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nder the Employee Retirement Income Security Act of

1974, as amended (“ERISA”), certain financial and other

transactions involving retirement and other employee ben

efit plans governed by ERISA warrant the appointment
of an independent fiduciary to avoid or mitigate conflicts of interest.
Some transactions require the participation of an independent fidu
ciary to avoid the transaction being prohibited. Other transactions
may benefit from the use of an independent fiduciary to prevent con
flicts of interest that could otherwise occur based on relationships of
the regular plan fiduciaries. Or, more simply, an independent fiduciary
in some cases may add a level of independent review and protection
for plan participants and beneficiaries.

While “independent fiduciary” is not a defined term under either
ERISA or the corresponding provisions of the Internal Revenue Code of
1986, as amended (the “Code”), it has long been clearly defined in statu
tory and prohibited transaction exemptions issued by the Department
of Labor (the “Department”). In fact, many class exemptions and indi
vidual exemptions require the services of independent fiduciaries as
a condition of compliance. More recently, the prohibited transaction
exemption regulations specifically define the term “qualified indepen
dent fiduciary” for purposes of the procedures for obtaining individual
or class prohibited transaction exemptions.

By way of background, while the concept of an independent fidu
ciary with respect to employee benefit plans predates ERISA, it was
not frequently utilized, and the terminology was different. A good pre
ERISA illustration involved a case in which the United States District
Court, District of Columbia, found that conflicts of interest and fidu
ciary breaches in the operation and administration of a multiemployer
welfare plan called for the replacement of the existing trustees and the
appointment of a new neutral trustee subject to the approval of the
Court. The Court also required the services of an independent profes
sional to develop an investment policy regarding the investment of plan
assets. In later years, post ERISA enactment, the pension community
witnessed the more evolved use of an independent fiduciary — for exam
ple, for settlement purposes, sometimes accompanied by the appoint
ment of an independent investment manager or independent special
counsel as well.

Independent fiduciaries often play a critical role in satisfying the
conditions of prohibited transaction exemptions including statutory,
class and individual exemptions.! Several statutory exemptions under
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ERISA specifically require that the plan’s decisionmaker be indepen
dent. Examples include Sections 408(b)(14) and 408(g)*> with respect to
participant investment advice; Section 408(b)(16) with respect to alter
native trading systems; Section 408(b)(19) with respect to cross trading;
Section 408(b)(4) with respect to bank deposits; and Section 408(b)(8)
with respect to common or collective trust funds. In addition, two statu
tory exemptions (discussed below) expressly require the appointment of
an independent fiduciary to satisfy the statutory conditions.
Additionally, litigation settlements may require or benefit from
having an independent fiduciary approve the settlement. Court
approved settlements in some excessive fee cases involving 401(k) plans
have required the appointment of an independent fiduciary to monitor
the fund selection and review process. In any event, the appointment of
an independent fiduciary to advise or act with discretion on any matter
provides not only the benefit of an independent and qualified party to
act on behalf of the plan participants but presents significant risk shift
ing opportunity from the plan fiduciary to the independent fiduciary.

WHAT IS AN “INDEPENDENT FIDUCIARY”?

In October 2011, the Department amended the procedures for
applying for individual and class prohibited transaction exemptions
by, among other things, adding a definition of qualified independent
fiduciary.

According to the Department, the purpose of including this
definition in the prohibited transaction exemption application proce
dures was “to emphasize that any independent fiduciary or appraiser?
retained in connection with an exemption transaction must not only
be ‘qualified’ (i.e., knowledgeable as to its duties and responsibilities
under ERISA and knowledgeable as to the subject transaction and the
markets, if any, where such transactions normally occur) to serve in that
capacity, but also must be free from certain relationships with the party
in interest (or its affiliates) that could improperly affect its judgment.”*
These procedures were again amended in 2024, and the Department’s
most recent regulation defines a “qualified independent fiduciary” as
follows:

A qualified independent fiduciary is any individual or entity
with appropriate training, experience, and facilities to act
on behalf of the plan regarding the exemption transaction
in accordance with the fiduciary duties and responsibilities
prescribed by ERISA, that is independent of and unrelated
to any party in interest engaging in the exemption transaction
(and its affiliates). In general, the Department will make the
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determination of whether a fiduciary is independent based
on all relevant facts and circumstances, such as the extent to
which the plan’s counterparty in the transaction participated
in or influenced the selection of the fiduciary. In making this
determination, the Department will also take into account,
among other things, the amount of both the fiduciary’s rev

enues and projected revenues for the current Federal income
tax year (including amounts received for preparing fiduciary
reports) that will be derived from parties in interest engaging
in the exemption transaction (and their affiliates) relative to
the fiduciary’s revenues from all sources for the prior Federal
income tax year.

The regulation also makes it clear that a qualified independent
fiduciary must not have a financial relationship with the transaction or
its parties, including from the fees the independent fiduciary is receiving
for its duties, that would impair its independence. The regulation goes
on to say that:

The Department generally will not conclude that a fiducia
ry’s independence is compromised solely based on the rev
enues it receives from parties in interest (and their affiliates)
that engaged in the exemption transaction, to the extent
that the fiduciary neither receives nor is projected to receive
more than two (2) percent of its revenues within the current
Federal income tax year from the parties in interest (and their
affiliates). Although larger percentages merit more stringent
scrutiny, a fiduciary may be considered independent based
upon other facts and circumstances provided that the fidu
ciary neither receives nor is projected to receive more than
five (5) percent of its revenues within the current Federal
income tax year from the parties in interest (and their affili
ates) that engaged in the exemption transaction.b

Thus, one important element of the deciding fiduciary’s indepen
dence is whether it is paid so much by the plan’s regular fiduciaries that
the payments themselves — including the payments for the independent
fiduciary services — have the potential to distort the judgment of the
supposedly independent fiduciary.

As discussed below, the regulations place the burden on the appli
cant for a prohibited transaction exemption to demonstrate the inde
pendence of the fiduciary.”

In the event that a qualified independent fiduciary is required to be
retained with respect to a particular transaction, the application for an
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individual exemption authorization must, among other things, include
the following information from the fiduciary:

A description of the fiduciary’s qualifications to serve as a qualified
independent fiduciary as well as a description of its prior experi
ence in serving as an independent fiduciary to an ERISA plan;

A description of any relationship the fiduciary has had or may
have with a party in interest engaging in the transaction with the
plan, or its affiliates;

An acknowledgement by the fiduciary that it understands its
duties under ERISA; that it is acting as a fiduciary of the plan
with respect to the transaction; that it has no material conflicts
of interest and that it is not acting as an agent of the plan spon
sor; and

The opinion of the qualified independent fiduciary whether the
transaction would be in the interest of the plan and its partici
pants and beneficiaries; protective of the rights of participants
and beneficiaries and a statement of the reasons on which the
opinion is based.®

Additionally, the application for an individual prohibited transac
tion exemption must indicate the names of the persons who will bear the
cost of the fees payable to such fiduciary.’

An independent fiduciary may also be needed when a conflicted
trustee will receive additional compensation pursuant to the transac
tion. In this situation, the Department regulations emphasize the impor
tance of independence of the appointing fiduciary in addition to the
independence of the independent fiduciary itself.!"” While there generally
is no Section 406(b)(1) violation where one fiduciary is retained by a sec
ond fiduciary on behalf of a plan to provide a service for an additional
fee, the Department added a cautionary note: “However, because the
authority, control, or responsibility which makes a person a fiduciary
may be exercised ‘in effect’ as well as in form, mere approval by a sec
ond fiduciary does not mean that the first fiduciary has not used any
of the authority, control, or responsibility which makes such person a
fiduciary to cause the plan to pay the first fiduciary an additional fee for
the service.” Therefore, it is important to make sure that any fiduciary
appointing the independent fiduciary does not itself have a conflict of
interest that would call the validity of the appointment into question or
compromise the independence of the independent fiduciary.
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In other contexts involving PTCEs, while the term “independent
fiduciary” is not used, it may be clear from the structure of the PTCE
that fiduciary independence is a prerequisite. The PTCE for qualified
plan asset managers (“QPAMSs”)!"is a clear illustration of this approach.
As the Department stated, “PTE 84 14 was developed and granted
based on the essential premise that broad relief could be afforded for all
types of transactions in which a plan engages only if the commitments
and the investments of plan assets and the negotiations leading thereto
are the sole responsibility of an independent, discretionary, manager.”!?
To qualify under the QPAM exemption, the transaction must not be
entered into with a party in interest with respect to a plan if the assets of
the plan in question, when combined with the assets of all other plans of
the same employer and its affiliates (or union in the case of a multiem
ployer plan) represent more than 20% of the total client assets managed
by the QPAM at the time of the transaction.!® This limitation would
seem to ensure that a QPAM is not so beholden to the plan that it man
ages that it lacks independence.

See also PTCE 2003 39, dealing with the release by a plan or plan
fiduciary of the plan or participants’ claim against a party in interest in
exchange for consideration. One of the conditions for this exemption
is that the fiduciary that authorizes the settlement “has no relationship
to or interest in, any of the parties involved in the litigation, other than
the plan, which might affect the exercise of such person’s best judgment
as a fiduciary.” Further, see PTCE 2020 02, § V(f), explaining when a
fiduciary may be treated as independent of a financial institution or
investment professional.

Examples of other prohibited transactions that require an indepen
dent fiduciary or some variation of an independent party are PTCE 77 4
(mutual funds); PTCE 77 9 (insurance contracts); PTCE 86 128 (secu
rities transactions); PTCE 85 68 (purchase of customer notes); PTCE
96 62 (EXPRO); and 96 23 (In House Asset Manager, or INHAM).

STATUTORY PROHIBITED TRANSACTION
EXEMPTIONS REQUIRING INDEPENDENT
FIDUCIARIES

Asnoted above, there are some specific statutory PTEs that require
the use of an independent fiduciary.

Provision of Pharmacy Benefit Services: When it was enacted,
Division P of the Further Consolidated Appropriations Act
of 2020, Section 1302, did not seem to receive much attention
from ERISA practitioners even though it added a new statutory
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prohibited transaction exemption, Section 408(h),'* with respect
to the provision of pharmacy benefit services. This temporary
exemption was directed at a particular set of union plans that
were using a pharmacy benefit manager created by the union.
Among the conditions of the statutory exemption was the reten
tion by a group health plan subject to the exemption of an
independent fiduciary who would have responsibility both for
monitoring compliance with other conditions of the exemption
and for making decisions regarding the provision of pharmacy
benefit services.!®

Transactions Executed Through an Electronic Communication
Network: Section 408(b)(16) exempts from ERISA’s prohibited
transaction provisions a transaction involving the purchase or
sale of securities or other property between a plan and a party in
interest executed through a regulated “electronic communication
network, alternative trading system, or similar execution system
or trading venue” if certain conditions are met. Where the party
in interest has an ownership in the system or venue, authorization
by an independent fiduciary is required by the statute in order to
permit parties to take advantage of the exemption.!®

HOW IS INDEPENDENCE DEFINED?

We can get some guidance as to the meaning of “independence”
from Section 3(18), which defines “adequate consideration,” and its guid
ance. In the proposed regulations defining that term, the Department
proposed that a good faith determination of fair market value must be
made by a fiduciary who is in fact independent of all parties to the trans
action (other than the plan). In this regard, the assessment is made in
light of all of the relevant facts and circumstances. However, a person is
not to be considered independent of all persons to a transaction (other
than the plan) if that person (i) is directly or indirectly, through one or
more intermediaries, controlling, controlled by, or under common con
trol with any of the parties to the transaction (other than the plan); (ii) is
an officer, director, partner, employee, employer or relative (as defined in
Section 3(15), but also including siblings) of any such party (other than
the plan); or (iii) is a corporation or partnership of which any such party
(other than the plan) is an officer, director or partner

Plan fiduciaries are not expressly bound by the Department’s strict
definition of independence in situations in which the definition does
not apply. For example, in explaining why the reasonable compensation
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statutory exemption for service providers does not apply to fiduciaries,
the Department stated: “These [Section 406(b)] prohibitions are imposed
upon fiduciaries to deter them from exercising the authority, control,
or responsibility which makes such persons fiduciaries when they have
interests which may conflict with the interests of the plan for which they
act. In such cases, the fiduciaries have interests in the transactions which
may affect the exercise of their best judgment as fiduciaries.”!” We sug

gest here that a key word — if not the key word in this context — is may.

Not all conflicts of interest require the appointment of an inde
pendent fiduciary, even if they represent a significant percentage of
litigated conflict of interest cases. For example, in the context of a self
insured welfare plan, or an insured plan in which the insurer both evalu
ates claims and pays benefits, there is a conflict of interest because the
same entity both evaluates and pays benefit claims from its own funds.!®
Independent fiduciaries are not hired in these situations because the
expense of hiring them would in many instances not be justified, and
because a participant’s entitlement to benefits will be determined as a
matter of law under the plan document. Also, the Department’s claims
regulation inserts some level of independence into the claim process by,
for example, requiring that the individual reviewing an appeal not be
either the same individual who decided the original claim or a superior
of that person.! Thus, in those cases, it is far less likely that the potential
conflict of interest that remains after the protections of the claim regu
lation are followed is relevant to the interests of the participants and
beneficiaries. Particularly in a large plan, the size of any particular claim
compared to the plan sponsor’s general assets makes it highly unlikely
that the theoretical conflict would impact the applicable fiduciary’s deci
sion making processes.

Also, ERISA’s overall structure contemplates that employers will
often have a dual role, in that they are the plan sponsors with an array
of settlor functions but they also have administrative responsibilities for
the plan, many of which rise to the level of fiduciary responsibilities.
Clearly, in drafting ERISA, Congress did not intend to erase every con
ceivable conflict of interest.

In situations where an independent fiduciary is warranted, it is
important as a contractual matter that the precise scope of the indepen
dent fiduciary’s responsibilities be set forth. For example, is the indepen
dent fiduciary’s role to be an advisor to the plan’s fiduciaries,? or is it to
be the independent decision maker? If it will be acting as a Section 3(38)
investment manager?! or as a QPAM, it will be acting as a discretionary
decision maker, and if it is a Section 3(38) investment manager, the rel
evant plan fiduciary that appointed the independent fiduciary will have
the duty to monitor its performance. Other considerations could include
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whether and to what extent the independent fiduciary may employ other
professional advisers to assist it in performing its role (and who has the
responsibility for those expenses); whether the independent fiduciary
will provide any form of reporting; and the nature of any indemnity
being provided to the independent fiduciary and which party will be
providing it.?> Once these structural questions are answered, then appro
priate decisions can be made as to the level of independence required
and as to what protections should be included in the contract to protect
the independence of the independent fiduciary.

POTENTIAL CONFLICT SITUATIONS

A particular type of conflict situation arises in the context of
employer stock in qualified plans. Employers have long been offering
employee ownership in their companies by providing company stock
as an investment option in their defined contribution plans, including
employer 401(k) plans and employee stock ownership plans (“ESOPs”).
Company stock in a retirement plan can be a significant source of fidu
ciary risk and has been the basis for many lawsuits brought against
defined contribution plan sponsors. Participant portfolios overly con
centrated in company stock are subject to significant losses if the value
of the company stock declines rapidly.® Inversely, participants have
sued because the employer stock rose in value after it was removed from
the plan.?* Courts have held, in the ESOP context, that fiduciaries who
delegated investment decisions to an independent fiduciary were pro
tected from liability for the plan’s continued offering of company stock,
even when the stock’s value dropped significantly.?

Addressing potential conflicts of interest in certain scenarios can
be challenging when corporate insiders possess significant nonpublic
information, but securities laws limit their ability to disclose or act on
that information. In these scenarios an independent fiduciary may be
required, particularly for a company that is publicly held, where stock of
that company is held in a defined benefit plan’s portfolio and the named
fiduciary of the plan is a committee consisting of executives of the plan
sponsor, or company stock is one of the options offered in an individual
account plan. 2

Another common scenario is a tender offer in which the plan of
the target company owns company stock. Officers of the target com
pany interested in retaining their jobs may wish to fend off the tender
offer to retain their positions, even if such action might not be in the
best interest of plan participants and beneficiaries.?’

Due to the substantial funds involved in ERISA covered health
plans and the general lack of transparency surrounding the costs
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of health services and pharmaceuticals (despite the recent statutory
and regulatory provisions mandating transparency®®) there have been
recent cases focusing on fiduciary duties relating to excessive fees and
how plans choose to provide pharmacy benefits to their employees
and, in particular, their choice of a structure for their pharmacy ben
efit manager (“PBM”) agreements® Although the law is still evolving
through these cases, they show the value that an independent fiduciary
with deep expertise in ERISA and PBMs can bring in appropriate sce
narios® to the oversight of the selection and management of PBM
programs.

Other situations where the services of an independent fiduciary
might be required, due to potential conflicts of interest, include:

In Kind Contributions. Assessing whether an in kind contribu
tion to a tax qualified plan, where it would not be a prohibited
transaction, is in the best interest of participants and beneficia
ries (i.e., whether the in kind contribution is a better option than
the receipt of cash).

ESOP Transactions. Representing a plan during ESOP
transactions.

Terminating ESOPs. Acting on behalf of participants in a ter
minated ESOP for matters related to winding down the plan,
including managing compensation matters and the distribution
of sales proceeds.

Class Action Lawsuits. Representing a plan involved in a class
action lawsuit where the plan committee or sponsor is a party.

Service Provider Selection. Assisting with the selection and reten
tion of service providers for the plan.

Annuity Purchases. Overseeing the purchase of annuities to
ensure they align with the plan’s interests.

Alternative Investments. Determinations as to whether a plan
should invest in alternative investments that may produce a higher
return (where the alternative might be to increase contributions)

Exemption Requests. Handling individual exemption requests
for transactions between unions and pension or welfare funds
when a prohibited transaction class exemption is not available.
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Plan Forfeitures. If a plan allows for discretion in the use of for
feitures, it’s important to document the decision making process
associated with forfeitures and a fiduciary may consider bringing
in an independent fiduciary to assess their use.

CONCLUSION

In the prohibited transaction context, a plan and its fiduciaries
may have no choice but to retain an independent fiduciary, in which
case no evaluation of the benefits and disadvantages of the hiring of
an independent fiduciary is required. In cases where there is a risk, but
not a certainty, of a prohibited transaction occurring, an independent
fiduciary may be helpful to avoid or reduce such risk. In the private
party conflict of interest situation, where there is no potential prohib
ited transaction, but a breach of the fiduciary duty of loyalty is possible,
a conflicted party may wish to consider the benefits and disadvantages
of hiring an independent fiduciary.

In the conflict of interest situation, even though hiring an
independent fiduciary might be regarded a best practice, it often
is not a per se requirement. There may be drawbacks to hiring an
independent fiduciary. First, the same process for engaging any ser
vice provider to a plan, which is time consuming and expensive,
applies to the hiring of an independent fiduciary. This includes the
drafting of a contract with the independent fiduciary (not likely to
be an off the shelf document). Second, an independent fiduciary
may reach a conclusion that the hiring fiduciary did not expect and
does not desire. Third, on any occasion in which a new fiduciary
is added to the list of parties administering the plan, the risk of
co fiduciary liability under Section 405(a) increases. Fourth, in the
course of conducting their due diligence, the independent fiduciary
might uncover other deficiencies in plan operation of which the hir
ing fiduciary was unaware (although from an overall plan perspec
tive this may be an advantage). Fifth, to the extent the independent
fiduciary has a monitoring role that is scheduled to persist for a
period of years, operating a plan with an independent fiduciary
monitoring those operations might affect the way in which a plan
committee conducts its business. Sixth, if plan assets are paying
the independent fiduciary’s fee, the hiring fiduciary would need to
justify the cost.

Against the possible negative outcomes and additional costs,
however, the clear benefit of engaging a competent independent
fiduciary focused solely on acting in the interest of plan participants
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and beneficiaries and thereby clearing the path forward for benefi
cial transactions and investments must be carefully weighed in the

balance.
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