Fiduciaries must
discharge their duties solely in the interest of the participants and beneficiaries of the plan. This
duty has been broken down into four distinct duties that encompass the primary responsibilities
of afiduciary. These duties, aslisted in ERISA § 404(a)(1), are: the duty of prudence, the
exclusive purpose rule, the duty to diversify, and the governing documents rule. In addition to
these affirmative duties, there are specific prohibitions on fiduciary conduct, namely the
prohibited transaction rules, that prevent the plan and fiduciaries from engaging in some conduct
that is deemed inappropriate.

The Duty of Prudence

ERISA Fiduciaries are held to a high standard of decision-making expemplified by the
duty of prudence. Section 404(a)(1)(B) of the statute articulates this duty by requiring
fiduciariesto act:

“with the care, skill, prudence, and diligence under the
circumstances then prevailing that a prudent man acting in alike
capacity and familiar with such matters would use in the conduct
of an enterprise of alike character and with like aims.”

The duty of prudence imposes avery high standard on fiduciary conduct. Fiduciaries
must act as a prudent person with subject matter expertise would act in asimilar situation. Thus,
fiduciaries must know what they are doing, or consult others who do, before making decisions
that affect the plan.

The results of such decisions are often not as important as the process by which the
decision was made. Fiduciaries are repsonsible for properly investigating investment menus and
courses of action to ensure that they serve the goals of the plan. Markets can fluctuate and even
the most experienced investor can make a decision that turns sour. It isimportant to ensure that
due diligence was performed in making a decision, regardless of the result. The duty of
prudence requires fiduciaries to investigate the merits of existing and proposed investments and
in the process to collect and give appropriate consideration to all relevant information before
making investment decisions.®

6 See, e.g., Donovan v. Cunningham, 716 F.2d. 1455 (5™ Cir. 1983), cert. denied, 469 U.S. 1072 (1984).
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Since the duty of prudenceis largely procedural, fiduciaries are encouraged to create and
maintain an investment policy statement (“1PS”), setting out the procedures by which the plan
will determine which investment opportunities to pursue and/or offer to participants. An IPS
likely will include a statement of the plan’s investment objectives, guidelines for selecitng and
changing investments, and a description of the roles of plan fiduciaries. The DOL encourages
fiduciaries to establish an IPS to fulfil their duty of prudence.” Other plan procedure documents
also serve this purpose and are recommended for any procedural decisions that fiduciaries may
encounter.

In addition to the procedura requirements of the duty of prudence, thereis a substantive
element that fiduciaries must follow whereby the investigation and evaluation of an investment
or investment course of action must be performed with the knowledge of an experienced
investment fiduciary. Thisis astandard that many fiduciaries may be unable to meet, especialy
those without significant financial experience. The necessary financial analysis requires devising
an appropriate IPS, regularly conducting reviews of the plan investments to ensure that they
remain appropriate, defining the role of the various investments in the investment menu when
applicable, collecting appropriate financia information on potential investment options, and
executing fiduciary decisionsin atimely and appropriate manner. Even if a plan sponsor or
other plan fiduciaries are incapable of expertly gathering thisinformation and making
appropriate decisions, they are still held to the standard of an expert. When possible and
certainly when the sponsor and fiduciaries are not financial experts, plans should seek the advice
of expertsto guide their decision-making process. Meeting with such experts regularly can also
be of assistance in satisfying afiduciary’ s duty to prudently monitor the current investment
options.

Of course, investment decisions are only one example of acts that fall under the duty of
prudence. Any decision afiduciary makes regarding the plan must be made with all necessary
prudence. Thus, fiduciaries should ensure that they gather al relevant information regarding
other actions they plan to take (e.g., decisions regarding benefit claims) and should idealy have
procedura guidelinesin place to make sure that all relevant issues have been considered.

The Exclusive Purpose Rule

Fiduciaries must act with the exclusive purpose of providing benefits to participants and
their beneficiaries and defraying reasonable expenses of plan administration.2 Known as the
exclusive purpose rule, this provision requires that all other interests be subordinated to the
interests of the plan’s beneficiaries, including alternative interests of the plan sponsor or a
fiduciary. Thus, fiduciary decisions will be judged solely on the basis of their potential costs and
benefits to the plan. Acts that waste assets or do not further the goals of the plan cannot be
taken. Additionally, any misappropriation or inappropriate dissipation of plan assets will also
constitute a violation of the exlusive purpose rule.

7 DOL Interpretive Bulletin 08-2, Interpretive Bulletin Relating to the Exercise of Shareholder Rights and Written
Satements of Investment Policy, Including Proxy Voting Policies or Guidelines, 29 CFR 2509.08-2.
8 ERISA 8 404(a)(1)(A).
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Service Provider Fees

The exlusive purpose rule frequently comes into play regarding the issue of service
provider fees. Services generating these fees, like other uses of plan assets, need to be prudently
selected; otherwise the expenditure may waste plan assets. The DOL provides guidelines to
ensure that fiduciaries are properly selecting fee arangements. Thus, compensation paid to
service providers must be reasonable, the reasonableness of compensation can only be
determined with sufficient information about fees, and sufficient information must be gathered
through an objective process designed to determine the qualifications of the provider, quality of
services, and reasonableness of feesin light of the services. Both the resulting fees and the
procedure for ensuring their reasonabl eness are relevant factors in determining whether a
fiduciary has been dutiful in hisactions. Thus, as with choosing investments, the process for
choosing service providers should be recorded. For fees relating to investment services, the IPS
is an appropriate place to place these procedures; fees for administrative service providers can be
located in a separate Fee Policy Statement.

The measures taken to evaluate both investment and administrative fees are similar. With
both types of fees, fiduciaries should obtain information on the services or investments to be
provided. Thiswill include information about the qualifications of the people that will be
providing services, total fees, how fees are determined, etc. Thisinformation should be
compared to those of competitors. In some cases, a competitive bidding system would make this
process more efficient and potentially drive down costs. Additionally, when comparing
competitor fees, establishing rules that allow for simple, baseline comparisons of the competitors
(“benchmarking”) will streamline the process and ensure that the ideal outcome is ensured for
the plan. Without such metrics for comparision, the plan is attempting to compare apples and
oranges and fiduciaries may be responsible for later disagreements over how the plans should be
measured against each other. Creating and following procedures established in advance will
make it more likely that reasonable fees are paid.

Conflicts of Interest

Another problem which may arise under the exclusive purpose ruleis potential conflicts
of interest. If afiduciary has conflicting obligations he or she isrequired to act in the best
interest of the administration of the plan. The duty of loyalty to the plan trumps other duties that
afiduciary may have. Conflicts of interest are discussed in more detail in Chapter 9.

The Duty to Diversify

In addition to acting prudently and loyally serving the plan’ sinterests, fiduciaries are
obligated to ensure that plan assets are adequately diversified so asto avoid therisk of large
losses.® The key aspect of this duty isto prevent plan assets from being exposed to risks of
highly concentrated investments. There are no set rules on what is a sufficient amount of
diversification for aplan. Fiduciaries should generally invest in abroad variety of asset classes

9 ERISA §404(a)(1)(C).
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and avariety of options within those classes to ensure that the plan’ s assets are properly
diversified.

The duty to diversify and the duty of prudence, when combined, require that fiduciaries
monitor plan investments. It is not enough to invest assets and then sit back and let the market
work. Fiduciaries need to monitor assets to ensure that they are serving their intended purpose in
the context of the plan’s overall investment objectives. Thus, if an investment asset has recently
become very risky, whereas it was originally thought of as a safe investment, the fiduciary needs
to take measures to ensure that the preservation of value originally sought by the planis
maintai ned.

Diversification can also serve as a safeguard against fiduciary liability in certain
circumstances. If plan participants decide their own investment allocations and the plan has a
broad range of investment alternatives, then afiduciary will not be held responsible for the
investment decisions of the plan participant.'® Conversely, if the plan does not have a broad
range of investment alternatives, then fiduciaries are responsible for participant directed
investments, even though participants may choose a particular course of action.

The Gover ning Documents Rule

ERISA explicitly requires that fiduciaries act “in accordance with the documents and
instruments governing the plan,” so long as such documents do not otherwise violate other
ERISA provisions. Thisrequirement is straightforward: follow the plan document unlessiit
violates some other legal restriction.

Considering that fiduciaries are responsible for following governing documents, new
fiduciaries and advisers ought to do their due diligence by examining these documents to ensure
their own compliance and the compliance of others. Documents that should be reviewed are:
the plan document, trust agreement, any determination or opinion letters about the plan from the
IRS, the Summary Plan Description (“ SPD”), the IPS and any other policy statements, al
summary investment information, safe harbor notices, Summary Annual Reports, Form 5500
filings and plan testing records. Fiduciaries should also consider checking in with the plan’s
ongoing record keeper. Finally, fiduciaries should ensure that all the various plan documents are
consistent with each other.12

10 See ERISA § 404(c) and the regulations promulgated thereunder for information about what constitutes a broad
range of investment alternatives. These issues are also discussed in further Ch. 7.

11 ERISA § 404(3)(1)(D).

2 Recently, the Supreme Court found that fiduciaries are not liable under ERISA § 502(a)(1)(b) for inconsistencies
between the plan document and the SPD. The court did indicate in dicta that equitable relief may be granted when
an SPD improperly details benefitsin excess of what the plan document actually indicates. See CIGNA Corp. v.
Amara, 131 S.Ct. 1886 (2011). Additionally, potential liability still exists for misrepresenting information about the
plan. See, e.g., Varity Corp. v. Howe, 516 U.S. 489, 506 (1996) (holding that plan administrators violated their
fiduciary duties when they lied to plan participants in order to get them to switch plans).

{99902/A0616072.1} 8



Prohibited Transactions

In addition to the affirmative duties imposed by ERISA on fiduciaries, there are also
explicit prohibitions on engaging in certain conduct. These prohibitions prevent the plan from
participating in certain types of transactions with certain specific parties related to the plan.
Prohibited transactions are discussed in Chapter 9.

Settlor Functions

There are also certain acts that fall outside of ERISA fiduciary responsibilities, most
notably, settlor functions. These are acts by an employer or plan sponsor that affect the plan, but
are otherwise exempt from the traditional fiduciary duties. Settlor functions typically include
basi ¢ business decisions about the establishment, termination, or design of aplan. Asthe 11"
Circuit Court of Appeals has noted, “the ERISA scheme envisions that employerswill act in a
dual capacity as both fiduciary to the plan and as employer. ERISA does not prohibit an
employer from acting in accordance with its interests as employer when not administering the
plan or investing its assets” .1

Employer actions, which are primarily business decisions, will not fall under ERISA’s
requirements. ERISA does not compel employersto refrain from actions that have an impact on
plan finances or administration when these effects are collateral in nature.!* The standard, as
with the standard for being afiduciary, is whether there is discretionary administration of the
plan. Thus, decisions regarding the establishment of the plan, design modifications to the plan,
or termination of the plan will not require the same loyalty to participants and beneficiaries as
would other decisions affecting plan administration or investment.

The implications of settlor functions go further than not being bound by ERISA fiduciary
duties. The distinction between settlor and non-settlor functionsis relevant for determining fees
that can be paid out of plan funds and those fees that must be paid by the sponsoring business.
Costs incurred in making decisions about plan design cannot be paid by the plan (i.e. costs of
settlor functions cannot be paid by the plan), whereas the cost of implementing plan design
changes may be paid by the plan. Non-settlor costs may include new actuaria reports,
determination letters from the IRS and communicating changes to participants and beneficiaries,
aswell as other compliance costs.™®

Liability for Breach of Fiduciary Duty

A civil action for breach of fiduciary duty may be brought by the Secretary of Labor, any
participant, a plan beneficiary, or another plan fiduciary.’® Thus, many parties have standing to
sue, increasing the probability that any fiduciary breach will be litigated.

13 Phillips v. Amoco Oil Co., 799 F.2d 1464, 1471 (11" Cir. 1986).

141d. at 718

15 See ERISA Advisory Opinion 2001-01A (U.S. Dep't. of Labor, 2001). The Advisory Opinion provides six useful
hypotheticals that help distinguish between settlor functions and fiduciary functions, as applied to the payment of
fees.

16 ERISA §502(a)(2).
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The potential remedies available to successful plaintiffs are also considerable.
Fiduciaries are personally liable for the consequences of the breaches they commit. Thisliability
requires fiduciaries to make good any losses to the plan that occurred because of the breach.’
Additionally, any persona profits that occur as aresult of the breach must be disgorged to the
plan.®® In addition to these monetary penalties, equitable remedies may be available as the courts
deem appropriate which may include removal of fiduciary status.

In addition to the equitable remedies and making good on plan losses, fiduciaries may
also be assessed civil penalties by the IRSor DOL. The DOL is obligated to assess a 20%
penalty on applicable recovery amounts for all breaches of fiduciary duty including prohibited
transactions. Additionally, the IRS can impose further penalties for afiduciary committing a
prohibited transaction.

Thetotal extent of monetary liability for afiduciary breach can be significant.
Injunctions and loss of fiduciary status are also consequences that may be incurred by breaching
fiduciaries. Fiduciaries must take their responsibilities serioudly if they are to avoid these
conseguences.

Conclusion

The identification of fiduciaries and understanding the role they perform are complicated
guestions which we have only begun to address. Inits simplest form, the concept of afiduciary
isaperson obligated to act exclusively for the benefit of an ERISA plan as aresult of the
possession or exercise of discretionary authority or control over plan administration and/or
investments. While these are the basic principles underlying the definition of afiduciary, the
DOL has been expanding the concept to include more people who deal with benefit plans.
ERISA’sregulatory schemeis currently in flux, and fiduciaries — as well as third parties who
might be treated as fiduciaries because of their role aiding in plan management — need to
understand their obligations.

Readers should understand that the duties of fiduciaries are more extensive than those
discussed thusfar. In addition to the responsibilities referred to above, fiduciaries have a duty to
make participant disclosures, to update the plan consistent with statutory and regulatory changes
and, in the case of retirement plans, to ensure the plan’s status as a qualified plan under IRS
rules. Chapters5, 6, 8 and 9 will explore specific requirements that afiduciary must satisfy in a
variety of situations.

171d. at § 409(a).
1814,
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Chapter 2—-DOL Regulatory Effortsin 2010 — Significant Changesin
Management of Retirement Plans

Calendar year 2010 was ayear of tremendous regulatory activity for 401(k) plans.
Federal agencies unleashed atorrent of new rules and proposals impacting both plan sponsors
and plan participants. Even the most sophisticated practitioners are finding it challenging to stay
abreast of all thisregulatory activity. To fully understand and appreciate the looming changes, it
isuseful to identify the government policy objectives that gave birth to them. The key policy
objectives can be categorized as follows:

Improving the transparency of services and feesin the 401(k) market;
Greater accountability for providers of investment-related services to plans;
Helping plan participants make better investment decisions;

Giving participants ways to make their retirement savings last alifetime; and
Improving disclosures for target date funds (“ TDFs’).

Improving Transparency through 408(b)(2) Fee Disclosures

The governmental policy objective to improve fee transparency in the 401(k) plan
industry is based, in large part, on the groundwork laid by the U.S. Government Accountability
Office (“GAQ"). The GAO isaso known as the investigative arm of Congress and over the last
fiveyears, it hasissued a series of reports calling attention to the problem of hidden fees and
potential conflicts of interests among service providers in the 401(k) market.*®

These concerns have resulted in amajor piece of rulemaking from the DOL, one that will
require providers to deliver fee disclosures to plan sponsors for the first time.?°

By April 1, 2012, service providers will need to deliver newly mandated notices under
8408(b)(2) of ERISA (*408(b)(2) Fee Disclosures’) to their existing plan sponsor clients. These
408(b)(2) Fee Disclosures must describe the services provided as well as the compensation
directly or indirectly received by the provider.

After April 1, 2012, 408(b)(2) Fee Disclosures will need to be delivered whenever a
provider agreesto renew or extend its services, or whenever it entersinto a new service
arrangement with aplan client.

Thereisagreat deal of anticipation surrounding this new disclosure requirement, which
isdesigned to plug agaping “hole” in the regulatory oversight of ERISA plans. As succinctly
explained by the DOL, under the current rulesin effect, “plan fiduciaries have a duty to consider
aservice provider’s compensation from all sources, but service providers are not obligated to
disclose compensation from other resources.”?t The DOL’sfinal rules under § 408(b)(2) would
create the desired symmetry between the fee information that plan sponsors must review to

1% Seee.g., USGov't Accountability Office, GAO-11-119, 401(k) Plans: Improved Regulation Could Better Protect
Participants From Conflicts of Interest (2011).

2029 C.F.R. § 2550.408b-2.

2! preamble to DOL’sinterim final regulations under § 408(b)(2) of ERISA (July 16, 2010), 75 Fed. Reg. 41600.
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satisfy their fiduciary duties and the fee information that providers must proactively disclose to
plan sponsors.

The current reality is that providers are not obligated to furnish fee information under
ERISA, and plan sponsors may be unaware of the “indirect” compensation that providers may
receive through the plan’sinvestments. For example, a plan’s recordkeeper may receive ongoing
payments from the funds in his plan’s menu for services as an administrative intermediary
between plan participants and each fund. However, if the plan sponsor is unaware of the amount
or even the existence of the flow of payments from its funds to a provider, the sponsor has no
way of determining whether these “hidden” fees are reasonable. These costs are typically
embedded in the expenses of the plan’s investment funds, which can hurt participants by cutting
into thelr investment earnings.

The use of plan assets to pay a service provider’ s fee is a prohibited transaction under
8408(b)(2) of ERISA unless the services are provided under a reasonable arrangement for
reasonabl e compensation (For more information on prohibited transactions, see Chapter 9). This
statutory provision represents an important safeguard for participants under ERISA, forcing plan
sponsors to protect them from excessive fees. The DOL’s 408(b)(2) Fee Disclosure rules
provide that a service arrangement will qualify as areasonable arrangement only if the service
provider deliversits 408(b)(2) Free Disclosures to the plan sponsor before initiating services.
The disclosure requirement appliesto fiduciary advisers, recordkeeping platforms and certain
types of service providers that receive indirect compensation.

As atechnical matter, compliance with the 408(b)(2) Fee Disclosuresisonly required if
service fees are expected to equal or exceed $1,000. In addition to applying to fiduciary advisers
and recordkeeping platforms, the new disclosure rules also apply to providers of the following
services to the extent they receive an indirect compensation: accounting, actuarial, appraisal,
banking, consulting, custodial, insurance, investment, legal, brokerage, and administrative
services.??

Plan sponsors will need to review a provider’s 408(b)(2) Fee Disclosures carefully. As
fiduciaries, plan sponsors have a duty to establish that the provider’s fees are reasonable before
engaging the provider on behalf of the plan. The 408(b)(2) Fee Disclosure rules were issued by
the DOL on July 16, 2010. The effective date was originally July 16, 2011, but the DOL pushed
it back to April 1, 2012 to ensure it had sufficient timeto “finalize” itsinterim final regulations
and to give service providers and plan sponsors additional time needed for compliance.

Greater Accountability for Providersof Investment Adviceto Plans

The DOL’ s now withdrawn proposal to change the definition of “investment advice
fiduciary” was little more than four pages, double spaced.?® But, if adopted, this undersized
package of rules might have turned the retirement industry on its head, placing new limits on the
ways in which pension consultants and advisors may advise plan sponsors and participants.

22 For more information on service provider fee disclosures, see Chapter 8.
2 The proposed regulation redefining the term “fiduciary” was issued October 22, 2010 (75 F.R. 65263, October 22,
2010); on September 19, 2011, the DOL announced that it would “repropose” the controversial proposal.
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Asdiscussed in Chapter 1, ERISA has afunctional approach for determining whether a
person is subject to its minimum fiduciary standards. For example, if an advisor actually
provides any investment advice to a plan sponsor, it automatically becomes afiduciary
(“Investment Advice Fiduciary”) to the plan under ERISA. Thus, an advisor can become a
fiduciary, even if it is not formally appointed to serve as one.?*

The DOL’s current “investment advice fiduciary” regulations have not been updated
since 1975. Under these existing rules, a person is deemed to provide investment advice
resulting in fiduciary status only if it meets a five-factor test: (1) advice is given on the value of
investments or on purchasing or selling investments, (2) this advice isrendered on aregular
basis, (3) there is amutual understanding or agreement, (4) that the advice will serve asthe
primary basis for plan investment decisions and, 5) the advice must isindividualized based on
the needs of the plan.

The proposed regulations would have substantially liberalized the test for “investment
advice,” broadly expanding the circumstances in which advisors will be viewed as investment
advice fiduciaries. Under the DOL’s proposal, a person would have been deemed to provide
investment adviceif there was any understanding that the advice could have been considered for
purposes of plan investment decisions. To be considered investment advice, recommendations
would have no longer needed to be provided on aregular basis, meaning that even one-time
advice could have been viewed as fiduciary investment advice.

The current requirement that the advice be individualized under the existing 5-factor test
would not have changed under the DOL’s proposal, although as proposed, the advice could have
been individualized based on the needs of either the plan or a participant in order to be viewed as
fiduciary investment advice.

Under the proposed rules, an adviser would not have become an investment advice
fiduciary if it could demonstrate that the plan client knew that the adviser was acting as a seller
of securities, whose interests were adverse to the plan client and was not providing impartial
advice. There was a separate safe harbor for advisers who merely provided investment education
to participants, and another for recordkeeping platforms disclosing that they did not provide
impartial advice.

Financial advisers are often associated with two types of firms. non-fiduciary broker-
dealersthat earn variable rates of compensation based on the investments selected by the plan or
registered investment advisors (“RIAS’) serving plansin afiduciary capacity for alevel fee. The
DOL’s proposd, if it has been adopted, would have cause many broker-dealers to become
fiduciaries. Thiswould have created significant problems, because ERISA prohibits fiduciary
advisors from receiving variable compensation, due to the conflict that arises from the incentive
to recommend investments which pay them the highest fees.

2 Details on what constitutes a fiduciary can be found in Chapter 1.
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As of October 2011, it is not known what elements of the proposed investment advice
regulation will be incorporated into the next version of the rule. The DOL’s announcement
regarding the reproposal indicates that it will seek “the strongest possible protections to business
owners and retirement savers.” However, it aso stated that the revised rule would clarify that
fiduciary adviceislimited to “individualized advice directed to specific parties’ and that it would
issue or amend exemptions applicable to certain fee practices of brokers and advisers that might
have been affected by the original proposal but that have been identified as beneficial. The DOL
also promised to clarify the continued applicability of long-standing exemptions that allow
brokers to receive commissions in connection with mutual funds, stocks and insurance products.

Helping Participants M ake Better I nvestment Decisions

Given the prominence of 40l (k)-style plans, the success of our current retirement system
hinges on the average participant’ s aptitude for choosing investments. But according to the
DOL, thereis agrowing concern that participants do not consider the information critical to
making informed decisions. These concerns have resulted in two rules, onein final form on fee
disclosures and another in proposed form on participant advice.

Participant Level Fee Disclosures

For plan years beginning on or after November 2, 2011, sponsors of plans with
participant-directed investments will have a new fiduciary obligation to provide disclosures to
participants. These disclosures must be provided on or before the time a new participant can first
direct investments under the plan, and they must also be provided to all eligible employees and
enrolled participants annually and, for certain information, quarterly. Under a special transition
rule, calendar year plans will need to start delivering these disclosures to participants no later
than May 31, 2012, and also deliver them annually in subsequent years.

The DOL has created a model disclosure form, which may have caused confusion among
certain readers due to the fact that the model only covers the investment-related portion of the
required disclosures. Along with these investment-related disclosures, plan sponsors must also
provide plan-related disclosures concerning the plan’s administrative service fees on an annual
basis. Participants must also receive quarterly statements with the actual dollar amount charged
to their accounts for such services. Thefirst quarterly disclosures for fees and expenses actually
deducted from a participant’s account for the quarter ending on June 30, 2012 must be made no
later than August 14, 2012.%

The new disclosure rules offer one significant administrative benefit for plans that are
designed to comply with ERISA 8§ 404(c). Under the existing 404(c) related rules, generaly, a
fund prospectus must be delivered to a participant before his or her initial investment in the fund.
Asapractica matter, this rule forces many plans to include a cumbersome number of fund
prospectuses in the enrollment kits for new participants. However, the investment-disclosure

% See Preamble to Amendment to ERISA Regulation § 2550.404a-5(j)(3)(i) at 76 F.R. 42539 at 42541 (July 19,
2011).
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requirements under ERISA § 404(c) will no longer require the automatic delivery of fund
prospectuses to new participants, so long as the annual and quarterly disclosures are provided
under the DOL’ s new disclosure rules.?® More information on participant level disclosures can
be found in Chapter 5.

Participant Level Investment Advice

The prohibited transaction rules under ERISA make it unlawful for fiduciary advisersto
provide participant-level adviceif it is conflicted. Advisersthat earn variable rates of
compensation (e.g., broker-dealers earning 12b-1 fees from the plan’s funds at different rates)
that depend on the investment choices of participants are ordinarily prohibited from providing
participant-level advice. To overcome this hurdle, the DOL issued proposed rules on March 2,
2010, which would alow various types of advisers to provide investment advice to
participants.?” These proposed regulations were issued by the DOL as directed under the
Pension Protection Act of 2006.

Under the proposed regulations, participants may receive investment advice so long as
the plan’sindividual financial adviser, and the advisory firm, both receive level compensation
which does not vary with the investment decisions made by participants. Affiliates of the
advisory firm are allowed to earn additional compensation under the DOL proposal, which is
likely to benefit recordkeeping platforms affiliated with mutual funds. For example, if aplan also
receives administrative services from a mutual fund complex, the advisory affiliate within the
complex would be allowed to charge the plan alevel fee for providing participant-level advice.
And at the same time, the recordkeeping affiliate within the complex would be able to charge the
plan an administrative service fee, and the fund managers within the complex would be alowed
to recelve management fees from the mutual funds included in the plan’s menu.

Alternatively, the proposed regulations allow an adviser earning variable compensation to
provide investment allocation advice to participants if such adviceis based on an objective
computer model that applies generally accepted investment theories. When the DOL issued its
proposal, it a'so commented that the historical performance of individual funds (as opposed to
the historical performance of an asset class) may be inappropriate criteriafor acomputer model’s
advice. Inlight of its perceived biasin favor of passively-managed index funds, the agency’s
comment drew heavy criticism from the public. Accordingly, the final version of the DOL’s
rules may incorporate modifications to address these concerns.

Making SavingsLast Through Retirement—L ifetime Income Options

As millions of “baby boomers” reach retirement age, more and more Americans are
beginning to draw down on their retirement savings. To enhance the retirement security of
workers, the Obama Administration has made promoting the availability of guaranteed lifetime
income products a policy objective to help participants reduce the risk that they will outlive their
retirement assets.

% Seeinfra Ch. 5.
27 See generally 75 Fed. Reg. 9,360 (proposed Mar. 2, 2010).

{99902/A0616072.1} 15



The DOL, IRS and the U.S. Treasury Department jointly issued a Request for
Information (*RFI”) on February 2, 2010, requesting comments on how the existing rules might
be modified to encourage the annuitization of defined contribution plan benefits. The RFl was a
pre-rulemaking starting point for the agencies, which attracted nearly 800 comment letters from
the public. Thisextraordinary response signaled that many people are interested in where the
regulators are going in terms of proposed rulemaking.

After a hearing that narrowed the topics of interest, the following possibilities for future
rulemaking emerged:

e DOL rulesrequiring enhanced disclosures for lifetime income options;

e |RS guidance on the interaction of tax-qualification rules and lifetime income
products;

e DOL safe harbor for providing retirement income education;

e Required disclosures on what a participant’ s account balance would be worth if
converted to an annuity; and

e DOL safe harbor for fiduciaries who select lifetime income investments for their
plans.

Improving Disclosuresfor Target Date Funds (“TDFS”)

The SEC has noted that the market losses incurred in 2008, coupled with the increasing
significance of target date fundsin 401(k) plans, have given rise to a number of concerns about
target date funds. Due to the unexpected volatility exhibited by a number of TDFsin 2008,
regulators have been paying close attention to how they are promoted by fund companies and
utilized by plans.

The DOL and the SEC held ajoint public hearing dedicated to exploring various public
policy concerns surrounding TDFs in June 2009, leading to an Investor Bulletin published jointly
by both agencies to better educate employers and participants on May 6, 2010. Shortly
thereafter, on June 16, 2010, the SEC issued proposed regulations that would require certain
disclosures to be included in marketing materials for TDFs with the aim of reducing the potential
for investor confusion.

The DOL proposed its own set of regulations on November 30, 2010 which would
require special disclosures for participants whenever TDFs are designated as the qualified default
investment alternative (“QDIA”) for a401(k) plan.?®

The QDIA rules provide guidance to plan sponsors on how they can add a default
investment option to a plan in accordance with afiduciary safe harbor making participants
responsible for their “passive’ decisionsto invest in the QDIA. Under these rules, participants
must receive annual QDIA notices. The DOL’s current QDIA rules were issued in 2007, when
the Department officially approved the use of TDFs as QDIA in 401(k)-style plans. The DOL
proposal would amend the QDIA regulations by requiring additional information to be included
in the annual QDIA notice to participants about the applicable TDF series used as the plan’s

28 See 75 Fed. Reg. 73,987 (Nov. 30, 2010).

{99902/A0616072.1} 16



default investment. As proposed, the QDIA notice would need to discuss the types of assets held
by the TDF, its historical performance, the relevance of the stated target date and fees and
expenses and would also need to contain agraphical representation of how its asset allocation
changes over time (i.e,, its glide path), as well as disclaimers about investment risk, and other
related disclosures.

The DOL’ s proposa would also amend its participant level fee disclosure regulationsto
require enhanced disclosures for any TDF investment options to the plan menu. As modified by
the DOL’s proposal, the comparative investment chart that must be delivered annually to all
participants would need to be expanded to include an appendix with the required information for
TDFs. The appendix would have to disclosure much of the same information required by the
proposed QDIA notice modification. The DOL expects both the appendix to the annual
comparative chart as well as the additions to the annual QDIA notice to each be roughly two
pages in length.

When it released its proposal, the DOL aso confirmed that it would be publishing a
series of tipsintended to assist plan fiduciaries in obtaining and evaluating relevant information
when selecting and monitoring TDFs as investment options for participant-directed retirement
plan. The DOL’stipsare intended to serve as guidelines for ng the unique characteristics
of TDFswhen plan fiduciaries evaluate them in accordance with their duty of prudence under
ERISA.
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Chapter 3 - Service Provider Disclosure

ERISA and the Internal Revenue Code (“Code”) prohibit transactions between retirement
plans and those providing services to the plan.

Of course, the blanket prohibition on transactions between plan service providers and the
plan itself doesn't tell the whole story since plans would otherwise be prevented from contracting
for services with third parties. Both ERISA and the Code provide exemptions from the
prohibited transaction rules that permit the plan and service provider to enter into a contract if the
contract meets three qualifications: (1) the contract between the plan and service provider is
reasonable; (2) the services are necessary for the operation of the plan; and (3) the compensation
paid isreasonable. The DOL has issued regulations defining what constitutes a “reasonable
contract or arrangement.” Among other things, these rules provide that no contract or
arrangement for services between a“covered plan” and a*“covered service provider,” nor any
extension or renewal, is reasonable unless the provider makes specific disclosures to the plan
fiduciary responsible for the administration and operation of the plan.?

Covered Plan

“Covered plan” isthe first term requiring definition under the DOL’s genera rule
presented above. A covered plan is any ERISA-covered defined benefit or defined contribution
pension plan designed to provide retirement income that is established and maintained by an
employer, and contains more than one covered participant. The most common forms of covered
plans are 401(Kk) plans, profit sharing plans, defined benefit plans, cash balance plans, money
purchase plans, employer stock option plans (“ESOPS’) and ERISA-covered 403(b) plans. The
DOL has specifically exempted SEP IRAs, SIMPLE IRASs, IRAs and Welfare Benefit Plans from
having the disclosure regulation. The DOL hasindicated that it will revisit required 408(b)(2)
disclosures for Welfare Benefit Plansin the future.

Covered Service Provider

“Covered service providers’ are service providers who enter into a contract or arrangement
with a covered plan and reasonably expect to receive $1,000 or more from the plan in either
direct or indirect compensation for the provision of “covered services.” If the plan doesn’t
provide one of the covered services, the regulations will not apply to the service provider. The
DOL has yet to define whether the $1,000 compensation threshold is for any specific period of
service or for the entirety of a contract or arrangement with a covered plan. Since most service
providers do provide services to aplan over acourse of many years, it would be safer for service
providers to assume that they will be “covered service providers’ if they expect to receive more
than $1,000 in compensation over the entirety of the provision of servicesto the covered plan.

Covered service providers are divided into three categories, the first of which consists of
ERISA fiduciaries and registered investment advisers that provide services directly to the plan or
that provide services to an investment contract, product or entity in which the plan holds a direct

2 ERISA Regulation §2550.408b-2(c) as set forth in the interim final regulation at 75 F.R. 41600 et. Seq. (July 16,
2010).
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equity investment. In the latter case, the investment contract, product or entity isitself deemed
to hold plan assets and the service providers are ERISA fiduciaries because they provide services
to the investment vehicle rather than directly to the plan. The latter group is treated separately
because the regulations impose on them a separate obligation to disclose compensation
information about the investment vehicle.

The second category of covered service provider includes firms rendering recordkeeping
and brokerage services to individual account plans that permit participants and beneficiaries to
direct the investment of their accounts. It includes recordkeepers and brokers that offer a
platform of investment options as part of their contract or arrangement. These providers must
disclose compensation information for each of the designated investment alternatives for which
they are providing recordkeeping or brokerage services.

The third category of covered service provider includes those providing specified
services that expect to receive indirect compensation from affiliates. Services specifically
included under the third category are: accounting, auditing, actuarial, appraisal, banking,
brokerage, consulting (including consulting services rendered with respect to the development or
implementation of an investment policy statement or the selection or monitoring of plan
investments or plan service providers), custodial services, insurance, investment advisory, legal,
recordkeeping, third party administration and valuation services. As noted, unlessthereisan
expectation of receiving indirect compensation, these providers will not have disclosure
obligations.

Disclosures Required

Required service provider disclosures must be made in writing. It isto be noted,
however, that the rule does not require that aformal contract or arrangement itself be in writing.

Services

The covered service provider must provide a description of the servicesit will provide to
the plan under the contract. The DOL has not been specific asto the level of detail it requires as
to the description of services provided. To further complicate matters, the DOL has stated that
the level of detail to be included in the explanation may vary depending on the needs of the
responsible plan fiduciary. Ultimately, the burden is on the plan sponsor or other plan fiduciary
to request additional information if it believes a description of services lacks sufficient detail to
determine whether the compensation to be received is reasonable.

Fiduciary Status

When applicable, covered service providers must provide an affirmative disclosure that
they will or reasonably expect to provide fiduciary services under ERISA 3(21), the Investment
Advisor Act of 1940, or relevant state laws and regulations. In practice, it would be preferable
for those will not or do not reasonably expect to provide fiduciary services to make that
disclosure as well.
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Compensation Disclosures

There are four forms of compensation that covered service providers must disclose to the
responsible plan fiduciary. A covered service provider must disclose whether they received: (i)
direct compensation, (ii) indirect compensation, (iii) compensation paid among related parties
and (iv) any compensation due in the event of termination of the agreement.

Direct compensation is compensation paid directly by aplan to aservice provider for
services performed for the plan.*® This compensation can be money paid for annual plan
administration, legal or accounting services, or any services paid for by the employer that are
reimbursed by the plan. Whether the payment comes directly from participant accounts,
forfeitures or any ERISA recapture account, does not factor into the determination as to whether
compensation is deemed direct compensation or not. If the money will come directly from the
plan, it isdirect compensation. It isto be noted, however, that the disclosure requirement only
applies to compensation that the service provider reasonably expects o receive. Thefailureto
disclose unanticipated payments will not result in violation of the disclosure requirement.

Indirect compensation is more complicated. Indirect compensation is defined as
compensation received from any source other than the covered plan, the plan sponsor, the
covered service provider, an affiliate, or a subcontractor (if the subcontractor receives such
compensation in connection with services performed under the subcontractor’ s contract or
arrangement).3 The most common example of indirect compensation would be money paid to a
covered service provider from fees deducted from the plan assets. It isimportant that the
services for which the indirect compensation is received and the payer of the indirect
compensation be identified in addition to reporting the amount of the indirect compensation.

Compensation paid among related parties is compensation that is paid on a transaction
basis or charged directly to the plan’ sinvestments.®> An example of transaction-based feesisa
commission or finder'sfee. 12b-1 fees are the most common example of compensation charged
directly to the plan’sinvestments.

Covered service providers must also disclose any amounts they will receive in connection
with the termination of services, aswell as calculations as to how those amounts will be
calculated in the event of pre-payment of services.®

Required compensation disclosures can be made in avariety of ways, aslong as the
disclosures are made in such away asto ensure that the responsible plan fiduciary has a
reasonabl e basis upon which to evaluate the reasonableness of the compensation. This can be
expressed as a monetary amount, formula, percentage of the covered plan’s assets, or a per capita
charge for each participant or beneficiary or, if the compensation cannot reasonably be expressed
in such terms, by any other reasonable method.

% ERISA Regulation § 2550.4080-2(c)(1)(iv)(C)(1).
3L ERISA Regulation § 2550.4080-2(c)(1)(iv)(C)(2).
% ERISA Regulation § 2550.4080-2(c)(1)(iv)(C)(3).
% ERISA Regulation § 2550.4080-2(c)(1)(iv)(C)(4).
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If the covered service provider is providing recordkeeping servicesto the plan, a
description of all direct and indirect compensation that the covered service provider expects to
receive in connection with the recordkeeping services should be provided. If the covered service
provider is offering recordkeeping services for “free” or expects the services to be provided
without explicit compensation, the recordkeeper is required to provide the responsible plan
fiduciary with agood faith estimate as to the cost of the recordkeeping services that will be
provided to the plan.®* The estimate for recordkeeping services must take into account the rates
that the covered service provider would normally charge to a plan to perform the recordkeeping
or the prevailing market rates charged for similar recordkeeping services for asimilar plan with a
similar number of covered participants and beneficiaries. Practically, this disclosure requirement
will most affect bundled providers who sell their recordkeeping services as “free” to be made up
with higher investment costsin other places.

Those providing services as afiduciary to the plan, as an ERISA 3(21) fiduciary, or under
the Investment Advisers Act, must disclose their status as afiduciary in writing.® They must
also disclose additional information with respect to each investment contract, product, or entity
that holds plan assets in which the covered plan has a direct equity investment, and which
fiduciary services will be provided pursuant to the contract or arrangement with the covered
plan. The person acting as afiduciary in this respect must disclose a description of the amount
charged directly against assetsin the plan in connection with acquisition, sale or transfer of
assets within the plan. Sales |oads, sales charges, redemption fees, account fees and surrender
charges would all be examples of the compensation that needs to be described when acting as an
investment fiduciary under the plan. In addition, the service provider must disclose the annual
operating expenses or expense ratio as well as any ongoing additional expenses such aswrap
fees.

Format of Disclosures and Manner of Receipt

The DOL does not proscribe a standardized format for making these disclosures other
than stating that they should be in writing. The disclosures can be made across multiple
documents and need not be contained in one all encompassing contract. Since there will be a
variety of disclosure formats across a plethora of documents, many in the retirement plan
community have questioned the efficacy of these disclosure requirements as it will be easy for
most covered service providers to bury their disclosures in documents and language that may
prove incomprehensible for plan fiduciaries.

Covered service providers must disclose the manner in which they will receive their
compensation. Thisdisclosure will have to inform the responsible plan fiduciary as to whether
the covered plan will be billed or the compensation will be deducted directly from the covered
plan’s accounts or investments.

Timing of Disclosures

In general, covered service providers must make the disclosures required by 408(b)(2)
regul ations reasonably in advance of the date on which the plan services contract is entered into

% ERISA Regulation § 2550.408b-2(c)(1)(iv)(D).
3 ERISA Regulation § 2550.408b-2(c)(1)(iv)(B).
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or renewed. The DOL has not provided for a specific set of days or months before the contract is
entered into that constitutes “reasonably in advance” but it is safe to assume that the materials
should be provided to the responsible plan fiduciary with enough time to read the disclosures as
well as seek any additional advice they feel they may require.

If there are changes to the compensation information relating to investment options, the
appropriate service provider must disclose the change to the responsible plan fiduciary as soon as
practically possible after the service provider isinformed of the change. While required to be
made “as soon as practicable’, the timeframe for this disclosure cannot exceed 60 days.*®

If the plan administrator or responsible plan fiduciary submits a request for disclosure
information to the covered service provider, the covered service provider must disclose the
requested information to the requesting party no later than 30 days after the receipt of the
request.>’

If errors are discovered in the disclosures, the service provider must correct the disclosure
as soon as practicable but no later than 30 days after the provider becomes aware of the error or
omission.®

The Plan Fiduciary’s Responsibilities

In addition to requiring covered service providers to disclose their compensation and
service arrangements, the plan fiduciary is responsible for collecting these disclosures from
covered service providers. If the responsible plan fiduciary causes a plan to enter into a
prohibited transaction with a service provider, both parties will have violated the prohibited
transaction rules. However, the DOL takes the position that an otherwise diligent plan fiduciary
should not be penalized as aresult of afailure by a plan service provider to make the required
disclosure. Accordingly, the regulations offer exemptive relief to the plan fiduciary if certain
conditions are satisfied.

For aresponsible plan fiduciary to qualify for this exemption, the plan fiduciary must not
have known that the covered service provider failed to provide complete disclosure. If the
fiduciary discovers that the covered service provider has not fully disclosed its compensation
arrangements, the responsible plan fiduciary must request the service provider in writing to
disclose the required information. If the service provider failsto cure its failure within 90 days
of the plan fiduciary’ s request, the fiduciary is required to report the failure to the DOL within 30
days thereafter. If the service provider refuses to furnish the information, the DOL must be
notified within 30 days of the refusal.

Upon discovery of afailure to disclose, the responsible plan fiduciary must evaluate the
nature of the failure, the availability, qualifications, and cost of replacement service providers
and the covered service provider’ s response to notification of the failure. After evaluating these

% ERISA Regulation § 2550.408b-2(c)(1)(v)(B).
37 ERISA Regulation § 2550.408b-2(c)(1)(vi)(B).
3 ERISA Regulation § 2550.408b-2(c)(1)(vii).
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criteria, the responsible plan fiduciary must then determine whether or not to continue doing
business with the covered service provider.

While these requirements are helpful by providing an exception for the responsible plan
fiduciary for situations in which complete disclosures are not made, a question remains as to
whether the responsible plan fiduciary could be deemed to know about inadequate disclosures.
For example, at the end of every plan year the responsible plan fiduciary or plan administrator
should receive an accounting detailing plan costs. |If disclosures are madein the form of a
formula and the costs of the services do not reflect the fees actually deducted from assets, is the
responsible plan fiduciary considered to have knowledge of the inadequacy of disclosures?
Moreover, for indirect compensation based on various formulas can be difficult for even service
providersto easily explain requiring a plan fiduciary to accurately calculate costs as a check on
the service provider may represent an additional trap for the fiduciary.
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Chapter 4 — Service Providersas Fiduciaries

One of the extraordinary features of ERISA isthat it can nullify the terms of an
agreement for plan-related services by re-defining the rights and responsihbilities of the respective
parties and imposing penalties for failing to satisfy the revised terms of the agreement. Financial
advisers who provide investment related services to plans should pay particular attention to this
aspect of ERISA. Advisers should aso note that plan sponsors may or may not be able to shift
certain investment responsibilities that ERISA otherwise imposes on the plan sponsor to the
financial adviser, depending on the role assume by the adviser.

ERISA § 3(21) setsforth three criteriato determine whether a person isafiduciary. As
discussed in Chapter 1, these criteriaare (i) exercising discretionary authority over plan
management or any authority over the management of plan assets, (ii) providing investment
advicefor afee, and (iii) having discretionary authority over plan administration. If aservice
provider performs any of these functions, the provider isan ERISA fiduciary and must meet the
obligations imposed by ERISA as aresult of such status. Thus, while several types of service
providers that are fiduciaries are discussed below, these are just examples illustrating how
service providers may become afiduciary.

I nvestment Advisers

Investment advisers are frequently classified as ERISA fiduciaries by virtue of rendering
investment advice for afee. Thisisfor fairly obvious reasons. investment advisers, by
definition, advise plans on how to invest plan assets for which they receive compensation from
either the plan, the plan sponsor or athird party, such as a mutual fund. The regulation
governing the definition of investment advice is more complicated, excusing some investment
advisers from fiduciary status.

These regulations are subject to change. As discussed in Chapters 2, the DOL recently
proposed, and subsequently withdrew, regulations that would have greatly expanded the
definition of investment advice, resulting in more people being classified as investment advice
fiduciaries. Plan fiduciaries and service providers alike should carefully watch developments
with respect to these regulations, as they are likely to have a significant impact on ERISA plan
management.

Certain activities will not cause an adviser to become afiduciary. First, adviceis not
investment adviceif it qualifies asinvestment education. Providing plan participants with
general financial and investment information and materials that help them make informed
investment decisions without pushing for any particular plan investment option will not result in
fiduciary status for an adviser.®® In addition, if the proposed regulations redefining the meaning
of investment advice had been finalized, advisers might have qualified for a safe harbor carved
out in the new rules. If the safe harbor is retained in the next iteration of the rule, advice will not
result in fiduciary statusif the service provider makesit clear that the advice is not being offered
impartially and that the service provider does not have the best interests of the plan in mind.

39 See Chapter 11 for more details on what comprises investment education.
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On the other hand, the courts have held that if a plan sponsor is too dependent on a
financial adviser’sinvestment advice, the adviser is subject to the fiduciary requirements of
ERISA even if the parties have agreed in writing that the adviser will not be providing fiduciary
advice. These casestypically involve situations in which the plan sponsor routinely “rubber
stamps’ the adviser’ s recommendations, effectively creating an understanding between the
parties that the recommendations are serving as a primary basis for the sponsor’ s investment
decisions.*® Thus, advisers who wish to avoid fiduciary status under the current regulations
should ensure that plan fiduciaries are not using their advice as a primary basis for investment
decision making.

Broker-Dealers

A person is an investment advice fiduciary under ERISA only if he or she makes
investment recommendations that are tailored to the particular needs of a plan or participant. In
addition, such advice must be rendered on aregular basis and it must be understood that such
advice will be aprimary basis for the recipient’ s investment decisions.

Under the securities laws, broker-dealers that execute transactions are allowed to give
incidental investment advice in the course of their business. Most broker-dealers take the
position that such incidental advice is only general information and does not take the particular
needs of the plan or participant into account. Under such circumstances, a broker’s incidental
advice would not constitute fiduciary advice for purposes of ERISA.

Nevertheless, the relationship of some broker-dealers with their clientsis such that the
broker crosses the line and becomes afiduciary. Thisismorelikely to occur where the advice is
rendered over an extended period of time and there is evident reliance on such advice by
decision-makers for the plan. In such cases, a broker-dealer may become a fiduciary under
ERISA and thereby subject to ERISA’ s high fiduciary standards. This outcome would eliminate
the ability to make conflicted recommendations designed to encourage investments that generate
higher fees for the broker. For practical purposes, this means that the broker would be unable to
accept commission-based compensation. Brokers that are ERISA fiduciaries are limited to
compensation that will not enable them to generate additional fees based on their advice. Such
brokers would be limited to level compensation, such as fees based on a percentage of plan
assets.

Asrequired under the Dodd-Frank Act, in January 2011, the SEC’ s staff published a
study on the different standards of conduct that currently apply to broker-dealers and investment
advisers. In sum, the SEC staff’s report recommended that the SEC consider rulemakings
consistent with the authority already granted to the SEC under the Dodd-Frank Act, to create a
uniform fiduciary standard that would apply to both brokers and registered investment advisers
when they provide personalized investment advice to retail customers. The report did not
provide guidance on the extent to which plan clients would be viewed as retail customers.

4 See e.g., Santon v. Shearson Lehman/American Express, Inc., 631 F. Supp. 100 (N.D. Ga. 1986). Seeaso F.W.
Webb Co. v. Sate Street Bank and Trust Co., No. 09 Civ. 1241(S.D.N.Y. Aug 12, 2010); Ellis v. Rycenga Homes,
Inc., 484 F. Supp. 2d 694 (W.D. Mich. 2007).
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Depending on how the SEC decides to exercise its rulemaking authority under Dodd-
Frank, brokers who advise plan clients and participants may be significantly affected and may be
subject to new conflicts-related disclosure requirements under the securities laws. These
changes would be in addition to any future regulatory changes imposed by the DOL concerning
when and how a broker could be viewed as providing fiduciary “investment advice” for ERISA
purposes.

Recordkeepers

The activities of plan recordkeepers are generally confined to a narrow range of
ministeria functionsthat do not giveriseto fiduciary status. Asthe DOL has noted, when a
recordkeeper acts “within aframework of policies, interpretations, rules, practices and
procedures made by other persons,” heis not acting in afiduciary capacity.** Accordingly,
functions, such as the maintenance of participants service and employment records, preparation
of reports and the cal culation of benefits generally do not involve the exercise of authority over
the plan or plan assets such as will cause the providers of such services to be afiduciary.*?

If recordkeeping is bundled with other services, a different result may ensue. A service
provider that gives investment advice and aso keeps records for the plan will be afiduciary even
if some work isministerial.

Third Party Administrators

Therole of third party administrator (also referred to asa“TPA”) varies with the terms
specified in each TPA’s service agreement. In general, however, the TPA assists the named
fiduciary or plan administrator in such matters as determining eligibility for and payment of
benefits, plan funding and reporting and legal compliance. While the TPA may give advice on
these matters, the ultimate responsibility for such issues falls on the employer and the plan
administrator. Generally, the TPA does not make discretionary decisions about the plan’s
operations and does not have authority over the plan or plan assets. Because of this, the TPA, in
most cases, is not a plan fiduciary.

Attorneys, Actuaries, Accountants and Consultants

Generdly, attorneys, accountants, actuaries and consultants performing their usual
professional functions are not treated as plan fiduciaries solely because they perform such
services. However, such an individual could be considered afiduciary if, based on the facts and
circumstances, the individual exercised discretionary authority or control over the management
or administration of aplan or any authority or control with respect to the management or
disposition of plan assets. Fiduciary status could also result if such persons rendered investment
advice for afee or possessed discretionary authority or responsibility in the administration of a
plan.*® Certain consultants on whom plan clients place a significant degree of reliance when
making investment decisions may aso be found to be acting in afiduciary capacity.

4 Interpretive Bulletin 75-8, Question D-2, 29 CFR §2509.75-8.
421d.
43 ERISA §3(21)(A); 29 CFR §2509.75-5, D-1.
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Chapter 5—Participant Level Disclosures

As complex as the rules governing the management of plan assets can be for plan
fiduciaries and administrators, understanding the ins and outs of a plan can be even more
daunting for participants and beneficiaries.** The plan’s governing documents provide the rules
for how a specific plan is managed, but this material is neither readily available nor easy to
understand. Participants need to know their rights under the plan in order to properly exercise
thoserights. It isalso important for participants to understand the investment options available
to them so they can devise appropriate asset allocations that meet personal risk/return criteria.
Information also serves as a check on fiduciaries. Only by knowing how the plan is being run
can participants and beneficiaries be sure that fiduciaries are fulfilling their obligations under
ERISA.

In light of the above, ERISA requires plan administrators to disclose important
information to plan participants. Disclosure requirements are governed by fiduciary duties, in
addition to the regulations promulgated thereunder. DOL regulation § 2550.404a-5 addresses
disclosure requirements for participant-directed plans, including 401(k) plans, under which
participants can control the investment of their plan accounts. Participant-directed plans make
up asignificant portion of all current ERISA plans; therefore, these requirements are relevant to
many plan administrators.*

Beyond the requirements of participant-directed accounts, ERISA mandates that
participants be notified of all essential information about the plan and changesto the plan. This
includes updates on plan funding, accrued and vested benefits, and significant events, such as
plan termination. Providing these notices to plan participants and beneficiariesis afiduciary
duty.

I nvestment Notices & Other Fees

DOL regulation 8§ 2550.404a-5, finalized in October of 2010 and effective for plan years
commencing on or after November 1, 2011, establishes rules for disclosure with respect to
participant-directed plans. The disclosure requirement covers two broad areas: (1) plan-related
information, such as an explanation of when participants and beneficiaries may give investment
instructions, identification of the plan’s investment alternatives (including brokerage windows)
aswell as fees and expenses for plan administration and (2) information about the plan’s
investment alternatives including historical performance, comparative benchmarks and
shareholder fees charged against a participant’ s account.

The regulation isintended to ensure that participants are made aware of their rights and
responsibilities under the plan and that they be given sufficient information to make informed
decisions. Under the new rules, plan administrators are required to provide all information

4 For purposes of this chapter, we will use participants, beneficiaries and alternative payees interchangeably as
having the same meaning. Both are entitled to the same disclosure notices from plan administrators.

% The DOL estimates that there are close to 483,000 participant-directed individual account plans with 72 million
participants and assets of almost $3 trillion. 75 F.R 64,910 (Oct. 20, 2010).
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before participants can direct their first investment decision and at least annually thereafter.*® In
some cases, expenses must be reported quarterly.*” Additionally, with any change to plan
information, participants must be given a description of the change no earlier than 90 days before
the change becomes effective and no later than 30 days before the effective date.®®  All
information about investment alternatives must be provided in a comparative format. This
includes comparisons on fees, returns, trading options, etc.

Some of the disclosure requirements can be satisfied by passing through information
received from plan service providers and issuers of the plan’sinvestment options, such as mutual
funds. Doing so may cover the disclosure requirements for how and when investments can be
made, administration fees, and individual investment fees.

I nvestment Options and Fees

The new rules require that before the date participants first have the ability to direct their
investments and at least annually thereafter, plan administrators must provide them with certain
investment-related information. This includes an explanation of the plan’s operational rules
regarding the circumstances under which participants may give investment instructions,
including any limitations on such instructions, the identification of the plan’s investment options
and any designated investment managers, and a description of any brokerage window or similar
arrangement made available under the plan.

In addition to information on how to exercise investment rights, administrators must
disclose an array of information intended to aid participants in selecting investment alternatives.
To meet this requirement, a plan administrator must provide the name of each designated
investment alternative, the type or category of the investment and a website where participants
and beneficiaries can learn more about the investment.*® Participants must also be informed of
the performance data of each investment alternative. Performance datais required to include
average annual total returnsfor the past 1, 5 and 10 calendar years, starting with the last
completed year. For investment options with fixed rates of return, information regarding the rate
of return, and the extent of the issuer’s right to change the rate must be disclosed.

The regulation specifies that the information should be presented “in a chart or similar
format that is designed to facilitate comparison.”>® Further, the disclosure with respect to
investment alternatives that do not have afixed rate of return should a so include the names and
returns of an appropriate broad-based securities market index so that participants can benchmark
the performance of the plan’s investment options. For example, if participants can purchase a
security traded on the S& P 500, returns for the S& P 500 might be provided side by side with the
rates of return for the specific security. Benchmarking information should be provided for the

46 ERISA Regulation § 2550.404a-5(c)(2)(i)(A), (c)(3)(i)(A) and (d)(1).

4T ERISA Regulation § 2550.404a-5(c)(2)(ii).

“8 ERISA Regulation § 2550.404a-5(c)(2)(i)(B).

4 A specific URL that allows participants to access information is required. The website must provide information
on: theinvestment alternative' sissuer, investment objectives, principal strategies, portfolio turnover rate,
performance data, and fee and expense information. 29 CFR 2550.404a-5(d)(1)(v).

%029 C.F.R. § 2550.401a-5(d)(viii)(2). For an example of comparative chart, see Appendix to §2550.404a-5, 75 FR
64942,
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same periods for which performance data must be provided with respect to a plan investment
option.*!

Plan administrators must aso provide participants annually with a description of the fees
and expenses of the plan’ s various investment alternatives that may be charged against a
participant’ s individual account and disclose the amount of such fees and expenses. Such
shareholder-type fees may include commissions, sales loads, sales charges, deferred sales
charges, redemption fees, surrender charges, exchange fees, account fees and purchase fees and
should be distinguished from an investment’ s total annual operating expense. The latter, which
includes investment management fees, distribution fees, service fees, separate account expenses
aswell as mortality and expense risk fees, must be disclosed separately as a flat dollar amount as
well as an expense ratio.

In addition to disclosing costs, plan administrators must furnish participants with a statement
explaining that investment cost is only one of many factors to consider when making an
investment decision and another statement to the effect that investment costs, when aggregated,
may become significant.>

Administrative Fees

Plan participants must also receive an explanation of general administrative service fees
associated with plan participation and any potential individual expenses that may be charged to
their accounts. A general explanation of these expenses needs to be disclosed before the date on
which a participant can first direct hisinvestments, aswell as annually. Specific® dollar charges
against a participant’ s account must be included on a quarterly statement. Thus, when money is
taken out of a participant’ s account, the® participants must be informed of the exact amount that
was spent and the service for which the money was expended. Quarterly reporting does not
apply when the expenses are reflected in the total annual operating expenses of one of the plan’s
investment options. For example, if administrative fees are paid entirely through indirect
compensation flowing from a plan’sinvestment in amutual fund (e.g. 12b-1 fees), the fees
would not be subject to quarterly disclosure but, an explanation of the fact that the 12b-1 fees are
used to pay administrative services must be provided on the quarterly statement.

The regulation mandates inclusion of administrative expenses, such aslegal,
recordkeeping and accounting fees on the quarterly disclosure statement. This information only
needs to be disclosed to the extent that these expenses have actually been charged against a
participant’s account.

Administrators must aso furnish plan participants with an explanation of expenses
charged against a participant’s account on an individual rather than a plan-wide basis, such as
feesrelated to processing loans or qualified domestic relations orders, as well as charges for
investment advice, sales charges, redemption fees and investment management fees. While the

S1ERISA Regulation § 2550.404a-5(d)(1)(iii).
52 ERISA Regulation § 2550.404a-5(d)(1)(iv).
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actual charge for such individual expenses must also be reported to a participant quarterly, a
confirmation statement after the charge is deducted from the participant’ s account would satisfy
this requirement, thereby eliminating the need to include the charge on a subsequent quarterly
Statement.

Information Available upon Request

In addition to required annual disclosures, administrators of participant-directed plans
must also furnish certain information if requested by a participant or beneficiary. Accordingly,
upon request, participants must be provided copies of fund prospectuses as well as any financial
statements, shareholder reports and similar materials related to a plan’ s investment alternatives.

The participant-level disclosure requirements are applicable for plan year beginning on or
after November 1, 2011. However, a special transition rule postpones the date that initial
disclosures must be furnished no later than 60 days after this applicability date or 60 days after
the effective date of plan-level disclosure required under the new Section 408(b)(2) regulations.
Since plan-level disclosures have been delayed until April 1, 2012, the first set of initial
disclosures to plan participants (i.e., all disclosures other than quarterly disclosures) for a
calendar year plan will be due no later than May 31, 2012. Thefirst quarterly disclosures for the
second quarter of 2012 will be due August 14, 2012.%°

QDIA Disclosures

Aswith investment alternative disclosures, participants must be informed of the
consequences of failing to choose an investment option. If such afailure occurs, contributions
made to a participant’ s account may be invested in a qualified default investment alternative
(“QDIA”).% To obtain relief from liability for losses resulting from such an investment, the plan
must provide affected participants with atimely QDIA notice. The notice must be furnished (i)
at least 30 daysin advance of plan eligibility or (ii) at least 30 days in advance of any first
investment in aQDIA on behalf of the affected participant. If the participant has the opportunity
to withdraw from the QDIA, the notice may be made as late as the date of plan eligibility.
Partici5|a7)ants must also be given QDIA notices at least 30 days in advance of subsequent plan
years.

The requirements for QDIA notices are similar to those of investment disclosures and
summary plan descriptions (discussed below). The notice must be written in a manner calculated
to be understood by the average plan participant. Participants should be informed of when and
the extent to which their account assets will be directed to the QDIA. The notice should describe
the right of participantsto direct the investment of assetsin their accounts (similar to the
requirements of the investment notices described above). A description of the QDIA should be
provided including a description of its investment objectives, risk and return characteristics, fees
and expenses. In addition, participants need be informed of where they may obtain information

%5 See 76 F.R. 42539, at 42541 (July 19, 2011).
%6 QDIA requirements are discussed in ch. 7. For now, we only address the notice requirements for a QDIA.
" ERISA Regulation § 2550.404c-5(c)(3).
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about other investment alternatives available to them under the plan and their right to direct
account assets to the other investment alternatives.

Summary Plan Description

Unless requested, plans are not required to give participants an actual copy of the plan
document. Instead, plans are required to distribute a Summary Plan Description (“SPD”) which
isawritten summary of a plan’s contents. An SPD must be written so that the average plan
participant can understand it, and must clearly apprise participants and beneficiaries of their
rights and responsibilities under the plan.® For new plans, an SPD must be distributed to each
employee covered by the plan within 120 days of the date on which the plan becomes subject to
ERISA which generally occurs on the first day an employeeis credited with an hour of service
under the plan.>

The SPD must be furnished to new employees within 90 days of becoming a participant
(or within 90 days of benefit commencement for beneficiaries). Additionally, if there are changes
made to the plan, an updated SPD that includes all those changes must be furnished every five
years. The plan administrator must provide participants with a completely restated SPD every
ten years, even if no amendments or changes were made since distribution of the last SPD.

Plans may be required to provide summaries of material modifications (“SMMSs”)
describing plan changes not included in arestated SPD as changes in the plan occur. An SMM
must be provided within 210 days after the end of the fiscal year in which the change was
adopted. Group health plans are subject to specia rules that require furnishing participants and
beneficiaries with an SMM no later than 60 days following a change that constitutes a material
reduction in covered services or benefits under the plan unless the plan provides SMMs at
regular intervals of no more than 90 days. For this purpose, a material reduction in covered
services or benefitsis any change to the plan that would be considered an important reduction by
the average plan participant, such as a reduction or elimination of benefits, or an increasein
premiums, deductibles, copayments, coinsurance or other amounts paid by a participant.°

SPDs must accurately disclose alarge amount of information to participantsin order to
comply with ERISA. The information to be provided includes:

e Thename of the plan and the commonly used name of the plan (if the two are
different);

e The name and address of the employer or the employee organization that maintains
the plan;

e The employer identification number of the plan sponsor and the plan number;

e Thetype of pension or welfare plan;

e Thetype of administration of the plan;

%8 The DOL recommends avoiding using technical jargon as well as complicated sentence structure to ensure this
goal. Administrators should base their determinations on the general level of education of participants and act
accordingly. The use of clarifying examplesis recommended. 29 C.F.R. § 2520.102-2(a).

%9 ERISA Regulation §2520.104b-2(a).

80 ERISA § 733; ERISA Regulation § 2520.104b-3(d)(3).
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The name and address of the person upon service of process should be delivered;
The name and address of the plan administrator;

The date the plan year ends; and

The name, title and address of each person who serves as atrustee, as well as their
principle place of business.

Moreover, participants must be fully informed about plan requirements for eligibility,
vesting, distributions and termination of benefits®® These requirements include descriptions of:

e The conditions under which participants will be eligible to receive benefits, including
the normal retirement age;

e Procedures for qualified domestic relations orders;

e Theplan’s conditionsfor eligibility;

e For welfare benefit plans that use group health providers, information about any fees,
caps and restrictions pertaining to receipt of medical benefits;

e A description of any joint or survivor benefits

¢ Circumstances, if any, where participants may be disqualified, forfeit or otherwise
lose benefits that the participant would expect to receive;

e The circumstances and authority of administrators to change or terminate the plan, as
well as the procedures involved in plan termination;

e Rulesregarding years of service for purposes of eigibility, vesting, and breaksin
service; and

e The sources of contribution to the plan.

Finally, the SPD is also atool to ensure that participants and beneficiaries are capable of
enforcing rights they have otherwise been denied. The SPD must describe the means through
which participants may apply for benefits and pursue grievances. Thus, the SPD must publish
the process that participants must utilize to claim benefits, including time limits and available
remedies. This requirement need not be part of the SPD but can be given separately, so long as
the SPD has a statement stating that participants may receive a copy of thisinformation without
any fee. The SPD also must contain a description of a participant’s rights under ERISA .52

Notice of Significant Reduction in Benefit Accruals

ERISA § 204(h) and Code 8§ 4980F require that participants be provided with advance
written notice of a pension plan amendment that would significantly reduce the rate of future
benefit accruals. Plans affected by this requirement include defined benefit pension plans and
individual account plans that are subject to the Code' s minimum funding standards, such as a
money purchase pension plan. The notice requirement would be triggered by, among other
actions, aplan termination as well as a reduction of an early-retirement benefit or retirement-type
subsidy. Conversion of amoney purchase plan into a profit sharing plan or any other plan not

61 All of the SPD’s information must be displayed in the same format. Administrators cannot attempt to hide
information that may reflect negatively on the plan. ERISA Regulation § 2520.102-2(b).
62 ERISA Regulation. § 2520.102-3(t)(2) contains a model description of ERISA rights for participants.
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subject to the Code’ s minimum funding rules would a so be considered a significant reduction in
the rate of future benefit accruals.®®

A significant reduction in benefits must be disclosed within a reasonable time before the
effective date of the proposed amendment which applicable regulations construe as 45 days.%*
Aswith an SPD, a Section 204(h) notice must be written so that the average plan participant will
understand the effects of the plan anendment. The notice must provide a narrative description of
the benefit or formula being amended both before and after the amendment’ s effective date.
While it may be provided in written or elective form, plan administrators must ensure that the
delivery method resultsin actual receipt.

64 Current regulations define a reasonable time as, generally, 45 days before a reduction becomes effective, for plans
with fewer than 100 participants and multiemployer plansthe notice is 15 days. 26 C.F.R. § 54.4980F-1(Q& A-9).
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Chapter 6 —Managing Your Fiduciary Duties

In Chapter 1, we discussed what makes a person a fiduciary and the nature of fiduciary
duties. Failureto meet these duties creates liability for fiduciaries, but there is more to the
fiduciary requirements than fulfilling your personal duties. There are avariety of mechanisms
available when designing an employee-benefit plan that will limit the personal liability of both
formally designated plan fiduciaries and those who are deemed to be plan fiduciaries because of
the functions they perform. Nonetheless, fiduciaries may seek to limit their potential
responsibilities—and their potential liabilities—they may be liable for the actions of other plan
fiduciaries, depending on the circumstances that bring about that liability.

Limiting Personal Liability

Because of the significant monetary and equitable remedies to which they may be
exposed, fiduciaries seek to limit their liability for plan losses. ERISA provides several
mechanisms that reduce afiduciary’s exposure to liability for investment decisions. The most
significant liability shield, directed accounts controlled by participants, is discussed below.

Participant Directed Accounts

One of the primary ways that fiduciaries can limit their exposure to liability is ERISA
8§ 404(c) which provides relief from liability for losses resulting from participant investment
decisions made under an individual account plan. For afiduciary to be eligible for 404(c)
protection, the plan must offer participants “a broad range of investment alternatives’ and ensure
that participants have sufficient information to make informed investment all ocation decisions
within the meaning of DOL regulations.
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Diagram 2. Determining if a Plan Isa 8404(c) Plan

INSTRUCTIONS: Use the flowchart below to determineif a participant-directed account planis
a8 404(c) Plan.

The plan
isNOT a
8 404(c)

Plan.

Isthe plan an individual account plan?

A 4

Yes

A 4
Does the plan provide an opportunity for
participants and beneficiaries to exercise
control over the assets in their individual
accounts? (see flowchart on next page)

A\ 4

Yes

A 4

Does the plan provide participants and
beneficiaries the opportunity to choose
the manner in which some or al of their
accounts are invested from a broad range
of investments options? (see flowcharts
on following pages)

\ 4

Yes
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Opportunity to Exercise Control

A 404(c) plan must give participants the ability to exercise control over assetsin their
accounts. A participant will be deemed to have this power if two criteria are met.®® First, the
participant must have a reasonable opportunity to give investment instructions to an identified
plan fiduciary. The plan document must expressly provide for this right, and the fiduciary must
be obligated to follow the participant’ s instructions.

Second, a participant must be given or have the opportunity to obtain enough investment
information to make an informed investment decision. Three types of information must be given
to participants to satisfy this requirement. First, the participant must be given an explanation that
the plan isintended to be a 404(c) plan and that fiduciaries may be relieved of liability for losses
resulting from the participant’ s investment instructions. Additionally, fiduciaries must provide
participants with the required disclosures prescribed in 82440.404a-5 of the Department of
Labor’'sregulations. Finaly, if the plan offers employer stock as an investment alternative, the
participants must be provided with a description of the procedures established to provide for the
confidentiality of information relating to the purchase, holding and sale of employer securities,
and the exercise of voting rights. The name, address and, telephone number of the plan
fiduciaries responsible for monitoring compliance with these procedures must also be provided.

A plan may still qualify as a404(c) plan even if it imposes certain restrictions upon
participant choice.%® For example, aslong as there are procedures in the plan document that
inform participants of actual expenses incurred on their individual accounts, the plan may charge
participants for reasonabl e expenses related to carrying out investment instructions. Further,
under certain circumstances, a plan may permit afiduciary to decline investment instructions
without jeopardizing the plan’s status under § 404(c). Thus, fiduciaries may decline investment
instructions that would result in a prohibited transaction or an instruction which would generate
taxable income for the plan.®’

Plans may also impose restrictions on the frequency of investment instructions, provided
the restrictions meet certain criteria. The restrictions must alow a participant to give investment
instructions with a frequency appropriate for the market volatility of an investment alternative.®®
In addition, a participant must be permitted to give investment instructions no less frequently
than once every three months for at least three investment alternatives, each of which must be
part of abroad range of investment alternatives.%® If there are other investment alternatives for
which participants can give instructions at a faster rate than once every three months, at least one
of the selected three investment aternatives must allow participants to give instructions as
frequently as alowed for that investment. Finally, participants must also be able to direct
investments from such alternatives into an income producing low risk fund or account at the

% ERISA Regulation § 2550.404c-1(b).

8 ERISA Regulation § 2550.404c-1(b)(2)(ii)(C).

57 ERISA Regulation § 2550.404c-1(b)(2)(ii)(B).

% ERISA Regulation § 2550.404(c) (b)(2)(ii)(C).

5 ERISA Regulation § 2550.404(c)-1(b)(2)(ii)(C)(i). A definition of a broad range of investment alternativesis
provided in the next subsection. See ERISA Regulation § 250.404c-1(b)(3).
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same frequency or as frequently as they are permitted to give investment instructions with
respect to each such alternative.”

70 ERISA Regulation § 2550.404c-1(b)(2)(ii)(C)(2)(ii).
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Diagram 3: Determining if a Plan Provides an Opportunity
to Exercise Control Over Assets

INSTRUCTIONS: Use the flowchart below to determineif a plan provides an opportunity for
participants and beneficiaries to exercise control over the assetsin their individual accounts.

Under the terms of the plan, do participants
and beneficiaries have the opportunity to
give investment instructions to an identified
plan fiduciary (in writing or otherwise) and
the opportunity to obtain written
confirmation of those instructions?

No

Participants
&

Yes
\ 4

Isthe plan fiduciary obligated to comply
with the investment instructions unless the
fiduciary is permitted to refuse to implement
those investment instructions?

No

A 4

vy Y€s

Are participants provided (or have the
opportunity to obtain) sufficient information
to make informed decisions about the
investment options available under the plan
(i.e., do they receive information required to
be disclosed and information that must be
available upon request)?

A 4

No

) 4

beneficiaries
do NOT
exercise

Participants
&
beneficiaries
exercise
control.

l Yes
No

Yeq

Arethe plan’s charges for expenses
reasonable?

A 4

No

Does the participant have independent
control with respect to the transaction?

A

Yes

A 4

With respect to the exercise of voting
tender and similar rights appurtenant to the
participant’s or beneficiary’s ownership in
an investment, is the participant’s or
beneficiary’ s investment the result of an
exercise of control, and was the individual
provided a reasonable opportunity to give
instruction with respect to such incidents
of ownership?

A 4

No

Are restrictions on the frequency of
investment instructions reasonabl e?

A

Yes

In the case of a sale, exchange or leasing of
property between a § 404(c) Plan and a
fiduciary (or affiliate of fiduciary), or a
loan to afiduciary (or affiliate of
fiduciary), isthe transaction fair and
reasonable to the participant or
beneficiary?
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Broad Range of Investment Alter natives

In order to qualify for relief under 404(c), participants must be given the opportunity to
invest in a broad range of investment alternatives.” This requires that participants must have a
reasonabl e opportunity to materially affect the potential return and the degree of risk on their
individual accounts.”> When determining whether a plan provides a reasonabl e opportunity to
diversify participant assets, fiduciaries should consider the nature of the investment alternatives
and the size of the portion of the participant’s account over which he is permitted to exercise
control.

The investment alternatives have specific requirements aswell. There must be at |east
three core aternatives into which participants may direct their account funds. Each of these
alternatives must be diversified and have materially different risk and return characteristics.”
The core aternatives must, in the aggregate, enable the participant to achieve a portfolio with
aggregate risk and return characteristics at any point along the range normally appropriate for the
participant. Finally, each of the core alternatives, when combined with investments in the other
core alternatives, must tend to minimize, through diversification, the overall risk of a
participant’s portfolio.”

7L ERISA Regulation § 2550.404c-1(b)(3)

724,

73 ERISA Regulation § 2550.404c-1(b)(3)(i)(B).

74 ERISA Regulation § 2550.404c-1(b)(3)(i)(B)(4).
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Diagram 4. Determining if a Plan Provides a Broad Range
of Investment Options

INSTRUCTIONS: Use the flowchart below to determine if a plan provides a broad range of investment

options to participants and beneficiaries.

Does the participant or beneficiary have a
reasonable opportunity to materially affect
the potential returns on amountsin his
account over which he exercises control 7

No

Does NOT
offera

A 4

Yes

Does the participant or beneficiary have a
reasonable opportunity to materially affect
the degree of risk with respect to the
amounts in his account over which he
exercises control?

No

Yes

A 4

Does the participant or beneficiary have a
reasonable opportunity to choose from at
least three investment options:

0 Each of whichisdiversified;

0 Each of which has materially different
risk and return characteristics;

0 Whichin the aggregate allow the
individual to achieve a portfolio with
aggregate risk and return
characteristics at any point within the
range normally appropriate for such
individual; and

o0 Each of which when combined with
the other plan options tendsto
minimize through diversification the
overall risk in theindividual’s
portfolio?

A 4

No,

Yes

A

No

broad range
of
investment

Does offer
abroad
range of

investment

vehicles.

A

No

If look-through investment vehicles are
offered to participants and beneficiaries,
are the underlying assets considered in
determining whether the plan satisfies the
requirement to provide a broad range of
investment alternatives?

A

Yes

A

Does the participant or beneficiary have a
reasonable opportunity to diversify the
investment of that portion of the account
over which he exercises control in order to
minimize risk of large losses, taking into
account the nature of the plan and the size
of such individua’s account?

A
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Exercise of Control

The last requirement for qualification as a404(c) plan isthat participantsin fact exercise
independent control over their plan account. Fiduciaries are only relieved from liability for those
plan assets that are managed by the individual participants. For example, if aplan allows
participants to direct the investment of half of their plan account but the plan fiduciary directs the
other half, the normal level of liability exists for the portion of the account that remains under the
fiduciary’s control. Fiduciaries may only be relieved of liability for the plan assets over which
the participant has discretionary control.

8 404(c) relief applies only when a participant’ s exercise of control over account assets
has been independent. The determination as to what constitutes independent control is afact
specific question, based on the circumstances of the particular case. ERISA Regulation 8
2550.404c-1(c)(2) lists three circumstances that can cause the loss of such independence. Thus,
improper influence by a plan fiduciary will negate independence. In addition, if afiduciary
conceals amateria non-public fact regarding an investment, the investment will lack
independence unless the fiduciary is prohibited by federal or state law from revealing the
information. Finally, independent control cannot be exercised when the participant is legally
incompetent and the fiduciary accepts the instruction knowing the participant is legally
incompetent.

Other Means of Limiting Liability

In addition to designing the plan to provide for participant-directed accounts that qualify
under Section 404(c), fiduciaries have other methods of limiting liability. Following best
practices for fiduciaries will significantly lower the odds of a claim for breach of fiduciary duty.
Reading and following the terms of plan documents and properly documenting all decisions and
the process by which those decisions came about will also lower exposure to liability.

Plans can also establish qualified default investment alternatives (*QDIA”) that can
reduce therisk of fiduciary liability. If the QDIA is selected and monitored prudently,
participants who default into that investment alternative™ will be treated as having selected the
investment themselves. Thus, these participant accounts would be treated like an independent
investment decision in a404(c) plan.

Delegating authority to other fiduciariesis afurther means of limiting the liability of any
individual fiduciary.

Delegating Fiduciary Duties

Plans may divide authority among various fiduciaries so that a fiduciary will only be
responsible for the sphere of activity over which that fiduciary has authority. ERISA § 405(c)

S Participants will default into an investment alternative when they have the power to make investment decisions
and do not make any such decision. For example, if a participant optsinto a salary reduction program or is
automatically enrolled in such a plan, but does not pick amongst the menu of investment aternatives, hislack of
decision istreated asif he decided to invest in the QDIA for 404(c) purposes.
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provides rules by which plan documents may prescribe a procedure for the del egation of
fiduciary authority. Fiduciary authority cannot be delegated without following this procedure.
Evenif fiduciaries informally delegate authority, the transfer of authority will not be treated as
legally relevant.”® These procedures may also allow named fiduciaries to cause other individuals
to become fiduciaries. On the other hand, there is an express prohibition against del egating
trustee responsibilities.

A delegation of authority will generally relieve afiduciary of liability for matters beyond
his or her control. However, thiswill not be the caseif afiduciary is otherwise liable through
co-fiduciary liability (discussed in the next subsection). Additionally, a named fiduciary will not
typically be held liable for the actions of a person they appoint to be afiduciary through plan
procedures, except in one of three circumstances. Thus, if the named fiduciary violates the duty
of prudence and loyalty imposed by ERISA § 404(a)(1)" with respect to (i) the allocation or
designation, (ii) the establishment or implementation of the delegation procedure, or (iii) the
continuation of the allocation or designation, then the named fiduciary will retain responsibility
for the actions of the person appointed to act in hisplace. Thus, if anamed fiduciary designated
aperson to perform afiduciary function but failed to prudently monitor the designee’s
performance of that function, the named fiduciary would be potentially liable for the designee’'s
negligent performance.

Co-Fiduciary Liability

Fiduciaries are responsible for their own conduct but may be responsible for the conduct
of other fiduciariesaswell. There are three circumstances that will cause afiduciary to beliable
for the breach of another fiduciary. These e circumstances are in addition to any liability the
fiduciary may incur himself.”® For the purposes of clarity, we will refer to the breaching
fiduciary as “Fiduciary B” and the fiduciary who would become liable because of Fiduciary B as
“Fiduciary A.” First, if Fiduciary A participates knowingly in or knowingly attempts to conceal
an act or omission of Fiduciary B that constitutes a breach of fiduciary duty, Fiduciary A isliable
for the acts of Fiduciary B if he knows such an act or omission isabreach. Second, if a
Fiduciary A enabled Fiduciary B to commit a breach through Fiduciary A’ s failure to comply
with hisown fiduciary duties, then Fiduciary A will be responsible for Fiduciary B’ s breach.
Third, if Fiduciary A knows of abreach by Fiduciary B, Fiduciary A isliable for that breach
unless Fiduciary A makes reasonable efforts to remedy the breach.

Liability Insurance

Under ERISA 8 409(a), fiduciaries are personally liable for their breaches of fiduciary
duty; accordingly, if a plan participant makes a claim, any damages are paid by the breaching
fiduciary, not by the plan. Fiduciaries may be indemnified against potential damages through
insurance contracts. ERISA 8 410(b) explicitly permits fiduciaries to acquire such contracts and
allowsfor plan sponsors to purchase such insurance on behalf of employees who serve as
fiduciaries. However, a plan may purchase insurance for its fiduciaries to cover liability or

6 ERISA Reg. §2509.75-8; FR-13.
"7 Discussed in full in Chapter 1.
78 ERISA § 405(a).
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losses occurring by reason of the act or omission of afiduciary, only if such insurance permits
recourse by the insurer against the fiduciary for a breach of fiduciary duty.”

The plan itself cannot relieve afiduciary from liability. No provision of aplan
instrument that purports to relieve afiduciary from responsibility or liability will be upheld by a
court of law, as ERISA 8 410(a) specifically states that such provisions are void as against public

policy.

7 ERISA § 410(b)(1).
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Chapter 7 — Consequences of Failing to Meet your Fiduciary Duty

ERISA fiduciaries are personadly liable for breaching their fiduciary duties. The
breaching fiduciary is responsible for making on any losses that result from the breach and for
returning to the plan any profits the fiduciary may have made through the use of plan assets.®® A
breaching fiduciary also may be subject to court approved equitable remedies. Aside from being
subject to those remedies, there are additional civil penalties, imposed by the DOL and IRS that a
breaching fiduciary may face. While the costs associated with restoring the plan to normality are
unavoidable once there has been a breach, fiduciaries may, in certain circumstances, avoid
further penalties through corrective action.

Typesof Violations

ERISA imposes numerous requirements on fiduciaries, as demonstrated throughout this
book, and failure to fulfill these obligationsis a breach of duty. Part 5 of Subtitle B of ERISA
provides for civil enforcement and criminal penalties related to fiduciary violations.

Civil Violations

ERISA requires plan administrators to furnish participants with certain information, such
as asummary plan description, and gives participants a cause of action against administrators
under § 502(c)(2) for failure to comply with arequest to provide such information. The statute
authorizes a penalty of $110 per day and “such other relief as [the court] deems proper !
However, thisrelief may be limited due to the fact that the court may only order relief if the plan
administrator fails to provide appropriate documentation within 30 days after a participant
requestsit.2 On the other hand, a request for information is not required for standing to sue if
the administrator has failed to provide the information.

It isalso aviolation of ERISA to interfere with protected rights of a participant or
potential participant.®® Accordingly, it is unlawful to discipline or discriminate against a
participant for exercising any right to which heis entitled under the employee benefit plan. Such
actions will giverise to the same civil liabilities as violations of ERISA § 502, discussed below.

Any breach of the core fiduciary duties of prudence, loyalty, diversification of assets and
following plan documents that causes the loss of plan assets violates ERISA. For example, if a
fiduciary failsin his duty to diversify plan assets, and it can be demonstrated that the plan lost
money because of this failure, the breaching fiduciary would be required to pay the plan the
difference between what the plan should have earned and the amount the plan actually earned.
Similarly, engaging in a prohibited transaction by using plan assets to benefit parties related to
the plan isaviolation under ERISA and will result in fiduciary liability. Actions of co-

8 ERISA §4009.

81 The Department of Labor has adjusted the statutory amount from $100 per day to $100 per day to account for
inflation. 62 Fed. Reg. 40696, (July 29, 1997).

82 ERISA § 502(c)(1)(B).

8 ERISA §510.

{99902/A0616072.1} 44



fiduciaries, as discussed in the previous chapter, can also create liability for other fiduciaries,
assuming the standards for co-fiduciary liability are met.8

Despite these potential violations, fiduciaries are excused from liability for fiduciary
breaches committed before they became afiduciary or after their service as afiduciary ends.®®
While successor fiduciaries are not liable for afiduciary breach by a predecessor, if they become
aware of an ongoing breach, they are obligated to correct it.8 Although fiduciaries may
terminate their service as afiduciary and thereby terminate their fiduciary obligations they
cannot abandon the plan without following plan procedures. Moreover, a departing fiduciary
must ensure that another fiduciary will assume his responsibilities.®’

Criminal Violations

In addition to civil liabilities, ERISA aso imposes sanctions for criminal violations.
First, criminal penalties may be imposed on any person who willfully violates a provision of Part
1 of Subtitle B of ERISA,# which concerns the reporting and disclosure requirements of
fiduciaries, including furnishing the summary plan description and annual reports. Criminal
penalties may also be imposed for the use of violence, fraud, threat of force, etc. as ameans of
coercing a participant into not exercising rights under ERISA or the plan that the participant is
entitled to exercise.®® Further, it isacriminal violation for a person, in connection with amulti-
employer plan, to knowingly make a false statement to an employee or beneficiary about the
financial condition, benefits provided, or regulatory status of such a plan.®

ERISA also prohibits certain persons from holding plan positions. Thelist of those who
cannot serve the plan in afiduciary capacity includes persons convicted of: fraud, burglary,
arson, felony violation of state or federal drug laws, perjury, murder, rape, violation of § 302 of
the Labor-Management Relations Act, felony abuse of a person’s position or employment in a
labor organization, or conspiracy to commit any such crimes.®* No person with any of these
convictions may serve as afiduciary, administrator, officer, trustee, consultant, or advisor to an
employee benefit plan. The prohibition lasts for 13 years after the conviction or the end of
imprisonment, whichever comes later.

The United States Criminal Code aso includes certain ERISA-based violations. Thus, it
is unlawful to knowingly make a false statement in any document required under ERISA Title
1.9 Concedling arequired fact or afact that would aid in verifying or explaining the document,
isalso acrimina violation.

84 For more information on co-fiduciary liability, see Ch. 6.

8 ERISA 8 409(b).

8 Thisis not a separate fiduciary duty, but founded in ERISA § 404(a)(1)(B)’ s duty of prudence. See also DOL
Adv. Op. 76-95.

87 see Employee Benefits Security Administration, Meeting your Fiduciary Responsibilities, Department of Labor
(Jul. 26, 2011) http://www.dol.gov/ebsa/publications/fiduciaryresponsibility.html

8 ERISA §501(a).

8 ERISA §511.

% E.g. ERISA §501(b); ERISA § 519.

9 Thefull list of disqualifying criminal convictionsislisted in ERISA § 411.

9218 U.S.C. 81027.
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ERISA and Tax Code Penalties

Fiduciaries are liable for the losses they cause the plan. For example, if imprudent
investment management resultsin $1 million of losses to the plan, the breaching fiduciary would
be liable to the plan that amount. For any such breach of fiduciary duties, the Secretary of Labor
isobligated to assess an additional penalty upon breaching fiduciaries and any other person who
knowingly participates in such a breach. The penalty is 20% of the applicable recovery amount
dueto the plan. For example, if afiduciary failsto diversify plan assets, and this causes a
$100,000 loss to the plan, the fiduciary would be required to pay the plan $100,000 to restore
plan assets and the fiduciary would also owe an additional $20,000 penalty to the Department of
Labor.%

Fiduciaries and partiesin interest may also be assessed with penalties for their
participation in a prohibited transaction. This penalty may not exceed 5% of the applicable
amount. If aplan wereto lose $100,000 from investment in a business venture controlled by
parties related to the plan, a party-in-interest could be fined $5,000 for being part of a prohibited
transaction.®*

These penalties may be reduced or waived on a discretionary basis. The Director of the
Office of Exemption Determinations is delegated the authority to make such determinations for
the DOL. The Director can decide to waive or lower a penalty upon afinding that an individual
acted reasonably and in good faith when engaging in the fiduciary breach.®

The criminal penalties for ERISA violations are more severe. Any willful violation of
the disclosure requirementsin Part 1 of ERISA may result in afine of up to $100,000 and a
sentence of not more than 10 years imprisonment, or both. The same penalties apply for making
afalse statement to an employee of a multi-employer plan. Any person who intentionally
violates the prohibition against hiring a prohibited person may be fined up to $10,000 and/or
subject to imprisonment for up to five years.

Tax Code Penalties

In addition to the civil and criminal penalties that the DOL may impose, excise taxes
under the tax code may be imposed on certain plan actions. The ERISA and tax code prohibited
transaction rules mirror on another and committing what ERISA defines as a prohibited
transaction will generally result in an excise tax imposed on the responsible fiduciary. Thereisa
15% excise tax for each prohibited transaction in which a plan engages.®

Who May Bring Lawsuits For a Breach?

In order to encourage compliance, ERISA creates standing for certain plaintiffs to bring
suits for breaches of fiduciary duty. ERISA § 502(a) sets forth the persons who are empowered
to bring acivil action. Any participant or beneficiary may bring acivil action for failure to

% ERISA §502(1).

% ERISA § 502(i).

9% EBSA Enforcement Manual, Ch. 35
% 26 U.S.C. §4975().
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furnish required information, to recover benefits owed under the terms of the plan, to enforce any
violation of the plan terms or to clarify the right to future benefits under the plan.®” Participants,
beneficiaries, and plan fiduciaries may also seek injunctive relief against acts or practices which
violate ERISA or the terms of the plan, such as a prohibited transaction. These parties may also
seek other appropriate equitable relief to redress violations and enforce the terms of the plan. In
CIGNA Corp. v Amara, the U.S. Supreme Court indicated that a wide range of traditional
equitable remedies is available to ERISA participants.*®

The DOL posses similar enforcement mechanisms. The DOL is empowered to sue to
enforce plan provisions, to obtain relief for loss of plan assets, to enforce any appropriate
equitablerelief, to and enforce any provision of ERISA. The DOL is also uniquely given the
authority to seek and collect applicable civil penalties, as defined in ERISA 8§ 502.

Correcting Breaches

The Employee Benefits Security Administration (“EBSA™), adivision of the DOL,
permits fiduciariesto correct certain types of breaches without incurring the penalties associated
with the violation. Fiduciaries may apply for relief under the Voluntary Fiduciary Correction
Program (“VFCP”), provided they meet the program’ s qualifications.

Eligibility

Eligibility for the VFCP is conditioned on the plan or other applicant meeting certain
requirements. In addition to specific requirements relating to the type of action being corrected
and the available means of correction, the applicant/plan must meet each of the following three
conditions.

First, the application cannot contain evidence that would lead EBSA to determine that
thereisapotentia criminal violation involved in the action that the plan is seeking to correct.
Second, an action isnot eligible for correction if EBSA has conducted an investigation which
resulted in written notice to aplan fiduciary that it has been referred to the IRS. Finally, EBSA
requires that neither the plan nor the applicant be under investigation by a government agency.
In the notice describing the VFCP, EBSA indicates that a plan or participant is considered to be
under investigation if EBSA isinvestigating the plan or a participant in connection with an act
directly related to the plan. In addition, if any other government agency is conducting a criminal
investigation of the plan or a participant for actions directly related to the plan, the plan is under
investigation.® Further, a plan is under investigation if an examination of the plan is being
conducted by the Tax Exempt and Government Entities division of the IRS. Finadly, if the
Pension Benefit Guaranty Corporation or any state attorney general or state insurance
commissioner is conducting an investigation of the plan or plan sponsor for actions related to the

97 ERISA 502(a)(1). For example, plan participants may bring claims for the recovery of losses that resulted when
the plan administrator failed to follow instructions to change the investment of a participant’s plan account, resulting
ininvestment losses. See LaRue v. Dewolf, Boberg & Associates Inc., 552 U.S. 248 (2009).

% Cigna Corp. v Amara, 131S.Ct. 1866 (2011).

% Voluntary Fiduciary Correction Program under the Employee Retirement |ncome Security Act of 1974, 71 Fed.
Reg. 20270 (Apr. 19, 2006).
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plan, then the plan is under investigation, unless the applicant has notified EBSA in writing of
such an investigation.

There are also certain circumstances that do not qualify as being “under investigation.” |If
EBSA merely contacts a plan or applicant for correction in connection with a participant
complaint, such contact will not meet the criteriafor being under investigation unless the
participant complaint concerns the same action for which correction is being sought and the plan
has not received the correction amount due under the VFCP as of the date EBSA contacts the
plan. A planisalso not under investigation if the plan is undergoing awork paper review by
EBSA.

Application Procedures

Applications under VFCP must be submitted to EBSA and must adhere to particular
rules. An application must be prepared by a plan official’® or his authorized representative, such
as an attorney or an accountant. There must also be a contact person listed in the application, as
well as the contact’ s address and telephone number. The contact must be familiar with the
contents of the application and have authority to respond to inquiries. The application needsto
include a penalty of perjury statement and a completed checklist.1%

The primary requirement for voluntary correction is a detailed narrative describing the
breach and the corrective action. The narrative must include alist of al persons materially
involved in the breach, the employer identification number, the date that the plan’s most recent
Form 5500 was filed, an explanation of how the breach was corrected and who corrected it and
the specific calculations that were used to determine how the principal amount and lost earnings
were calcul ated.

Documentation that supports the narrative description must also be included in aVFCP
application. Thisincludes the plan document and any other pertinent documents related to the
plan. Each type of breach that may be corrected has its own supporting documentation that is
necessary for avalid application. In addition to specific corrective requirements, documentation
establishing the amount of profits to be restored, if applicable, or the amount of lost earnings
needs to be provided, as well as proof that such amounts have been paid to the plan.

Typesof Actions That May be Corrected

Only certain types of breaches may be corrected through the VFCP. EBSA lists six
different actions that may be corrected through the program. Each type of breach hasits own
method of correction and each method is strictly applied. Genera descriptions of the types of
actions that may be corrected are given below.

100 A plan official isa plan fiduciary, plan sponsor or party in interest with respect to the plan, or any other official
with the capacity to correct abreach. 71 F. R. 20271 (April 19, 2006).

101 The checklist may be found in Appendix B of the notice of the Voluntary Fiduciary Correction Program. 71 F.
R. 20282 (Apr. 19, 2006).
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Delinquent Participant Contributions

The first type of fiduciary breach that may be corrected is a delinquent remittance of
participant funds. This occurs when an employer receives or withholds money from a plan
participant but retains that money for longer than allowed by ERISA standards or the plan
documents. Thiswill apply when an employer withholds money from an employee paycheck to
be contributed to his retirement account or to repay a plan loan.

Loans

Certain breaches regarding loans to parties-in-interest may also be voluntarily corrected.
There are three types of loans that are eligible. First, aloan made to a party-in-interest at afair
market interest rate may be corrected. Plans also may correct loans made at a below market
interest rate to parties-in-interest. Finally, aplan may correct aloan made to a person who is not
aparty ininterest if the rate of interest is below market rate.

Additionally, there are separate rules for loans made to plan participants. There are two
types of participant loan breaches that may require correction. If aparticipant isloaned money
in amanner that isinconsistent with plan documents, the loan is a prohibited transaction but may
be fixed under VFCP. The other type of breach related to a participant loan that may be
corrected, isthe failure by a plan administrator to withhold loan repayments from the
participant’ s paycheck.

Transactions Involving Plan Assets

A plan’s sale or purchase of an asset to or from a party-in-interest, if it is otherwise a
prohibited transaction, can be remedied through the VFCP. Similarly, the sale and leaseback of
property between a plan and an employer may be corrected. Lastly, the sale of an asset to person
who is not a party-in-interest for less than fair market value or the purchase of an asset for more
than fair market value, is atransaction that may be corrected through the VFCP.

Improper Valuation of Benefits

Defined contribution plans may violate ERISA by paying benefits without properly
valuing plan assets on which such payment is based. If assets are not correctly valued,
distributions will be excessive or insufficient and in such cases, the plan may be eligible to
correct the resulting breach under the VFCP.

Duplicative or Excessive Plan Expenses

The last type of breach which may be corrected concerns plan expenses. Wasting plan
assets on certain expenses constitutes a breach of fiduciary duty that may be corrected in certain
circumstances. Three types of plan expense violations may be corrected: 1) duplicative or
excessive compensation for services; 2) improper payment of expenses that the plan sponsor
should pay;1° and 3) paying afiduciary for services with plan assets when doing soisa
prohibited transaction.

102 See Ch. 1 for more information on settlor functions.
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DOL Investigative Authority

ERISA authorizes the Department of Labor to investigate any violations of ERISA.
Under this authority, the DOL can require the submission of reports, books, records, and the
filing of datathat supports required disclosure to the DOL. Thus, if the DOL is suspicious of a
plan activity after reviewing the plan’s Form 5500, it may require the plan to turn over all
documents used to prepare the Form 5500. This authority can be exercised no more than once in
a 12 month period.
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Chapter 8 — Fiduciary Responsibility and the Management of Plan Assets

| nvestment Procedures

The types of investments available to employee benefit plans have evolved since
ERISA’s enactment and the statute wisely refrains from establishing lists of specific securities or
other assets that are either permitted or prohibited. Instead, ERISA requires fiduciaries to select
investments in accordance with the duty of prudence, that is, with the care, skill, prudence and
diligence that a prudent person acting in alike capacity and familiar with such matters would use
in the conduct of an enterprise of alike character and with like aims. Whether they are involved
in selecting mutual fund options for a401(k) plan’s investment menu or choosing a mix of assets
intended to fund lifetime pensions for a specific group of pension plan participants, the duty of
prudence is seen by the courts as requiring fiduciaries who have investment dutiesto engagein a
process whereby the merits of each proposed investment are examined beforeit is acquired and
thereafter continuously monitored to ensure that the investment remains suitable.1%®

A fiduciary with investment authority must also diversify the plan’s investments so as to
minimize the risk of large losses and discharge his or her duties for the exclusive purpose of
providing benefits or defraying reasonable expenses, al in accordance with plan documents to
the extent consistent with ERISA. Thus, even where a particular investment is otherwise
permitted by plan documents, if making such an investment would violate these standards or
constitute a prohibited transaction under ERISA, a plan fiduciary would be prevented from
making the investment.

Benefits and/or | nvestment Committee

ERISA provides that a plan’s named fiduciary and trustee have the power to manage plan
assets. If anamed fiduciary or trustee del egates investment authority to another person, such asa
benefits or investment committee, the person to whom such authority is delegated will have full
liability as afiduciary under ERISA for that person’s acts or omissions. In addition, the named
fiduciary or trustee who appoints such a person will be responsible for the person’ s conduct
unless the appointee is atrustee or an investment manager meeting the requirements of Section
3(38) of ERISA.

Thus, members of a benefits and/or investment committee are fiduciariesif investment
responsibilities are delegated to the committee. Therefore, such a committee should carefully
document all meetings where actions are taken with respect to the management or disposition of
plan assets. Written minutes should describe the investigation of proposed investments or
investment courses of action, decisions taken and how members voted on each issue. If any
members of the committee object to a proposed action because it might violate ERISA’s
fiduciary standards, those members objecting to the action should insist that their objections and
the responses to their objections be documented in the minutes of the meeting.1%

103 See e.g., Donovan v. Cunningham, 716 F2d 1455 (5™ Cir. 1983), cert. denied, 469 U.S. 1072 (1984).
104 29 ERISA Regulation §2509.75-5, FR-10.
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A benefits and/or investment committee member may need to resign if another member
persists in a course of action that constitutes a breach of fiduciary responsibility. However, the
resignation alone may not be sufficient to discharge the member’s duty to make reasonable
efforts under the circumstances to remedy the breach.%®

Trustees as Fiduciaries

ERISA requires all assets of an employee benefit plan to be held in trust by one or more
trustees who are to be named in the plan or trust instrument or appointed by a person who isa
named fiduciary.'® Under the statute, the plan trustee or trustees have the exclusive authority
and discretion to manage and control plan assets so that atrustee will, by definition, always be a
plan fiduciary. Accordingly, atrustee’s responsibilities must be discharged prudently and solely
in the interest of the plan’s participants and beneficiaries.

Different trustees may have varying levels of authority or discretion to manage or control
plan assets. Thus, the plan document may provide that a trustee is subject to the direction of a
named fiduciary. Such a*“directed trustee” must follow the directions of the named fiduciary,
provided that such directions are consistent with the terms of the plan and are not contrary to
ERISA. A trustee s authority over plan assets may also be limited to the extent that the plan’s
named fiduciary has delegated the power to manage, acquire or dispose of plan assets to one or
more investment managers.*’

While directed trustees are fiduciaries, the scope of their fiduciary dutiesis significantly
narrower than the duties generally ascribed to adiscretionary trustee. On the other hand, to the
extent that a directed trustee' s authority and discretion to manage plan assets has been limited,
the named fiduciary’ s role and legal responsibility will be correspondingly broadened.

Where the assets of a plan are held in more than one trust, atrustee is responsible only for
the assets of the trust that the trustee controls. Similarly, if multiple trustees of asingle trust
have been allocated specific duties (e.g., investment of a specified pool of assets), the trustee to
whom certain responsibilities, duties or obligations have not been allocated will not be liable for
any loss resulting to the plan from acts or omissions on the part of another trustee to whom such
matters have been assigned.

The DOL has indicated that plan trustees should document actions taken in the
management or control of plan assets by preparing written minutes and, where applicable, by
recording votes,%®

I nvestment M anager

As noted above, authority to manage and control plan assets may be delegated by a
named fiduciary to an investment manager, if aplan so provides. Such an appointment relieves
the plan’ s trustee of responsibility for investment matters. Similarly, a named fiduciary will not

105 Id

106 ERISA §403(a).
17 See ERISA §8 3(38) and 402(c)(3).
108 See 29 CFR §2509.75-5, FR 10.
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be liable for the investment manager’ s investment decisions, although selection of the investment
manager isafiduciary act and even after the investment manager has been appointed, the named
fiduciary remains obligated to monitor the investment manager’s performance.’® In order to
constitute a proper appointment, the investment manager must acknowledge in writing that itisa
fiduciary with respect to the plan and must itself be aregistered investment adviser under the
Investment Advisers Act of 1940, or, if not so registered, be registered under the laws of the state
in which it maintainsits principle office. Alternatively, the investment manager may be a bank,
as defined under the 1940 Act, or an insurance company qualified in more than one state to
manage, acquire or dispose of plan assets.

Statement of I nvestment Policy

Although ERISA does not require a plan to have one, DOL guidance indicates that the
establishment and maintenance of an investment policy designed to further the purposes of the
plan and its funding policy are consistent with fiduciary obligations under ERISA (i.e,, in the
opinion of the Department, fiduciaries should maintain plan investments in accordance with an
investment policy).t°

Aninvestment policy is awritten statement that provides fiduciaries who are responsible
for plan investments with guidelines or genera instructions about various types or categories of
investment management decisions. An investment policy statement may cover matters such as
(i) the plan’ s investment objectives, (ii) the roles and responsibilities of particular plan
fiduciaries, (iii) standards for selecting, monitoring and changing investment options and (iv)
participant communications and investment education. DOL guidance indicates that a statement
of proxy voting policy would aso be an important part of a comprehensive investment policy
statement.’*! An investment policy generally does not include directions relating to the purchase
or sale of aspecific investment.''2

If anamed fiduciary appoints one or more investment managers who are responsible for
managing the investment of plan assets, the named fiduciary may condition such appointment on
the acceptance of an investment policy. The named fiduciary, therefore, may require that the
investment manager comply with the terms of the plan’sinvestment policy which contains
guidelines for plan investments and investment courses of action that the investment manager is
authorized or not authorized to make. If an investment manager is not required to comply with
an investment policy, the authority to manage the plan assets placed under the control of the
investment manager would lie exclusively with the investment manager.''3

An investment manager who has the authority to make investment decisions, including
proxy voting decisions, is not relieved of hisfiduciary responsibility even if he follows directions
regarding specific investment decisions from the named fiduciary or any other person.!'* Thus,

109 Id

110 29 ERISA Regulation §2509.08-2(2).

111 Id
112 Id

113 Id
114 Id
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an investment manager should not comply with the terms of an investment policy if it would
cause a breach of hisfiduciary duty.t®

Continuous Monitoring

In accordance with the written investment policy, fiduciaries should continuously
monitor plan investments. Ideally, investments should be reviewed periodically at fixed
intervals. Monitoring should be guided by the plan’ s investment policy and apply an appropriate
mix of qualitative and quantitative benchmarks to the performance and expenses of each
investment fund and/or manager. Fiduciaries must make an effort to understand what their
analysis means for the plan and the participants. Thus, investment performance must be
correlated with current market conditions and compared to the performance and expenses of peer
investment providers.

Utilization of An Independent Third Party Investment Expert

According to the Department of Labor, “afailure exists in the market for services for
employee benefit plans” where vendors are able to maintain an “information advantage over
their plan sponsor clients.” 1 Thisreferenceisto the inherent conflict of interest that exists
when a vendor renders advice that leads to a plan’ s investment in the vendor’ s proprietary funds
or even nonproprietary funds where the vendor has a favorable business rel ationship with the
fund sponsor. Accordingly, while vendors may furnish reports and analyses and make
recommendations as to retaining or replacing specific plan investments, plan fiduciaries should
understand that this information may be biased. Where afiduciary does not have the training or
experience to recognize this bias, it may be advisable to seek out the advice of an independent
third party investment expert. Indeed, it may be necessary to take this step to ensure compliance
with the plan fiduciary’ s duties under ERISA, and the incorporation of such arequirement in the
plan’s investment policy statement should be considered for the same reason.

Replace Funds That Do Not Meet I nvestment Criteria

One of the key functions of an investment policy statement is to provide specific
standards that a plan investment must satisfy in order to assist plan fiduciaries in deciding
whether actual investments should be retained or replaced. The failure to replace funds that have
performed poorly can be used as evidence that a fiduciary has failed to act prudently resulting in
personal liability. Nevertheless, many fiduciaries remain reluctant to take action with respect to
such funds, sometimes merely adding funds as a substitute. The existence of objective
investment guidelinesin the form of the investment policy statement assists fiduciariesin the
decision-making process and forces a plan fiduciary to act when necessary.

Conflicts of Interest

ERISA requires plan fiduciaries to discharge their duties “solely in the interest of the
participants and beneficiaries’ and “for the exclusive purpose’ of providing them with plan

115 Id.
116 preamble to interim final regulations under ERISA Section 408(b)(2), 75 F.R. 41600 (July 16, 2010).
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benefits.!t” The exclusive purpose requirement is supplemented by arule that “the assets of a
plan shall never inure to the benefit of any employer ...” '8 and a comprehensive set of
prohibited transaction rules designed to prevent self-dealing.!'® Together, these provisions
impose an overarching duty of loyalty that requires plan fiduciaries to avoid conflicts of interest.

Among other things, the duty of loyalty requires a plan administrator, including a plan
sponsor when it is acting in the capacity of an administrator, to refrain from misleading
participants.*?® In addition, aplan fiduciary, such as a corporate plan sponsor, must not use plan
assets for its own purposes in a corporate control contest by investing in the plan sponsor’ s stock
without making an independent and diligent investigation of available investment alternatives.?
In the same vein, aplan fiduciary will be found to have breached his duty by investing plan
assetsin atroubled entity that is unable to obtain conventional financing in which the fiduciary
has a significant ownership interest.*??

The heightened scrutiny given to fee arrangements for individual account retirement
plans has resulted in a proliferation of legal actions by plan participants against plan sponsors, as
well asinvestment and service providers, charging them with a conflict of interest resulting from
excessive fees that, in certain cases, are shared by service providers without the knowledge of
plan fiduciaries or participants. While anumber of courts have rejected such claims, many
similar cases remain ongoing.!?® At the same time, the DOL has revised plan reporting rules and
issued regulations that enhance the means for monitoring fees paid to plan service providers. As
explained by the DOL, “plan fiduciaries have a duty to consider a service provider’s
compensation from all sources.” 1?4

The DOL’sinitiativesin the area of fee disclosures include changes to Schedule C of the
annua Form 5500 that have, since 2009, required the identification of persons that provide
investment management, recordkeeping, participant communication and other servicesto a plan
if they received, directly or indirectly, $5,000 or more in reportable compensation. In addition,
effective April 1, 2012, the Department’ s regulations will require certain service providers to

U7 ERISA 8404(a)(1)(A).

118 ERISA 8403.

119 ERISA 8406.

120 |n Varity v. Howe, 516 U.S. 489 (1996), for example, the U.S. Supreme Court held that afiduciary breach
occurred when an employer, acting in the capacity of plan administrator, misled participants as to the security of
future benefits.

121 See Leigh v. Engle, 727 F.2d 113 (7™ Cir. 1984) and Donovan v. Bierwirth, 680F. 2d 263 (2d Cir. 1982).

122 Nagy v. DeWese, 2011 WL 679333 (E.D. Pa. 2011); but see Greenlee v. Commissioner, 72 T.C.M. 394 (1996) in
which the loan of plan funds to a businessin which the plan administrator had an 18% interest was held not to be a
prohibited transaction where an independent trustee reviewed the transaction and made the decision to make the
loan.

123 The landmark case of Hecker v. Deere & Co., 556 F. 3d 575 (7" Cir. 2009), reh’ g denied, 569 F.3d 708 (7th Cir.
2009), cert. denied, 130 S. Ct. 1141 (2010) found no breach of fiduciary duties by the sponsor of a401(k) plan
based on its failure to inform participants of revenue sharing between affiliated service providers that provided
investment advice to mutual funds on the one hand and trustee and recordkeeping services to the plan on the other.
See also Renfro v. Unisys Corp., No. 10-2447 (3d Cir. 2011). However, not al courts are in agreement with the
reasoning of the Deere case and issues raised by plan fees continue to work themselves through the courts. See e.g.,
Braden v. Wal-Mart Stores, Inc., 2009 WL 4062105 (8™ Cir. 2009).

124 preamble to interim final regulations under ERISA 8408(b)(2), 75 F.R. 41600 (July 16, 2010).
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furnish fee disclosures prior to entering into or extending any service contract or arrangement.'?
Plan sponsors, in turn, would be required to use such information to make disclosuresto plan
participants.t?® The net result of these changes may be to shift onto plan sponsors the burden of
detecting whether fee arrangements are burdened by conflicts of interest.

Selecting an Adviser

Selecting and M onitoring Pension Consultants

In carrying out their responsibility to prudently manage benefit plans for which they are
responsible, fiduciaries often rely heavily on pension consultants and other professionals.
However, questions have been raised concerning whether some pension consultants are fully
disclosing potential conflicts of interest that may affect the objectivity of the advice they are
providing to their benefit plan clients.*?’

Under the Investment Advisers Act of 1940 (“Advisers Act”), an investment adviser
providing consulting services has a fiduciary duty to provide disinterested advice and disclose
any material conflicts of interest to its clients. In this context, SEC staff examined the practices
of advisersthat provide pension consulting services to plan sponsors and trustees. These
consulting servicesincluded assistance in determining the plan’s investment objectives and
restrictions, allocating plan assets, selecting money managers, choosing mutual fund options,
tracking investment performance, and selecting other service providers. Many of the consultants
also offered, directly or through an affiliate or subsidiary, products and services to money
managers. Additionally, many of them also offered, directly or through an affiliate or subsidiary,
brokerage and money management services that were often marketed to plans as a package of
“bundled” services. The SEC examination staff concluded that the business aliances among
pension consultants and money managers can give rise to serious potentia conflicts of interest
under the Advisers Act that need to be monitored and disclosed to plan fiduciaries.

To encourage the disclosure and review of more and better information about potential
conflicts of interest, the Department of Labor and the SEC have devel oped the following set of
guestions to assist plan fiduciaries in evaluating the objectivity of the recommendations
provided, or to be provided, by a pension consultant.

1. Areyou registered with the SEC or a state securities regulator as an investment adviser? If
so, have you provided me with all the disclosures required under those laws (including Part 11
of Form ADV)?

Note: Plan sponsors and other plan fiduciaries can view Part | of the firm’s Form ADV by
searching the SEC’ s Investment Adviser Public Disclosure website. The investment adviser
must furnish you with acopy of Part || of Form ADV.

125 29 ERISA Regulation §2550.408b-2; DOL Announcement, 75 F.R. 42541 (July 19, 2011).

126 29 ERISA Regulation §2550.404a-5.

127 Staff Report Concerning Examination of Select Pension Consultants, May 16, 2005, The Office of Compliance
Inspections and Examinations, U.S. Securities and Exchange Commission.
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At present, the IAPD database contains Forms ADV only for investment adviser firms that
register electronically using the Investment Adviser Registration Depository. In the future,
the database will expand to encompass al registered investment advisers — individuals as
well asfirms—in every state. If you can’'t locate an investment adviser in lAPD, be sure to
contact your state securities regulator or the SEC’s Public Reference Branch.'?®

Do you or arelated company have relationships with money managers that you recommend,
consider for recommendation, or otherwise mention to the plan for our consideration? If so,
describe those rel ationships?

Note: When pension consultants have alliances or financial or other relationships with
money managers or other service providers, the potential for materia conflicts of interest
increases, depending on the extent of the relationships. Knowing what relationships, if any,
your pension consultant has with money managers may help you assess the objectivity of the
advice the consultant provides.

Do you or arelated company receive any payments from money managers you recommend,
consider for recommendation, or otherwise mention to the plan for our consideration? If so,
what is the extent of these payments in relation to your other income (revenue)?

Note: Payments from money managers to pension consultants could create materia conflicts
of interest. Y ou may wish to assess the extent of potential conflicts.!?

Do you have any policies or procedures to address conflicts of interest or to prevent these
payments or relationships from being considered when you provide advice to your clients?

Note: Probing how the consultant addresses these potential conflicts may help you
determine whether the consultant is right for your plan.

If you allow plansto pay your consulting fees using the plan’s brokerage commissions, do
you monitor the amount of commissions paid and alert plans when consulting fees have been
paidinfull? If not, how can a plan make sure it does not over-pay its consulting fees?

Note: You may wish to avoid any payment arrangements that could cause the plan to pay
more than it should in pension consultant fees.

If you allow plansto pay your consulting fees using the plan’s brokerage commissions, what
steps do you take to ensure that the plan receives best execution for its securities trades?

128 | n contrast to 2005 when this note to the questions was written, at the present time, Part |1 of the ADV is
generally available electronically and most registered investment advisers are listed in the IAPD database.

129 Theinterim final regulations under Section 408(b)(2) of ERISA that are scheduled to take effect April 1, 2012
require full disclosure of the circumstances under which an adviser will be receiving compensation from parties
other than the plan or plan sponsor. While the regulations do not require an adviser to provide the plan with a
written description of the adviser’s conflicts of interest, the required identification of the parties paying such
compensation, as well as the compensation that is expected to be received, isintended to give the plan sponsor and
other plan fiduciaries the ability to assess potential conflicts of interest on the part of the adviser. See 29 ERISA
Regulation §2550.408-2(c)(1)(iv)(3).
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Note: Where and how brokerage orders are executed can impact the overall costs of the
transaction, including the price the plan pays for the securities it purchases.

Do you have any arrangements with broker-dealers under which you or arelated company
will benefit if money managers place trades for their clients with such broker-dealers?

Note: As noted above, you may wish to explore the consultant’ s relationships with other
service providers to weigh the extent of any potential conflicts of interest.

If you are hired, will you acknowledge in writing that you have afiduciary obligation as an
investment adviser to the plan while providing the consulting services we are seeking?

Note: All investment advisers (whether registered with the SEC or not) owe their advisory
clientsafiduciary duty. Among other things, this means that advisers must disclose to their
clients information about material conflicts of interest.

Do you consider yourself afiduciary under ERISA with respect to the recommendations you
provide the plan?

Note: If the consultant isafiduciary under ERISA and receives fees from third partiesas a
result of its recommendations, a prohibited transaction under ERISA occurs unless the fees
are used for the benefit of the plan (e.g., offset against the consulting fees charged the plan)
or there isarelevant statutory or class exemption permitting the receipt of such fees.

10. What percentage of your plan clients utilizes money managers, investment funds, brokerage

services or other service providers from whom you receive fees?

Selecting and Monitoring Plan Service Providers

The Department of Labor has devel oped the following guidelines to assist plan sponsors

in carrying out their responsibilities under ERISA to prudently select and monitor plan service
providers, including investment advisers.

1.

2.

Consider what services you need for your plan —legal, accounting, trustee/custodial,
recordkeeping, investment management, investment education or advice.

Ask service providers about their services, experience with employee benefit plans, fees and
expenses, customer references or other information relating to the quality of their services
and customer satisfaction with such services.

Present each prospective service provider identical and complete information regarding the
needs of your plan. You may want to get formal bids from those providers that seem best
suited to your needs.
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10.

11.

12.

Y ou may aso wish to consider service providers or alliances of providers who provide
multiple services (e.g., custodia trustee, investment management, education, or advice,
and recordkeeping) for asingle fee. These arrangements are often called “bundled
services.”

Ask each prospective provider to be specific about which services are covered for the
estimated fees and which are not. Compare the information you receive, including fees
and expenses to be charged by the various providers for similar services. Note that plan
fiduciaries are not aways required to pick the least costly provider. Cost is only one
factor to be considered in selecting a service provider. More information on pension plan
fees and expenses can be found in Understanding Retirement Plan Fees and Expenses
and the 401(k) Fee Disclosure Form, located at www.dol.gov/ebsa.

If the service provider will handle plan assets, check to make sure that the provider has a
fidelity bond (atype of insurance that protects the plan against loss resulting from
fraudulent or dishonest acts).

If aservice provider must be licensed (attorneys, accountants, investment managers or
advisers), check with state or federal licensing authorities to confirm the provider has an
up-to-date license and whether there are any complaints pending against the provider.

Make sure you understand the terms of any agreements or contracts you sign with service
providers and the fees and expenses associated with the contracts. In particular,
understand what obligations both you and the service provider have under the agreement
and whether the fees and expenses to be charged to you and plan participants are
reasonable in light of the services to be provided.

Prepare awritten record of the process you followed in reviewing potential service
providers and the reasons for your selection of a particular provider. Thisrecord may be
helpful in answering any future questions that may arise concerning your selection.

Receive a commitment from your service provider to regularly provide you with
information regarding the services it provides.

Periodically review the performance of your service providers to ensure that they are
providing the servicesin amanner and at a cost consistent with the agreements.

Review plan participant comments or any complaints about the services and periodically
ask whether there have been any changes in the information you received from the
service provider prior to hiring (e.g., does the provider continue to maintain any required
state or Federal licenses).
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Documenting Plan Operations

As previously discussed, the process for selecting and monitoring plan investments
should be reduced to writing and consistently followed. Similarly, whenever possible,
fiduciaries should implement and follow written procedures that can demonstrate compliance
with ERISA’ s fiduciary standards in other areas. For example, a plan sponsor should prepare
procedures for selecting and retaining auditors and other service providers in order to
demonstrate that the sponsor has taken the necessary care in selecting and retaining such service
providers. Written minutes of actions taken should be kept describing the nature of the action
and the process (e.g., vote) by which the decision was made.**°

130 See 29 ERISA Regulation §2509-75, FR-10.
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Chapter 9 — Prohibited Transactions

In addition to their stated duties, fiduciaries are prohibited from permitting the plan to
engage in certain transactions. Congress has made these prohibitions explicit and, unlessthereis
an exception, prohibited transaction is a per se violation of ERISA. While the actua per se
violations are straightforward, these are extensive exceptions and exemptions as embodied in
DOL regulations and other administrative guidance. Fiduciaries are liable engaging in or
enabling prohibited transactions and thus, should be keenly aware of what may get them into
trouble.

What Is A Prohibited Transaction?

There are two broad categories of prohibited transactions: transactions between the plan
and a party- in-interest and transactions involving the plan and afiduciary. Identification of
parties-in-interest is essential for determining whether a prohibited transaction may occur.
ERISA 8 3(14) set forth alist of all people/organizations that constitute a party- in- interest:

Any fiduciary, counsel or employee of the plan;

Any person providing services to the plan;

Any employer that has employees covered by the plan;

Any employee organization that has employee members that participate in the plan;
The owner of 50% or more of (measured by voting power or total value) sharesin a
corporation, or capital interest in a partnership, which is an employer or employee
organization that is otherwise a party-in-interest;

e A relative of aparty-in-interest;*!

e A corporation, partnerships, trust or estate in which any party-in-interest owns 50%
or more of the corporation;

e Anemployee, officer, director, or 10% owner of any party-in-interest.

Persons described as “ parties in interest” by Section 3(14) of ERISA are, with certain
exceptions, the same as “disqualified persons’ under Section 4975(¢e)(2) of the Internal Revenue
Code.

131 ERISA § 3(15) defines a“relative” as a spouse, ancestor, lineal descendant or spouse of alineal descendant.
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Diagram 5: Determining if an Individual Isa Party in I nterest

INSTRUCTIONS: Use the flowchart below to determineif anindividua or entity isa party ininterest.

Istheindividual or entity afiduciary?

Yes

No

A 4

Isthe individual or entity providing servicesto
the plan?

»d

No

A 4

Isthe individual or entity an employer any of
whose employees are covered by the plan, or a
direct or indirect owner of 50% or more of such
employer or employee organization?

No

A 4

Istheindividual arelative (i.e., a spouse,
ancestor, lineal descendant or spouse of alineal
descendant of any of the individuals described
above)?

No

A 4

Is the entity an employee organization, any of
whose members are covered by the plan?

Isa
party in
interest.

ISNOT a
party in
interest.

No

A 4

Is the entity a corporation, partnership, trust or
estate of which at least 50% is owned by any
individual or entity described above (other than
relatives)?

Istheindividua or entity a 10%-or-
more partner or joint venturer with any
individual or entity described above
(other than afiduciary or arelative)?

No

Yes

Yes

Yes
| Yes

Yes
Yes

Yes

No

\ 4

Istheindividua or entity an officer,
director, 10%-or-more shareholder, or
employee of any individual or entity
described above (other than afiduciary

or arelative)?

Note: The IRS definition of adisqualified person is dlightly different.
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The prohibited transaction rules are set forth in Section 406 of ERISA. Excisetax rules
mirroring these provisions are set forth in Section 4975 of the Interna Revenue Code. ERISA
plan fiduciaries are subject to both sets of rules. Section 406(a)(1) of ERISA defines a prohibited
transaction to include the following actions by or between a plan and a party-in-interest:

e asde, exchange, or lease of property; 13

e |ending of money or other extension of credit;

e furnishing of goods, services or facilities; 3

e atransfer to, or use by or for the benefit of, a party in interest of the income or
assets of the plan, and

e acquisition on behalf of the plan of any employer security or employer real
property if itisaviolation of Section 407 of ERISA for the plan to acquire or
hold such securities or property.

The prohibited transaction rules applicable specifically to fiduciaries preclude them from
engaging in any type of self-dealing. A plan fiduciary must not deal with the assets of the planin
the fiduciary’ s own interest or for his own account. *3* This is particularly the case when it comes
to providing advice as to the selection of a plan investment and precludes a fiduciary from
steering a plan toward investments that will generate higher fees for the fiduciary. ERISA also
provides that, when engaging in any transaction that involves the plan, afiduciary must not
represent or act on behalf of any party whose interests are adverse to those of the plan. FN21%
Finally, afiduciary may not receive any consideration (i.e., kickbacks) from any third party
dealing with the plan.**

132 Under ERISA § 406(c), atransfer to a plan of property subject to a mortgage or lien istreated as a sale or
exchange of the property.

133 Since anyone providing services to aplan is a party-in-interest, all service provider arrangements are potentially a
prohibited transaction. However, as discussed in Chapter 2, ERISA § 408(b)(2) also provides an exemption from
party in interest restrictions for contracting or making reasonable arrangements with a party in interest for services
necessary for the establishment or operation of a plan if certain conditions are met.

134 ERISA § 406(b)(1) provides that a fiduciary with respect to a plan shall not “deal with the assets of the planin
his own interest or for his own account.”

135 - ERISA § 406(b)(2) provides that afiduciary with respect to aplan shall not “in hisindividual or in any other
capacity act in any transaction involving the plan on behalf of a party (or represent a party) whose interests are
adverse to the interests of the plan or the interests of its participants or beneficiaries.” Code Section 4975(c)(1) does
not include a provision that specifically mirrors thisrule under ERISA.

136 ERISA 8406(b)(3) provides that a fiduciary with respect to a plan shall not “receive any consideration for his
own personal account from any party dealing with such plan in connection with a transaction involving the assets of
the plan.”
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Diagram 6: ldentifying Prohibited Transactions

INSTRUCTIONS: Use the flowchart below to determine if atransaction is a prohibited transaction.

Did aplan fiduciary cause the plan to engage
in atransaction, directly or indirectly, that is Yes .

. ThislSa
asale or exchange, or leasing of any property Prohibited
between the plan and a party-in-interest?

Transaction.

No

A\ 4

Did aplan fiduciary cause the plan to engage
in atransaction, directly or indirectly, that is Yes

This1S

aloan of money or other extension of credit > Prgr? gi 'f(lad
between the plan and a party-in-interest? X
Transaction.

No l
No

Did aplan fiduciary cause the plan to engage
in atransaction, directly or indirectly, that is
afurnishing of goods, services, or facilities account from any party dealing with the
between the plan and a party-in-interest? plan in connection with a transaction

| involving plan assets?

Did aplan fiduciary receive any

Yes consideration for his own personal

\ 4

Yes

A

No l o N

Did aplan fiduciary cause the plan to engage
in atransaction, directly or indirectly, that is
atransfer to, or use by or for the benefit of a

Did aplan fiduciary, in hisindividual or
in any other capacity, act in any
transaction involving the plan on behalf

\ 4

party-in-interest of any plan assets? P Yes of aparty (or represent a party) whose
N interests are adverse to the interests of
0 the plan or the interests of the plan
v participants or beneficiaries?
Did aplan fiduciary cause the plan to engage 7y

in atransaction, directly or indirectly, that is No

an acquisition, on behalf of the plan, of any
employer security or employer real property Did aplan fiduciary deal with plan assets
in excess of the limits set by law? in his own interest or for his own account?

\ 4

A

Yes

No A

Note: Certain transactions are exempt from the prohibited transaction rules.

*|n practice, this prohibited transactions rarely occurs because a service provider exemption
provides relief from this prohibited transaction.
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Typical Exemptions

Thelong list of prohibited transactions is supplemented by alist of exempt transactions
contained in ERISA § 408. Plans may also petition the Department of Labor for an individual or
class exemption for what would otherwise be a prohibited transaction.

408(b)(2) Exemption and Regulation

ERISA §408(b)(2) (“408(b)(2)") creates a significant exception to the prohibited
transaction rules. Asnoted earlier, the use of a service provider isitself a prohibited transaction
if the service provider is paid with plan assets.

Section 408(b)(2) of ERISA provides a statutory exemption from the prohibited
transaction rules for “reasonable arrangements” with a party-in-interest, for office space, or legal,
accounting, or other services necessary for the establishment or operation of the plan, if no more
than reasonable compensation is paid therefor. Without this exemption, any fees paid by aplan
to a service provider would be a prohibited transaction as a transfer of plan assetsto a party-in-
interest. To qualify for the statutory exemption, any payments by a plan to a party-in-interest for
any service must satisfy three basic requirements:. (1) the service must be necessary for the
establishment or operation of the plan; (2) such service must be furnished under a contract or
arrangement that is reasonable; and (3) no more than reasonable compensation may be paid for
such service.

As noted, in order for a service provider contract to be exempt from the prohibited
transaction rules, the service must be necessary for the operation of the plan. DOL regulations
indicate that this requirement is satisfied if the service is appropriate and hel pful .***

Exemption from the prohibited transaction rules is also conditioned on the reasonableness
of the arrangement. In order for the contract or other arrangement under which a party in interest
provides services to a plan to be “reasonable,” the plan must be able to terminate the
arrangement (1) without penalty, and (2) on reasonably short notice under the circumstances.

The purpose of this requirement isto prevent a plan from becoming locked into a situation that
becomes disadvantageous. In order to satisfy this requirement, the service arrangement should
be in writing and have arelatively short duration, even though subject to renewal at the end of
each period. 1 As discussed below, the DOL has expanded the requirement so that in order for
service contracts or arrangements to be reasonable, a covered service provider must disclose
specified information about its compensation to the responsible plan fiduciary.

The third requirement for exemption is the reasonableness of the compensation that the
service provider isto receive from the plan. Asto the amount of the compensation, the most
important factor is whether it is comparable to compensation paid to other providers of similar
services by other plans of similar size

137 ERISA Regulation § 2550.408b-2(b).
138 ERISA Regulation § 2550.408b-2(c)(3).
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Service Providers are Covered by Fee Disclosure Requirement

While most service providers are covered by the new fee disclosure rules that are
effective April 1, 2011, not all are. Only service providers who reasonably expect to receive
$1,000 or more in compensation (either direct or indirect) from the provision of plan services
must make the necessary disclosures under the regulation. Welfare plans, IRAs, smplified
employee pensions and simple retirement accounts are not covered by the new rules. The
regulation also limits covered service providers to three broad categories of service: servicesas
afiduciary, recordkeeping or brokerage services, and any services that are reasonably expected
to be compensated indirectly. For a more complete discussion of the compensation disclosure
requirement, see Chapter 3.

Other Typical Exemptions

Thereisalong list of statutory exemptions from the prohibited transactions rules. Plans
may, for example, make certain loans to plan participants, who are considered parties-in-interest,
so long asfive criteriaare met: (1) the loan must be available to all participants on a reasonably
equivaent basis; (2) the loan cannot be available to highly compensated employees in an amount
greater than the amount made available to other employees; (3) the loan is made in accordance
with specific provisions regarding such loans as set forth in the plan; (4) the loan bears a
reasonabl e rate of interest and; (5) the loan is adequately secured.™®

There are also times when the plan can invest assets with certain plan fiduciaries. A plan
may invest its assets in abank that is afiduciary when such investment is clearly authorized by
the plan or the plan only covers employees of that bank.1*° Insurance contracts have asimilar
exemption. Thus, any contract for life or heath insurance or an annuity is exempted if the
insurer is the employer maintaining the plan or if the insurer iswholly owned by a party-in-
interest and if the total premiums and annuity considerations written by such insurers do not
exceed 5% of the total premiums for all lines of insurance in that year by such insurers.2*t Such
contracts and arrangements (for both banks and insurers) are permitted on if no more than
adequate consideration is paid.

Further Exceptionsto Prohibited Transaction Rules.

Notwithstanding ERISA’ s prohibition on self-dealing, afiduciary will not be treated as
dealing with the assets of a plan in his own interest or for his own account under ERISA § 406(b)
if the fiduciary does not use any of the authority, control, or responsibility that makes him a
fiduciary to generate additional fees payable by a plan for a service furnished by the fiduciary or
aparty related to the fiduciary. Therationale for thisruleisto require the fiduciary to exercise
the fiduciary’ s best judgment in rendering advice or making decisions on behalf aplan.’*? The
applicable DOL regulation explains that preservation of afiduciary’s best judgment may occur

139 ERISA § 408(b)(1).
140 ER|SA § 408(b)(4).
141 ERISA § 408(b)(5).
142 ER|SA Regulation § 2550.408b-2(€)(2).
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when one fiduciary is retained on behalf of a plan by a second fiduciary to provide a service for
an additional fee. However, the regulations further provide that the mere involvement of a
second fiduciary is not a guarantee that the retained fiduciary has not impermissibly used its
authority to benefit itself. Therefore, fiduciaries generally seek to assure themselves that they are
not violating the prohibited transaction rules by qualifying for other exceptions.

While a plan investment adviser generally would not be permitted to use its fiduciary
authority to direct aplan client to invest in investment alternatives that resulted in additional fees
for the adviser, another exception to categorizing such an arrangement as a prohibited transaction
involves “fee leveling” whereby a prohibited transaction violation can be avoided aslong as the
overall compensation of the fiduciary adviser and its affiliates remainslevel. Thiscan be
accomplished if indirect compensation the adviser receives from mutual funds or other
investment providersis used to offset on adollar-for-dollar basis the service fees that plans
would otherwise pay the adviser.2*® The reasoning that underlies this approach is that the
leveling of afiduciary’ s compensation eliminates any incentive to recommend or select
investment options on a basis other than the best interests of the plan and plan participants.

The DOL’s“SunAmerica’ advisory opinion outlines an additional type of exempt
arrangement in which plan clients participating in afiduciary investment program were directed
or advised to invest in investment vehicles which included proprietary investment products
advised by the program sponsor or its affiliate. Although the SunAmerica opinion assumed that
the services provided by the program sponsor caused it to be afiduciary with respect to plan
clients, the DOL concluded that where investment decisions or recommendations are actually
made pursuant to a computer program maintained by an independent fiduciary that is unaffiliated
with the program sponsor, the receipt of varying levels of fees by the program sponsor and its
affiliates (resulting from the independent fiduciary’ s decision or recommendation to invest in the
sponsor’ s proprietary investment vehicles) was permissible under the prohibited transaction
rules.

Prohibited Transaction Exemption Requests

Under ERISA § 408(a), Congress granted authority to the Secretary of Labor to gran
individual and class exemptions with respect to prohibited transactions. Thus, plans may file for
DOL approval of proposed transaction that would otherwise be prohibited. The statute provides
that the Secretary cannot grant an exemption unless such exemption is (1) administratively
feasible; (2) in theinterests of the plan and of its participants, and; (3) protective of the rights of
plan participants and beneficiaries of the plan.

When filing for exemption, the DOL considers each application on its own merits; the
facts of aunique application are reviewed for what they are, so plan administrators should
provide as much information as possible to help their case. At aminimum, the DOL
recommends providing a description of the transaction and procedures saf e-guarding participant
interests, the percentage of plan assets that are involved in the transaction, the names of
fiduciaries with investment discretion, the extent of the plan assets already invested in securities,

143 Department of Labor Advisory Opinion 1997-15A.
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loans and property issued or owned by the parties-in-interest involved in the transaction, copies
of al relevant contracts and agreements, information on plan participants in pooled funds, and a
declaration attesting to the truth of all statements.

The DOL may require specific information based on the exact nature of the potential
prohibited transaction. For example, if the plan wishesto sell property to a party-in-interest, the
parties should provide an independent appraisal to demonstrate that the plan isreceiving afair
value for the property. The DOL has provided five different examples of common transactions
and the information to be furnished by the parties in requesting request for an exemption.#

144 For the full list of examples and more information on how to apply for a prohibited transaction exemption, see
Employee Benefits Security Administration, Exemption Procedures Under Federal Pension Law, Department of
Labor http://www.dol.gov/ebsa/publications/exemption_procedures.html.
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Limitson Plan Acquisition

There is aquantitative limit on the amount of qualified employer securities or redl
property that a plan may purchase for its participants. Plans are limited to investing 10% of total
plan assetsin employer securities or real property.1* The value of these assets is measured
immediately after acquisition. Thus, if the assets appreciate in value such that they constitute
more than 10% of plan assets, this does not violate § 407.1% For example, if aplan has
$10,000,000 in assets and purchases $500,000 in employer stock, this would be acceptable. If
the plan purchased $2,000,000 in employer stock, the purchase would exceed the 10% limit. If
the plan purchases $500,000 in employer stock and it appreciates to $2,000,000, the plan will not
have violated any ERISA rules.

The 10% rule only applies for plans where individuals cannot choose their asset
allocations. Participantsin participant directed plans may choose to invest up to 100% of their
accountsin qualified employer securities. ERISA fiduciary duties will still apply to the choice of
employer securities as an option in an investment alternative menu.

145 ERISA § 407(3)(2).
146 ERISA § 407(3)(2).
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Chapter 10 — Investment Advice vs. | nvestment Education

ERISA’sregulatory scheme envisions a system where participants in a plan that permits
investment direction can make fully informed decisions about their investment options. The
problem, however, isthat fiduciaries are wary of giving information to participants beyond what
isrequired. They worry that they may be held liable for participant investment choices when
that information is given, because providing investment advice makes a person a plan
fiduciary.’*’ This prospect may restrain investment and other service providers from providing
such advice out of fear of the potential liability.

The DOL has created an exception to the definition of investment advice that enables
advisers to furnish investment education without incurring fiduciary responsibility. If apersonis
only providing investment education, he is not considered to be a fiduciary and will not incur
liability as aresult of furnishing such information.

What is | nvestment Advice?

ERISA 8 3(21) defines an investment advice fiduciary as a person who renders
investment advice for afee or other compensation. The compensatory requirement can be
satisfied directly or indirectly and may be met by a payment from athird party. Under the
current DOL regulation, a person is deemed to provide investment advice if he makes
recommendations as to the advisability of investing in securities or other property or gives advice
asto their value. In addition, the advice must be rendered on aregular basis, made pursuant to
an agreement (written or otherwise), serve as aprimary basis for investment decisions and be
individualized based on the needs of a particular plan or participant.

What Constitutes | nvestment Education?

DOL Interpretive Bulletin 96-1 clarifies the definition of investment advice by carving
out an exception for investment education. The DOL lists four categories of information that is
considered investment education but indicates that the list is not exhaustive and that there may be
other examples of information that does not constitute investment advice. Administrators and
fiduciaries may draw inferences from the examples given to help determine whether other
actions are investment education. Careful reference should be made to the rules for investment
advice to ensure that educational activity does not actually constitute investment advice.

Plan I nformation

The first type of information that constitutes investment education is plan information.
This allows plan sponsors and service providers to inform participants and beneficiaries about
the benefits of plan participation, the benefits of increasing plan contributions, the effect of
preretirement withdrawals on retirement income and the terms of the plan or its operation.
Participants can also be informed of facts about different investment alternatives, such astheir
investment objectives, risk and return characteristics and historical returns.

47 ERISA § 3(21)(A)(ii).
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This sort of information is acceptable as general education becauseit is not advising
participants on the appropriateness of particular investment options. They are only being
informed of the options they may exercise, without being steered to a particular course of action.

General Financial and Investment I nformation

Advisers are also permitted to inform participants about general financial and investment
concepts that help them formulate investment strategies. Thus, it is permissible to explain the
concepts of risk and return, diversification, compound returns, dollar cost averaging and tax
deferred investment. Education may also include furnishing information about the effects of
inflation, estimating retirement income needs, determining investment time horizons, and
ng risk tolerance. These matters bear no direct relationship to aplan’s actual investment
aternatives and, therefore, do not constitute investment advice. More general economic data
may also be provided, such as historic differences in the rate of return among various asset
classes.

Asset Allocation Models

Making available model asset allocation portfolios for hypothetical individuals is another
means of providing investment education to participants. Along with such models, relevant data,
pie charts, graphs or case studies may be presented. If model portfolios are provided, they must
be accompanied by additional information about the models. Participants must be given all
materia facts and assumptions on which the models are based and they must also be provided
with a statement that, when using a particul ar asset allocation model, participants should
consider their assets outside the plan in addition to their plan assets. Additionaly, if amodel
identifies any specific investment alternative that is available under the plan, the model must be
accompanied by a statement indicating that other investment alternatives with similar qualities
may be available under the plan and identify what they are and how to obtain more information
about such dternative investments. Finally, al asset allocation models must be based on
generally accepted investment theories, for example, modern portfolio theory.

Furnishing asset allocation models to participants, provided that they are accompanied by
the additional materials described above, is not regarded as a recommendation that would
constitute investment advice, because it allows a participant to assess the model’s relevance to
his or her individual situation.

I nteractive Investment M aterials

The final example of investment education is the provision of materias that enable
participants to estimate future retirement income needs for themselves and see the effects of
different allocations on their retirement income. This may be done through questionnaires,
worksheets, software, or other similar materials. If these materials are provided to participants,
they must meet certain requirements similar to those applicable to the asset allocation models.
Thus, the materials must be based on generally accepted investment theories. All material facts
and assumptions must be stated and if the interactive investment materials identify a particular
plan investment alternative, participants must be informed that other alternatives fitting the same
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risk and return characteristics may be available and information must be provided as to how
those alternatives may be obtained.

In addition, there must be an objective correlation between asset alocations that the
interactive materials generate and the data supplied by the participant. Thus, investment
materials must have abasisin fact to ensure that participants are being properly educated.

Finally, as with asset allocation models, the materials should be accompanied by a statement
indicating that asset allocations should also consider the participants non-plan assets, investments
and sources of income.

Related Prohibited Transaction Rules

Hiring a service provider to give either investment advice or investment education is a
fiduciary act. If such aprovider were to render conflicted investment advice, it could result in a
prohibited transaction. Under the Pension Protection Act of 2006, Congress intended to
encourage the availability of participant-level investment advice by enacting a new prohibited
transaction exemption to provide relief from fiduciary liability for providing such advice,
provided certain conditions are met. To qualify for fiduciary relief under the terms of the
statutory exemption (the "PPA Statutory Exemption"), afiduciary adviser (e.g., aninvestment
adviser) isrequired to ensure that either (i) the fiduciary adviser's fees for itsinvestment advice
will not vary based on any investment options that are selected by participants, or (ii) the
investment advice will be provided through an objective computer model that is independently
certified not to favor investment options that would result in greater fees for the fiduciary
adviser.1¥ See Chapter 2 for adiscussion of the proposed regulation that would implement this
relief.

{K:/11800/A0059723.1}

148 ERISA §8 408(b)(14) and 408(g).
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